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Today’s business environment is a complex assortment of relationships, all of
which are necessary for an organization’s success in the marketplace. These rela-
tionships can involve external parties such as suppliers and customers or internal
parties such as employees. And all of these relationships rely on some form of
managerial accounting information to support decision-making activities.

Non-accounting business majors frequently ask, “Why do I need to take account-
ing? I’'m not going to do accounting; I'll hire an accountant to do that for me.” What
these students fail to understand is that a working knowledge of accounting is essential
to success in business, even when the accounting “work” is left to the trained accoun-
tants. Decision makers at all levels in the organization must know what accounting
information to ask for and must know how to interpret that information before reach-
ing a conclusion about a course of action. For instance, how can a marketing manager
decide on a price for a product without fully understanding the product’s cost to manu-
facture? How can a plant manager determine how to reward employees’ performance
without understanding their ability to control costs and quality?

Those of us teaching introductory accounting courses may be partly to blame
for this misconception. Often we place too much emphasis on the “accounting” and
not enough emphasis on the “business.” We are more concerned with students get-
ting the “right” answer rather than understanding what to do with that right answer.
Realizing that most students in an introductory managerial accounting course are
not going to major in accounting, this book seeks to position managerial accounting
in a broader context of business decision making.

This book does not attempt to be all things for all people. Instead, it is targeted
to a typical university sophomore with limited business knowledge, both in terms of
theoretical education and practical experience. While the nature of the book may be
suitable for other audiences, we anticipate that the majority of students using this
book have very little business foundation on which to build. Limited knowledge
of business topics is assumed, though we anticipate that students have completed
an introductory financial accounting course. Therefore, our overriding objective is
to lay a firm foundation of basic managerial accounting on which new concepts in
areas of finance, marketing, and management can be built.

The vision of this book is to provide an easy-to-use learning system for introduc-
tory managerial accounting students. Our expectation is that this learning system
will:

1. facilitate students’ learning of introductory managerial accounting concepts;

2. improve students’ understanding of how to use these concepts as support for
management decisions; and,

3. improve students’ retention of these concepts for use in subsequent business and
accounting courses.

Preface v



DISTINGUISHING FEATURES

BUSINESS DECISION-MAKING CONTEXT

Business Organizations,
Supply Chain Players, Key Decisions

To really understand how managerial accounting information supports business
decision-making activities, students need a CONTEXT in which to place those
decisions. Davis and Davis Managerial Accounting creates this context by using
C&C Sports, a fictitious manufacturer of sports apparel, and its supply chain partners
to illustrate and explain concepts. The story of C&C begins in the business decision
posed at the start of each chapter, carries throughout units in the chapter, and is
applied in a new continuing case problem at the end of each chapter.

Business Decision
and Context

Martin Keck, vice president for sales at Universal Sports Exchange, was talking
with his sales team at the monthly sales meeting. “As you know, the company

Business Organizations: Students
better understand the decision-

making process by understanding
the context of decisions made by
managers across all departments
and divisions in the organization.

© alarik/Shutterstock

missed its sales target last year. We were expecting to sell 10% more jerseys than
we did. And we all saw the effect that the lower sales level had on our bottom
line. When we miss our sales targets, it affects what everyone else in the company
can accomplish because they count on us to generate revenue.”

Sarah Yardley, one of the company’s top salespeople, had been listening
intently as Martin discussed the concept of cost behavior. “I think | understand all
this talk about cost behavior,” she said, “but I'm still not sure how it plays into my

decisions.”

SUPPLY CHAIN KEY PLAYERS

“Sarah,” Martin replied, “we have to use our knowledge of cost behaviors to
predict what effect our decisions will have on the bottom line. We know when it

is advantageous to, say, initiate a new advertising campaign instead of reducing END CUSTOMER

Supply Chain Key Players: Decisions
often are made with other manu-

prices, but to persuade the president and the CFO, we need to have more con-

vincing data, and that includes the financial impact of our decisions. In fact, I'll be
meeting with the president and CFO next week to discuss the relative merits of a
$50,000 advertising campaign and a 10% reduction in sales price. You can be
sure that I'll know the financial impact of each alternative before | walk into the

meeting.”

Key Decision: Each chapter is
framed with a decision that key
players must address. The de-
cision is highlighted in quotes
in the opening of the chapter.
Discussions, examples, and
illustrations in the chapter
address the topics associated
with the business decision.

A Wrap Up at the end of the
chapter applies topics ad-
dressed in the chapter to the
key decision.

nd CFO
herits of a
a 10%
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of each
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Managers of a start-up
before they generate a
for years want to know
omers in the form of a
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UNIVERSAL SPORTS
EXCHANGE

Vice President of Sales,
Martin Keck

Top Salesperson,
Sarah Yardley

C&C SPORTS

DURABLE ZIPPER
COMPANY

facturing and retail companies.
lllustrating decisions in this context
allows students to better understand
the supply chain concept and the
reality that companies must work with
their supply chain partners to achieve
maximum results.

BRADLEY TEXTILE MILLS

CENTEX YARNS

vi Distinguishing Features

BUSINESS DECISION

AND CONTEXT wrap up

Martin Keck now knows how to present the financial implications of the $50,000 advertis-
ing campaign and a 10% price reduction

The advertising campaign represents a $50,000 increase in fixed expenses. Since
nothing else is changing, Martin determined that Universal will need to sell at least 12,500
additional jerseys to cover the additional fixed expense ($50,000 + $4 contribution mar-
gin). That's a 24% increase in sales volume just to earn the same net income that Universal




BUSINESS DECISION-MAKING CONTEXT

Temporal Order

The order of the chapters in the book is designed around the context of a story that
places business decisions in temporal order rather than the more traditional group-
ing of “Planning/Controlling,” “Decision Making” and “Evaluating” sections. With
this ordering of topics, students learn about managerial accounting and how to use
managerial accounting to support decision making. Key players in the story include:

Centex Yarns, Bradley Textile
Yarn Manufacturer Mills,

© itaesem/iStockphoto

Fabric Manufacturer

© petekarici/iStockphoto

Durable Zipper
Company,
Zipper Manufacturer

© aopsan/iStockphoto

C&C Sports, Universal Sports
Team Uniform Exchange,
Manufacturer Retail

© jsnyderdesign/iStockphoto  © Tischenko Irina/Shutterstock

The ordering of the chapters is based on the following story line:

C&C Sports is introduced. (Topic Focus 1)

Universal Sports Exchange, a retailer in C&C
Sports’ supply chain, explores the need for cost
behavior information to estimate and predict
financial results. (Chapters 2 and 3)

C&C Sports develops product costs for its three
products using job order costing. (Chapter 4)

Bradley Textile Mills develops product costs for its
fabric using process costing. (Topic Focus 2)

Bradley Textile Mills managers are engaged in a
discussion of how increasing production will
decrease the fixed cost per unit of yard of
material. (Topic Focus 3)

C&C Sports plans for the coming year by developing
standards and a master budget once desired
production volume is determined. (Chapter 5)

C&C Sports recognizes the need to evaluate its
performance using a flexible budget and variance
analysis. It finds that results for direct materials and
direct labor are in line with standards, but overhead
costs differ from expectations. This finding leads
into the need to better understand the company’s
cost drivers. (Chapter 6)

Durable Zipper Company's accountant is over-
whelmed by the volume of entries needed to record
product costs. She looks to a standard cost system to
help reduce the recording volume. (Topic Focus 4)

C&C explores the use of Activity Based Costing
(ABC) in response to its earlier performance

evaluation. Management discusses overhead pools
and how those resources are consumed by the
organization. The resulting product costs yield a
picture of product profitability that is different from
management'’s assumptions using traditional job
order costing. Management also explores other
nonfinancial performance metrics. (Chapter 7)

Bradley Textile Mills’ managers evaluate the profit-
ability of the company’s customers and explore the
need to price certain extra services based on the
ABC results to increase profitability. (Topic Focus 5)

C&C Sports’ management team meets to discuss
the vice presidents’ various areas of responsibility.
Each vice president faces a different decision
whose costs are not as obvious as it first seems.
(Chapter 8)

C&C Sports seeks to expand its product line to
increase profitability. The company’s managers use
capital budgeting techniques to assess the viability
of investing in equipment to produce baseball.
(Chapter 9)

Centex Yarns’ Nylon Fibers division has shown a loss
for the past three years. The division’s vice president
must determine how much the division is contribut-
ing to the company'’s financial health. (Chapter 10)

C&C Sports’ management recognizes that perfor-
mance evaluation needs to be expanded to include
the relation between financial and non financial
measures. A balanced scorecard is developed for
the company. (Chapter 11)

Distinguishing Features vii




DISTINGUISHING FEATURES

LEARNING DESIGN: CONCEPTS AND PRACTICE

Students stay ENGAGED as they read manageable units of content in each chapter
that are written in a conversational style. Students INTERACT more with managerial
accounting topics as they work through practice questions and exercises at the end of
each unit. Students gain CONFIDENCE when they review practice exercise solutions
before they move on to another topic. Frequent, ACTIVE demonstrations, exercises,
and explorations replace the traditional passive reading of lengthy chapters.

KEY TERMS

Cost-volume-profit analysis (CVP) p.88  Degree of operating leverage

UNITS LEARNING OBJECTIVES Key Terms, Practice
K PRACTICE QUESTIONS . .
UNIT 3.1 LO 1: Calculate the break- R s QueStlons' ExerCIseS’ and
Breakeven  even point in units and sales Solutions are integ rated
Analysis dollars. . . .
s o into each learning unit.

UNIT 3.2 LO 2: Calculate the level of 2322 5. Lo
Cost- activity required to meet a : 2000
Volume- target income.
AL q LO 3: Determine the effects
Analysis . 5

of changes in sales price,

cost, and volume on operat-

With active learning units,
students analyze topics before

moving to a new topic. TOPIC FOCUS 1: C&C SPORTS,
MANAGERIAL ACCOUNTING
CONTEXT

Some topics are presented

in stand-alone Topic Focus
units. Instructors can include or
exclude Topic Focus content
without affecting the textbook's
flow.

ports.

ASSESSMENT

An extensive amount of comprehensive homework exercises, problems, and cases for
all units are also provided at the end of each chapter. All are assignable in WileyPLUS.

3-42 Operating leverage (L
other fine jewelry over the Internet.

C&C SPORTS CONTINUING CASE

monds at an average of 35% less th

o 3-41 CVP analysis (LO 3) Universal Sports Exchange has just received notice from
C&C Sports that the price of a baseball jersey will be increasing to $15.30 next year. In
L 1L it E— oo

3-44 Ethics and CVP analysis (LO 3) At 3:00 r.m. on Friday afternoon, Dan Murphy,
vice president of distribution, rushed into Grace Jones’s office exclaiming, “This is the fourth
week in a row we've filed a record number of claims against our freight carriers for products
damaged in shipment. How can they all be that careless? At this rate, we’ll have filed over

A C&C Sports Continuing Case
addresses multiple chapter
learning objectives and continues
throughout the textbook.

Exercises, Problems, CMA-adapted
material, and many Cases address
service, retail, and manufacturing
scenarios. Ethics cases are included
in each chapter.

viil Distinguishing Features



REAL-WORLD FOCUS

Business decision-making context is also illustrated through the examples of real
world companies discussed in Reality Check boxes, WileyPLUS videos, and homework
problems.

REALITY CHECK—What’s in the mix?

Warner Music Group is a leading player in the music industry. According to its 2011 annug
report, the company has established itself “as a leader in the music industry’s transition t#8
the digital era.” Sales of digital music at Warner exploded between 2006 and 2011—uj )
427% during the period. And in 2011, digital revenue provided almost 29% of the com
pany's total revenues, up from 4.5% in 2005.

Because digital files do not require a case or printed materials, digital recordings co: y
less than CDs to manufacture. Moreover, there are no inventory storage costs for digital rd
cordings, and distribution costs are much lower (there is no shipping cost for a downloade -
digital file). Warner reports that two-thirds of online sales come from older releases, whos|
- marketing costs are lower than those for new releases
As Warner's sales mix moves All these savings mean that the contribution margin ratio for digital recordings is muc|

toward digital recordings,  higher than that for CDs. While the sales price of a digital download s less than that of a C

the amount of sales revenve ™o ©f each sales dollar i available to cover fixed costs and provide a profit. As Warner

! sales mix moves more toward digital recordings, the amount of sales revenue required 4

required to break even Will - break even will decrease. That's how Warner was able to achieve higher income on low
decrease. sales revenue. Clearly, sales mix is an important consideration in decision making

Tim Robberts/The Image
Bank/Getty Images

Sources: Rob Curran, “Warner Music's Earnings Surge 92% on Digital Sales, Lower Costs," The Wall Stre
Journal, Feboruary 15, 2006; “Warner Music Group Corp. Reports Fiscal First Quarter Results for the Period Endel
December 31, 2005,” Warner Music Group news release, February 14, 2006, http://investors wmgcom/phoen

/b 2008 Annual Report; Warner Mus|

Reality Check boxes show how decisions
have direct business consequences.

Managerial Accounting videos engage students
with an overview of a chapter topic.

CRITICAL THINKING

Students are asked to think critically in all learning units and homework problems.

THINK ABOUT IT 3.1

When volume changes, total

Fill in the rest of the table sales revenue, total variable
WHATIF...* EFFECT ON expenses, and total contribu-
Sales Total Contribution | Breakeven |Operating tion margin all d

Concepts that students
frequently find confusing or

Revenue | Expenses | Margin per Unit Point Profit

Students typica
total sales reve

fixed expenses | no effect

decrease .

. gettochangetd for which errors often occur
variable cost . . .

per unit expenses. The s are highlighted in Watch Out!

increases . . . i 1 ’ e . .
. Think About It questions require Zt:rrtuﬁhxf;:é boxes. Students’ critical thinking
'A‘”“eaiesl | studer\ts to thiltmk_critically abf)ut sure to capture| 18 developed by helping them

sumetietslsclnd - g particular topic in the narrative in total sales an| avoid common mistakes and

of a discussion. Students can expenses. eliminate bad habits.

evaluate their understanding Tl —

with a solution that appears
later in the discussion.

Test Bank and Homework
questions address many learning

38. Assume a sales price per unit of $25, variable cost per unit $15, and total fixed costs of $18,000. Wha

the breakeven point in units? outcomes that deVeIOp critical
b 1200 unis thinking skills.

c. 1,800 units
d. None of these answer choices is correct.
$18,000 + ($25 — $15) = 1,800

Ans: ¢, LO: 1, Bloom: AP, Unit 3-1, Difficulty: Easy, Min: 3, AACSB: Analytic, AICPA FN: Decision Modeling, AICPA PC: Problem Solving and
Decision Making, IMA: Decision Analysis

Distinguishing Features X
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WileyPLUS with ORION

WileyPLUS with ORION helps students
learn by learning about them.

Based on cognitive science, WileyPLUS with
ORION provides students with a personal,
adaptive learning experience so they can build

their proficiency

on topics and use their study

time most effectively.

STUDENT REPORTS Identify

Ch 5: Forms of

ipand organizaion | Strengths and weaknesses

Chapter Performance Summary

7.5%
Chapter Performance by Objectives

Question Count

[ss]s]

57.5% oy

1 2 3 4 5 & 7 8 9 10

and get students prepared
for class efficiently

WileyPLUS with ORION is great as:

an adaptive pre-lecture tool that assesses
your students’ conceptual knowledge so
they come to class better prepared,

a personalized study guide that helps
students understand both strengths and
areas where they need to invest more time,
especially in preparation for quizzes and
exams.

Chapter
performance B & 5 pog

30.0%

Objectives

INSTRUCTOR REPORTS

WileyPLUS
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Supplements
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Instructor

In addition to the support instructors receive from
WileyPLUS and the Wiley Faculty Network, we offer
the following useful supplements.

Textbook website

On this website, www.wiley.com/college/davis,
instructors will find electronic versions of the
solutions manual, instructor’s manual, test bank,
computerized test bank, and other resources.

Solutions Manual

The solutions manual contains complete solu-
tions, prepared by the authors, for each question,
exercise, problem, and case in the textbook.

Instructor’'s Manual

The instructor’s manual, prepared by the authors,
contains unit and chapter summaries organized by
learning objective, additional readings and critical
thinking exercises, recommended instructional cases,
and detailed notes to accompany the PPT slides in
each chapter.

Test Bank and Computerized Test Bank

The test bank allows instructors to tailor exami-
nations according to study objectives and learning
outcomes, including AACSB and AICPA professional
standards. New multiple-choice questions and prob-
lems were added to the second edition.

PowerPoint

This supplement includes PowerPoint slides prepared
by the authors for each learning unit.

Student

Textbook Website

On this website students will find Excel Templates,
PowerPoint slides, quizzes, and other resources.

WileyPLUS

Additional student online supplements are available
in WileyPLUS. Here, students will find the following
useful study and practice tools and more:

Study Guide
Contains a chapter outline with problems, multiple-
choice questions, solutions, and more.

Excel Working Papers
Templates that help students correctly format their
textbook accounting answers.

Managerial Accounting Videos Series
A series of videos that provide a real-world context
and overview for chapter topic.

Narrated PowerPoints

PowerPoint slides prepared by the authors for
each learning unit guide students through topics
with voice-narrated and animated illustrations
and examples.

NEW to the Second Edition

©00000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000

Informed by feedback from instructors and students,
the Second Edition expands our emphasis on busi-
ness decision making, practice, context, and a com-
mitment to accuracy.

1. PRACTICE and HOMEWORK

e Over 60 NEW end-of-chapter exercises and
problems were added to the textbook and
WileyPLUS course.

Xii NEW to the Second Edition

e A New C&C Sports Continuing Case is now
included at the end of each textbook chapter.

e NEW multiple-choice questions and problems
were added to the Test Bank. New multiple-
choice solution feedback was also included.

e NEW online companion homework problems
allow instructors to assign end-of-chapter home-
work exercises and problems that are similar to
those found in the textbook and WileyPLUS

course.



e NEW Orion adaptive learning software helps
students customize their studying to their own
needs.

2. REAL WORLD FOCUS

Many of the “Reality Checks” throughout the
book were updated with current examples.

3. More focus on CONTEXT through an updated
design that highlights internal players in decision-
making, external companies involved in decision
making, and the supply chain.

=
4. COMMITMENT to ACCURACY

Charles and Elizabeth Davis are heavily involved
in the review of all stages of content develop-
ment and they review all feedback from a grow-
ing team of content experts. In addition to ex-
panding the size of our team of content experts
for the second edition, we added more stages of
accuracy review. The review starts with a new
stage of review before the manuscript is prepared
and ends with a process of addressing issues on a
daily basis in our WileyPLUS course.

The Development Story

ee0ccc00cc00000000000000000 eecccccccccce eeccc0ccccccccccccccce

----- ©0000000000000000000000000000000000000000000000000000 0

Reviewed and Tested by over 200 Professors and 350 Students!

Managerial Accounting, 2e is the result of incredibly
extensive instructor and student involvement, every
step of the way, from creation to development and
execution.

Class Tests Dating back to the initial class tests
of the first edition manuscript in 2007, over 40 in-
structors and 350 students have class tested chapters
from this book. Their feedback was overwhelmingly
supportive and enthusiastic, with over 93% of all in-
structors stating that the Davis and Davis student-
focused learning design met their course goals. They
offered valuable suggestions that can only come from
use in the classroom, and their comments factored
into each decision that was made to produce the final
textbook and accompanying WileyPL.US course.

Developmental Reviews A team of development
editors, including line editors and designers, worked
closely with the authors to hone their distinctive
learning design, test the explanation of concepts

in the classroom, and confirm that the pedagogy is
consistent and adds value to the learning process.

The Preliminary Edition To market test the first
edition before its full release, we created a preliminary
edition for evaluation, testing and adoption.

Instructor Focus Groups Over 50 professors par-
ticipated in live and virtual focus groups through-
out the development process to provide invaluable
feedback on the Davis and Davis solution and how
it could help them better achieve their course goals.

Student Focus Groups Students participated in a va-
riety of focus groups to provide feedback on the text
design and share insights into their preferred learning
style.

Faculty Reviewers More than 200 professors
across the United States reviewed the manuscript
at various stages to ensure the content was clear
and precise and facilitated student engagement and
understanding.

Reviewers, Focus Group Participants, and Class Testers:

Nishat Abbasi, Metropolitan State College—Denver

Wagdy Abdallah, Seton Hall University

Mohamed Abo-Hebeish, California State University—
Dominguez Hills

Jim Aitken, Central Michigan University

Natalie Allen, Texas A&M University

Vernon Allen, Central Florida Community College

Nicolaou Andreas, Bowling Green State University

Melody Ashenfelter, Southwestern Oklaboma State
University

Kristen Ball, Dodge City Community College

John Bedient, Albion College

Sarah Bee, Seattle University

Sharon Bell, University of North Carolina—Pembroke

Linda Benz, Jefferson Community and Technical
College

Carol Bishop, Georgia Southwestern State University

David Bland, Cape Fear Community College

Benoit Boyer, Sacred Heart University

Bruce Bradford, Fairfield University

Roger Brannan, University of Minnesota—Duluth

Thomas Branton, Alvin Community College

The Development Story xiil



Ann Brooks, University of New Mexico—Albuquerque

Myra Bruegger, Southeastern Community College—
Burlington

Don Brunner, Spokane Falls Community College

Marci Butterfield, University of Utah

Don Campbell, Brigham Young University—Idaho

Michael Cerullo, Southwest Missouri State University

Linda Chase, Baldwin Wallace College

Bea Chiang, The College of New Jersey

Carolyn Christesen, Westchester Community College

Stanley Chu, Borough of Manbattan Community College

Anna Cianci, Wake Forest University

Cheryl Clark, Point Park University

Rob Clarke, Brigham Young University—Idaho
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UNIT 1.1

What Is Managerial Accounting?

GUIDED UNIT PREPARATION

Answering the following questions while you read this unit will guide your understanding
of the key concepts found in the unit. The questions are linked to the learning objectives
at the beginning of the chapter.

1. Define managerial accounting in your own words.

Who are the primary users of financial accounting information?

Who are the primary users of managerial accounting information?

Wb

Compare and contrast managerial and financial accounting
information.

HeXN 5. What are the four functions of management? How does
management carry out each function?

What do a marketing manager, a human resources manager, and a production man- ~ Watch the What is
ager have in common? A large part of their job is decision making. To make the ~ Managerial Accounting?
best decisions possible, these managers need a wealth of good information. Much and the Pizza Hut

. . . . . Managerial Accounting
of that information will be the product of a managerial accounting system. Today videos in WileyPLUS

. el . . for an introduction to
Definition of Managerial Accounting managerial accounting.

You may be wondering, “What is managerial accounting? Is it accounting done
by managers? Is it managers’ accountability for their actions?” The Institute
of Management Accountants (IMA®), the leading worldwide professional or-
ganization for management accountants and finance professionals, first defined
managerial accounting in 1981 as “the process of identification, measurement,
accumulation, analysis, preparation, interpretation, and communication of
financial information used by management to plan, evaluate, and control within
an organization and to assure appropriate use of and accountability for its re-
sources.”! However, in recognition of the increasingly strategic role that mana-
gerial accounting plays in today’s organizations, the IMA issued the following
revised definition in December 2008.

Management accounting is a profession that involves partnering in management
decision making, devising planning and performance management systems, and
providing expertise in financial reporting and control to assist management in the
formulation and implementation of an organization’s strategy.?

What does this formal definition really mean? Simply put, managerial accounting
is the generation and analysis of relevant information to support managers’
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EXHIBIT 1-1

Managerial accounting.

strategic decision-making activities. In this context, relevant information is in-
formation that will make a difference in the decision (see Exhibit 1-1). Manage-
rial accounting adds value to the organization by helping managers do their jobs
more efficiently and effectively. In a recent article, Peter Brewer discusses how
management accounting adds value to the organization “by providing leader-
ship, by supporting a company’s strategic management efforts, by creating op-
erational alignment throughout an organization, and by facilitating continuous
learning and improvement.”?

S 5
(D72
3 1
4 >

\ 9
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Financial and

nonfinancial
data from operations

K > Is processed by

decision makers

\

Leading to a decision
and action

h 4

Comparison of Managerial and Financial Accounting

If you have completed a financial accounting course, you are familiar with many
of its concepts. If you have not already taken a financial accounting course, you
may have read about financial accounting issues in publications such as The
Wall Street Journal or Bloomburg Businessweek. If you have a little knowledge
of financial accounting, it will be useful to compare and contrast what you know
about financial accounting to managerial accounting. Exhibit 1-2 summarizes
the differences between managerial accounting and financial accounting.

4

A
EXHIBIT 1-2 Managerial Financial
) ) Accounting Accounting
Comparison of managerial
and financial accounting. Primary users Internal—managers and External—investors
decision makers and creditors
Mandated rules None Generally accepted

accounting principles (GAAP)

Reporting unit Organizational segments Organization as a whole
such as divisions, locations,
and product lines

Time horizon Past results and projected Past results

future results
Timing of As needed, even if After the end of an
information information is not exact accounting period
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Internal versus External Users

When most people think about accounting, they think about financial statements
such as those contained in corporate annual reports. The purpose of such state-
ments is to communicate information about the financial health of a company
to external users—people outside the company such as creditors and current or
potential investors. The information contained in financial statements benefits
those external users who otherwise would have no access to financial or operat-
ing information about a company.

Managerial accounting, on the other hand, benefits internal users. It includes
reports and information prepared for a range of decision makers within the or-
ganization. These reports come in a variety of formats, each designed to provide
the ultimate decision maker with the appropriate information.

The information provided by managerial accountants is zot disseminated
to the general public. To do so would be to provide competitors with vital in-
formation about corporate strategies and capabilities. Imagine what could hap-
pen if Samsung were to report publicly what it cost the company to produce a
55-inch LCD television. If Samsung’s cost was higher than Sony’s, Sony’s sales
manager could start and win a price war simply by setting Sony’s price lower
than Samsung’s cost. Sony would still make money on the televisions it sold, but
at the lower price, Samsung would lose money.

Lack of Mandated Rules

All public companies that are traded on a United States stock exchange and
governed by the Securities and Exchange Commission (SEC) must prepare
financial statements following generally accepted accounting principles (GAAP).
Many other nonpublic companies prepare GAAP-based financial statements at
the request of creditors. GAAP “rules” govern how transactions are valued and
recorded and how information about them is presented. Since external users of
financial statements have no way to verify the reported information, GAAP pro-
vides a level of protection or assurance that the reports will follow certain stan-
dards. Managerial accounting, on the other hand, has no comparable set of rules
governing what information must be provided to decision makers or how that
information is presented. Since internal users have access to all of the underlying
data, they can create reports that suit their particular decision-making needs. In
fact, managerial accounting is completely optional—a company does not have
to prepare managerial accounting reports. However, a company is unlikely to be
successful in the long run without adequate managerial accounting information
to support decision makers.

Consider the case of a family-run lumber mill that borrowed $2 million from
the bank to modernize its operations, but then had trouble generating enough
cash to repay the loan. The bank brought in consultants to improve the mill’s
profitability. In talking with the lumber mill’s president and accountant, the con-
sultants realized that the company had not prepared basic managerial account-
ing information such as the cost of producing a particular size of lumber. The
product that managers thought was most profitable (because the company could
sell all it could produce) was actually being sold at a loss. Unfortunately, the
mill was not able to return to profitability and was eventually sold to satisfy the
bank’s loan.

Focus on Operating Segments

GAAP-based financial statements present a picture of the financial health of the
company as a whole. Think about how inventory is reported on the balance
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sheet. If the company is a merchandising firm, inventory is just one number. But
does Macy’s department store have only one kind of inventory? Of course not.
The store sells men’s clothes, women’s clothes, shoes, and many other items. In
each of those categories Macy’s carries different styles, colors, and sizes. How
could a manager know how well a certain item sells by looking at one number
on a balance sheet? It would be impossible.

Macy’s inventory decision is just one example of the decisions managers
face. Because most managerial decisions are made at an operating-segment level,
managerial accounting information must focus on smaller units of the company.
Decision makers need to know about product lines, manufacturing plants, busi-
ness segments, and operating divisions.

Focus on the Future

Financial accounting exists to report the results of operations. The basic finan-
cial statements always report on transactions and events that have already oc-
curred. Thus, the information contained in these financial statements is historical
in nature. Managerial accounting, too, reports historical information, often with
the purpose of comparing actual results to budgeted results. But managerial ac-
counting helps managers to make decisions that will affect the company’s future
by projecting the results of certain decisions. That does not mean that manage-
rial accountants don’t use historical amounts in developing future projections,
but it does mean that they can and will estimate the future results of certain deci-
sions. That is the only way to evaluate whether a decision will have a positive or
negative effect on the company.

Suppose Brinker International is trying to decide whether to open a new
Chili’s restaurant in Richmond, Virginia. Before making a decision, managers
will project the new restaurant’s sales and profits. While they might look at the
historical performance of the other Chili’s restaurants in the Richmond area,
ultimately it is their future projections rather than past performance that will
determine whether they open a new store.

Emphasis on Timeliness

Suppose you have been thinking about opening a business. One day, you just
happen to drive by what looks like the perfect location. You call the real estate
broker who listed the property to get details and are offered what appears to be
an attractive price if you purchase the property within 48 hours. You might
like to do a lot of detailed research and analysis first, but time will not allow you
that luxury. You have only two days to get all your information together. So you
do the best you can and then decide whether to purchase the building.

Because of the nature of many business decisions, managerial accountants
place more emphasis on the timely delivery of information than on the delivery
of information that is precise to the penny. Financial accountants, in contrast, re-
cord transaction amounts to the penny, and it often takes weeks or even months
after the end of the period to gather all of the necessary information to prepare
accurate reports for external users.

Time-limited windows of opportunity often arise in business. Decision makers
might have a long list of information they would find helpful, and they might
want that information to be very accurate. But sometimes they might need to
sacrifice precision for timeliness and make a decision without all the information
they want. After all, receiving highly accurate information after the deadline has
passed would be of no help. J. David Flanery, Papa John’s International, Inc.’s
then senior vice president, CFO, and treasurer, told students at the 8th Annual
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IMA Student Leadership Conference that “Most decisions are made without
100% certainty, so you’ve just got to trust your gut. . . . There is a range of
possible answers. . . . So you’ve got to go with a decision and move ahead—and
have confidence in your own judgment to do that.”*

The Manager’s Role

Have you ever been in a group of people who are trying to decide which restau-
rant to go to? Often in this type of situation, everyone is waiting for someone
else to make the decision. As a result, nothing gets done. The same is true in busi-
ness. Someone with authority must take responsibility for making decisions and
directing operations. That person is a manager. Managers are found throughout
the organization, from the lower operational levels up to the chief executive
officer’s suite.

Managerial accounting is designed to assist managers with four general ac-
tivities: planning, controlling, evaluating, and decision making (see Exhibit 1-3).
While this list may appear to imply a linear relationship between the four activi-
ties, in practice that is not the case. Frequent feedback from all four activities
creates more of a circular decision-making process.

What is it?

Who does it?

When is it done?

Examples

Planning

Controlling

Evaluating

Decision Making

Strategic: deciding on
long-term direction of
corporation

Operational: deciding
how to implement
long-term strategy

Strategic: upper
management

Operational: upper
and middle
management

Strategic: annually,
focusing on a 5- to
10-year period
Operational: monthly,
quarterly, or annually,
focusing on no more
than the next 12 months

Preparing the annual
operating budget that
allocates resources

Monitoring day-to-day
operations to ensure
that processes operate
as required

Managers and
workers

In real time, hourly,
daily—the sooner
the better

Checking a sample of
products to determine
whether they are in
compliance with customer
specifications

Comparing actual
results to planned
results for the period

Managers

Weekly, monthly,
quarterly, annually

Reviewing the regional
sales history for the
year during the regional
sales manager’s
annual performance
appraisal

Choosing a course
of action

Managers and
workers

As needed

Dropping a slow-
selling product from
the catalog

——
EXHIBIT 1-3  The role of managers.

Planning

Managers participate in both short-term and long-term planning activities. Long-
term planning, often referred to as strategic planning, establishes the direction in
which an organization wishes to go. Managers must decide where the company
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is currently and where they want it to be in the future. Typical questions asked
during the strategic planning process include “Who are we?” “What do we do?”
“What value do we deliver to our customers?” “Why do we do what we do?”
and “Where do we want to go?” Many organizations prepare a formal strategic
plan that documents the answers to these questions and provides direction for a
five- to ten-year period.

Once a strategy has been established for the organization as a whole, manag-
ers begin to develop plans for achieving that strategy. Short-term planning or
operational planning translates the long-term strategy into a short-term plan to
be completed within the next year. One of the primary products of this planning
stage will likely be a budget that specifies how resources will be spent to achieve
the organization’s goals. Managerial accountants provide much of the informa-
tion that is used to prepare the budget.

Consider the case of San Francisco-based Design Within Reach, Inc., a re-
tailer of modern design furniture and accessories (http:/www.dwr.com/). When
founder Rob Forbes experienced difficulty acquiring modern design furniture
for his home, he decided that there had to be a better way to buy furniture. His
company has adopted a strategy of accessibility, selling its products through
multiple channels including a catalog, a sales force, a website, and retail show-
rooms. Design Within Reach delivers value to customers by maintaining its in-
ventory in a single warehouse and shipping the majority of orders within 24 to
48 hours. Compared to what can be a three- to six-month wait for delivery at
many other dealers, its service is exceptional.

Strategically, Design Within Reach aims to become the country’s leading
provider of modern design furniture and accessories. To accomplish this
goal, the company opened 66 studios, two DWR: Tools for Living stores, two
outlets, and one fulfillment center between 2000 and 2008. Unfortunately, a
fast expansion coupled with a weakened economy created financial difficul-
ties for the company. By early 2010, company managers decided to close the
Tools for Living stores, though the product line will still be available through
other outlets. As of July 2012, the company had been taken private and was
operating 44 studios and one outlet. Though the fundamental strategy has not
changed, managers continue to look for more focused ways to implement the
strategy.’

Controlling and Evaluating

After plans have been put in place and the organization has begun to move
toward its goals, managers become involved in controlling activities. One pur-
pose of controlling activities is to monitor day-to-day operations to ensure that
processes are operating as expected. If something appears out of line, correc-
tive action should be taken before the problem becomes worse. For instance,
Kellogg’s monitors how much Raisin Bran® goes into each cereal box. If the box
is supposed to have 20 ounces of cereal, the company doesn’t want to overfill it
with 23 ounces or underfill it with only 19 ounces. Without control activities,
the organization will not be able to track its performance in implementing the
strategic plan.

Managers can perform controlling activities in real time as operations are
occurring, or they may choose to perform them once an hour or once a day. The
frequency will be based on the potential consequences of the process being out
of control. All other things held equal, the more frequent the controlling activity,
the faster an out-of-control process can be corrected. And generally, the faster
the process is corrected, the better the results.
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Besides production processes, managers also monitor individual employees’
actions, though less frequently than they do process control. Managers want to
motivate employees to help the organization achieve its strategic plan and must
assess how well they have performed relative to expectations. This task is an
evaluating activity. Once operations have been completed (say, at the end of a
job or a period), managers review the information and compare actual results to
planned results. The results of this evaluation may lead to changes in business
processes, or even in strategy. To help managers with their evaluations, mana-
gerial accountants often perform variance analysis and prepare performance
reports. The information they prepare is used by managers as the basis for evalu-
ating employees and awarding bonuses.

THINK ABOUT IT 1.1

Companies that buy online advertising often pay search engine sites based on
the number of times that web surfers “click” on the company’s hyperlink. This prac-
tice has given rise to “click fraud” in which the company’s competitors erode the
advertising budget or websites increase their advertising revenues through false
clicking on such links. As a manager, how could you use controlling activities to
determine whether your company is a victim of “click fraud”?

Decision Making

Decision making is at the forefront of managerial activity. A human resource
manager must select the best health care plan for the company’s employees. A
sales manager must decide whether to pay the sales staff a salary or a commis-
sion. An advertising manager must choose the campaign that will deliver the
best message to potential customers. An operations manager must select the best
piece of equipment. Managers face such choices on a daily basis. Before making
a decision, they need information about the available alternatives. Managerial
accountants provide much of that information.

Management in Action

Let’s look at a real-world example of the four managerial functions in action.
Great Lakes Kraut Company LLC (http://www.GreatLakesKraut.com) traces its
roots in Bear Creek, Wisconsin, back to 1900. Annual sauerkraut production
at its plants is now more than 125,000 tons, making the company the world’s
largest sauerkraut producer, with over 85% of the market in the northern hemi-
sphere. How do managers at Great Lakes Kraut plan, control, evaluate, and
make decisions?

One of the planning activities that occupies managers is inventory planning.
To produce 125,000 tons of sauerkraut, the company must obtain 170,000 tons
of raw cabbage. That means planning cabbage purchases, production schedules,
and inventory levels. Inputs to the planning process include projected sales fore-
casts, projected cabbage supply and prices, and anticipated manufacturing ca-
pacity. The outcome of this planning process includes a production schedule and
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