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Tis book is dedicated to our students—past, present, and future— 
who are at the heart of our passion for teaching.
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Dear Colleague,

We have been teaching managerial accounting for decades. We love it and believe strongly that 
managerial accounting is one of the most important courses in the business curriculum! Since it 
is one of the frst business courses students take, we work to share our love and enthusiasm for the 
material and to show each student that managerial accounting is both FUN and RELATABLE 
to their current life, as well as to their future. 

We wrote this book because there was no other book available that helped us reach the wide variety 
of students we see each term. Reaching students is a challenge because:

• Tere is so much material to teach that instructors don’t have time for the “fun stuf;”

• Students don’t connect the detail with the big picture;

• Many students juggle jobs, family, and so on, so they have little time—their time in the class 
must be optimized for understanding;

• Managerial accounting is not as straightforward as fnancial, and students must develop 
judgment skills in addition to absorbing material; 

• Tere is a tremendous diversity of students (incoming skills, language, etc.); and

• Tere is no standard road map to teach the course (a.k.a., the balance sheet).

Our approach is to make the entire managerial accounting experience for instructors and 
 students timely, meaningful, fun, and relatable. Tis edition contains numerous new 
 features that achieve these goals in a way that positively sets our book apart from all other 
managerial accounting books. For instance, our new chapter, “Emerging Topics in Managerial 
Accounting,” addresses timeliness by covering cutting-edge topics. Our unique “Here’s How It’s Used”  
pedagogy enables students to enjoy the process of developing a deeper understanding of 
 managerial  accounting and its implications for themselves, as well as businesses. Our  watchwords 
are “Here’s How:”

1.  Here’s How It’s Used Concept Clip Animations for many major topics portray the most 
difcult concepts in a brief and fun animated cartoon. Tey present the information in 
a logical, entertaining, and relatable way that pertains not only to businesses, but also to 
students’ everyday lives. 

2.  Here’s How It’s Used Examples (formerly Cornerstones) throughout the text walk students 
through the most important managerial accounting models and help them solve compu-
tations. Students say these examples really get them started on their homework and help 
them understand the material before class. As a result, the Examples allow the instructor to 
focus valuable class time on the “why,” and allow students to understand the big picture—
helping students see the relevance and importance of what they are learning. 

3.  Here’s Why It’s Important highlights for students the reason that key topics within each 
chapter are important. Tis new feature signifcantly helps students better understand the 
big picture of why managerial accounting is important.

4.  Experience Managerial Accounting Videos focus on real companies, such as Coldstone 
Creamery, Second City Comedy Club, and Boyne USA ski resorts, and the integrated  
real-world examples of Kicker Speakers provide students with inside access into how man-
agement accounting is used to make real-world business decisions. 
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vi

Using our text, you don’t need to spend as much valuable class time teaching “how,” you can 
focus on “why.” 

• Examples are built around how students work, summarizing key procedures to help stu-
dents complete homework independently.

• Because students are able to complete homework independently, they do not bombard the 
instructor with “How do I do this?” type questions.

Students who want to go farther can use:

• Blueprint Problems. We wrote these expressly to accompany this book and help students 
expand their understanding. 

• Blueprint Problems Using Excel. We wrote these to help develop students’ spreadsheet 
skills. Students are required to develop their own Excel formulas to solve the problems. 

• Analyzing Relationships. We developed these to help students use a graphical approach 
to see exactly how changing one or more underlying variables afects a model. Tese allow 
students to engage in sensitivity analysis and to consider the related analytical questions. 
Tese help to foster analytical skills and to develop judgment and understanding. 

Our goal is to improve student understanding and preparedness while allowing you to focus on 
meaningful applications of managerial accounting to important real-world topics. We believe it 
will work in your classroom and look forward to teaming up with you to improve your students’ 
success and make managerial accounting meaningful, fun, and relatable.  

Sincerely,
Maryanne Mowen, Don Hansen, Dan Heitger
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We’ve talked with hundreds of accounting 

instructors across the country and we are learning 

that online homework systems have created a new 

challenge in the accounting course.  

We are hearing that students perform well on the 

homework but poorly on the exam, which leads 

instructors to believe that students are not truly 

learning the content, but rather memorizing their 

way through the system. 

CengageNOWv2 better prepares students for 

the exam by providing an online homework 

experience that is similar to  

what students will experience on the  

exam and in the real world.

Read on to see how CengageNOWv2 helps close this gap.

Close the Gap
Between Homework and Exam Performance

with CengageNOWv2.
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Closing the gap, one step at a time.

Multi-Panel View
One of the biggest complaints students have about online homework is the scrolling, which prevents students from 
seeing the big picture and understanding the accounting system. This new Multi-Panel View in CengageNOWv2 enables 
students to see all the elements of a problem on one screen.

 • Students make 
connections and see 
the tasks as connected 
components in the 
accounting process.

 • Dramatically reduced 
scrolling eliminates 
student frustration. 

Blank Sheet of 
Paper Experience
Many students perform 
well on homework but 
struggle when it comes 
to exams. Now, with the 
new Blank Sheet of Paper 
Experience, students must 
problem-solve on their 
own, just as they would if 
taking a test on a blank 
sheet of paper. This discourages overreliance on the system.
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From Motivation to Mastery

MOTIVATION:
Engage students and better prepare them for class.

Concept Clips
Written by the authors, these clips provide 
students with a deeper explanation into the 
why and the how of managerial accounting 
concepts. 

Video: Tell Me More
Tell Me More lecture activities explain the core 
concepts of the chapter through an engaging 
auditory and visual presentation that is ideal for 
all class formats—flipped mode, online, hybrid, 
face-to-face.

Adaptive Study Plan
The Adaptive Study Plan is an assignable/gradable study center that adapts 
to each student’s unique needs and provides a remediation pathway to keep 
students progressing.

APPLICATION: 
Help students apply accounting concepts.

Video: Show Me How 
Linked to end-of-chapter problems in CengageNOWv2, Show Me How 
problem demonstration videos provide a step-by-step model of a  
similar problem. 

MASTERY:
Teach students to go beyond memorization to true 
understanding.

Mastery Problems for Managerial Accounting, 7e 
These problems allow students to see the interrelationships  
among core concepts.
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And that’s not all…

You might also want to learn about the MindTap eReader, our LMS integration options, and more.

MindTap eReader
The MindTap eReader is the most robust digital 
reading experience available.

 • Fully optimized for the iPad.

 • Note-taking, highlighting, and more.

 • Off-line access on smartphones.

The MindTap eReader also features ReadSpeaker®,  
an online text-to-speech application that vocalizes,  
or “speechenables,” online educational content. 

LMS Integration 
CengageNOWv2 can be seamlessly integrated  
with most learning management systems.  
Adopters will enjoy: 

 • A Seamless User Experience—Access your  
Cengage resources seamlessly using only  
your LMS login credentials.

 • Simplified Registration Process—Get students  
up and running faster!

 • Content Customization and Deep Linking—Use our 
Content Selector to create a unique learning path for  
students that blends your content with Cengage 
Learning activities, eText, and more within your  
LMS course.

 • Automatic Grade Synchronization*—Need to have 
your course grades recorded in your LMS gradebook?  
No problem.  Simply select the activities you want 
synched and grades will automatically be recorded in 
your LMS gradebook.

* Grade synchronization is currently available with Blackboard, 
Brightspace (powered by D2L), Angel 8, and Canvas. 

ADA Accessibility 
Cengage Learning is committed to making its 
educational materials accessible to users of all abilities.  
We are steadily working to increase accessibility and 
create a full spectrum of usable tools, features, and 
choices that are accessible for users of all abilities. 
All new Cengage Learning products and services are 
designed with accessibility in mind.

 • With the latest release of CengageNOWv2:

• Images and graphics have been converted to HTML 
tables so that they can be read by screen readers.  

• The assignment experience now offers proper 
heading structure to support easy navigation with 
assistive technology.  

 • CengageNOWv2 solutions offer high contrast and  
well-structured HTML, which helps support screen 
reader interactivity.

 • All videos are created with closed captioning and 
transcripts available for download. 

 • The MindTap eReader is HTML-based and compatible 
with most screen reading assistive software. The 
eReader supports browser settings for high-contrast 
narrative text, variable font sizes, and multiple 
foreground and background color options.

For more information on accessibility, please visit  
www.cengage.com/accessibility.

IPAD Tablet Compatibility 
CengageNOWv2 is fully compatible with the iPad and 
other tablet devices, with the exception of General 
Ledger (CLGL) and Excel Tutorials, which are flash 
based.
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I. New Additions to Each Chapter

A number of meaningful features were added to each chapter in 
this edition, including:

✳ Here’s How It’s Used: Several Here’s How It’s Used boxes 
in each chapter tell students how managerial concepts are used 
in a variety of businesses and in their own lives. Tis exciting 
new feature makes the material more relatable and meaningful. 
Here’s How It’s Used features include:

• In Your Life

• Data Analytics 

• Sustainability

• At Kicker

• At Real Companies

 ✳ Here’s Why It’s Important: Brief explanations of why the 
concepts are important are highlighted in the text to motivate 
students in their study.

 ✳ New A and B sets of Brief Exercises: Tese new sets of 
brief exercises give instructors more options for using illustrative 
exercises in class and then assigning very similar material to get 
students started with homework.

 ✳ Animated Concept Clip: All new brief animated video 
clips help students understand concepts and see them in a visual 
way.

 ✳ Check Point questions at the conclusion of each 
learning objective section: Check Point questions 
help students perform quick self-checks while reading chapter 
material.

 ✳ Key Term Definitions: To facilitate study and review, def-
nitions for each key term are now found at the end of each chap-
ter (in addition to the glossary at the end of the text).

II. Creation of a New Chapter

Te growing importance of managerial accounting in several criti-
cal areas led to the creation of a completely new chapter, Emerging 
Topics in Managerial Accounting, that provides students with 
exciting insights and cutting-edge perspectives on Enterprise Risk 

Management, Business Sustainability, Quality Cost Management, 
Lean Accounting, International Issues in Management Accounting, 
and the Role of Cost and Managerial Accounting in Fraud and 
Forensic Accounting.

III. Restructuring of Chapter Content and 
Organization

A restructuring of the text tightened and aligned topics in a natural 
sequence. In this edition:

• Reduction in chapters. Te total number of chapters was 
reduced fom 16 to 15. By streamlining, eliminating, and realigning 
topics, the number of chapters was reduced, but the number of 
topics available to cover was actually increased.

• Chapter elimination. Te chapter on variable and absorp-
tion costing and inventory management was eliminated and the 
basic material on absorption costing and variable costing was 
added to Chapter 3 on Cost Behavior and Forecasting. Locating 
these topics in this chapter provides a good foundation for the 
costing chapters that follow. It also allows students the oppor-
tunity to see an immediate application of cost behavior. Te 
inventory management topic was eliminated and its coverage 
deferred to a higher level course.

• Chapter elimination. Te chapter on fexible budgeting and 
overhead analysis was eliminated and its topics moved to other 
chapters. Te fexible budgeting material was added to Chapter 
9 on Proft Planning to give students an overview of both static 
and fexible budgets in the same chapter. Te overhead analysis 
material was added to the standard costing chapter (Chapter 10) 
to give students a complete picture of a standard costing system.

• Chapters relocated. Cost-Volume-Proft Analysis has been 
moved to Chapter 7 to allow instructors to explain the basics of 
job-order, activity-based (moved to follow job order costing), 
and process costing. Tis relocation enables students to develop 
a richer understanding of costs used in CVP.

• Chapter relocated. Te Tactical Decision Making and 
Relevant Analysis chapter is positioned immediately afer CVP and 
now includes material on segmented income statements to pro-
vide students with a more logical and impactful understanding 
of how to prepare and interpret Keep-or-Drop decisions.

New to this Edition
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xii  New to this Edition

• Topic depth increased and new chapter added. 
Te  basic introduction to quality costing and environmental issues 
was removed fom the chapter on activity based  costing and man-
agement. A much deeper treatment of these topics, as well as 
Enterprise Risk Management, Business Sustainability, Issues in 
International Managerial Accounting, and the Role of Cost and 
Managerial Accounting in Fraud and Forensic Accounting, is 
now found in the new chapter, Emerging Topics in Managerial 
Accounting (Chapter 13).

Our strong belief is that these additions and changes maintain 
all  of the positive aspects of our previous editions that current 
 users enjoy and appreciate, while signifcantly improving the 
managerial accounting experience for students and instructors 
alike. Tis new edition helps students to learn frsthand that 
 managerial accounting is timely, meaning ful, fun, and  relatable 
to their everyday lives!
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Introduction to Managerial 

Accounting1
After studying Chapter 1, you 
should be able to:            

1 ▶  Explain the meaning of 
managerial accounting.            

2 ▶  Explain the differences 
between managerial 
accounting and financial 
accounting.            

3 ▶  Identify and explain the 
current focus of managerial 
accounting.            

4 ▶  Describe the role of 
managerial accountants in 
an organization.            

5 ▶  Explain the importance 
of ethical behavior for 
managers and managerial 
accountants.            

6 ▶  Identify three forms of 
certification available to 
managerial accountants.
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EXPERIENCE MANAGERIAL DECISIONS 

with BuyCostumes.com

The greatest benefit of managerial accounting is also its biggest challenge—
to provide managers with information that improves decisions and creates 
organizational value. This information helps inform managers about the 
impact of various strategic and operational decisions on key nonfinancial 
performance measures and their eventual impact on the organization’s 
financial performance. The information is challenging to prepare and 
analyze because it requires an understanding of all value chain components 
that affect the organization, including research and development, 
production, marketing, distribution, and customer service.

Since its inception in 1999, BuyCostumes.com  
has blended the right managerial accounting 
information and an innovative business model 
to provide over 10 billion costume combinations 
to millions of customers all over the world. 
Using the Internet and marketing creativity, 
BuyCostumes.com serves a growing market 
of consumers. For example, U.S. consumers 
spend over $2.5 billion each year on Halloween 
costumes for adults, children and even pets 
(who account for $350 million of this amount)!

According to BuyCostumes.com’s CEO, the 
company measures key performance indicators 
to guide its decision making. For example, 
managerial accountants analyze measures of customer satisfaction, average 
time between order placement and costume arrival for each shipping 
method, and the profitability of individual customer types. As customer 
trends change, competitors emerge, and technological advances occur, 
BuyCostumes.com’s managerial accounting information adapts to provide 
crucial insight into the company’s performance and how its strategy should 
evolve to remain one of the world’s largest Internet costume retailers.

“Using the Internet and 
marketing creativity, 
BuyCostumes.com serves a 
market of 150 million  
U.S. consumers who spend 
$2.5 billion on Halloween 
costumes each year.”

3
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4 Chapter 1   Introduction to Managerial Accounting

THE MEANING OF MANAGERIAL 
ACCOUNTING

What do we mean by managerial accounting? Quite simply, managerial accounting is the  
provision of accounting information for a company’s internal users. More specifcally, manageri-
al accounting represents the frm’s internal accounting system designed to provide the necessary 
fnancial and nonfnancial information that helps company managers make the best possible 
decisions. Unlike fnancial accounting, managerial accounting is not bound by any formal crite-
ria such as generally accepted accounting principles (GAAP). Managerial accounting has three 
broad objectives:

• To provide information for planning the organization’s actions.
• To provide information for controlling the organization’s actions.
• To provide information for making efective decisions.

Using recent examples from many companies in both the for-proft and not-for-prof-
it sectors, this textbook explains how all manufacturing (e.g., aircraf producer—Boeing 
Corporation), merchandising (e.g., clothing retailer—American Eagle Outftters), and service 
(e.g., healthcare provider—Cleveland Clinic, or online retailer Amazon.com) organizations 
use managerial accounting information and concepts. People in all types of positions—from 
corporate presidents to graphic designers to hospital administrators—can improve their man-
agerial skills by being well-grounded in the basic concepts and use of managerial accounting 
information for planning, controlling, and decision making.1

Te exciting reality is that the importance and scope of managerial accounting information 
is growing rapidly around the globe. As a result, the demand for businesspeople who possess the 
ability to create, understand, use, and communicate managerial accounting information con-
tinues to grow. Chapter 13  explores special and emerging managerial accounting areas, such 
as enterprise risk management, lean and quality accounting, corporate sustainability reporting, 
and fraud and forensic accounting.

1 For a more in-depth discussion of the future of sustainability accounting, see “Currents of Change: Te KPMG Survey 
of Corporate Responsibility Reporting 2015,” taken from KPMG’s website, www.kpmg.com/crreporting; or Brian 
Ballou, Dan Heitger, and Chuck Landes, “Accounting for the Sustainability Cycle,” 2013, taken from the American 
Institute of Certifed Public Accountants’ website, www.aicpa.org/interestareas/frc/assuranceadvisoryservices/
downloadabledocuments/sustainability/whitepaper_accounting_for_the_sustainability_cycle.pdf.

OBJECTIVE  1 ▶

Explain the meaning of managerial 
accounting.

Here’s Why It’s important

Here’s How It’s Used: SUSTAINABILITY

One of the fastest growing needs in business is the area 
of corporate sustainability measurement and reporting. 
Managerial accounting plays an important role in this 
exciting aspect of business. Thousands of companies 
increasingly release to the public (i.e., suppliers, regulators, 
employees, human rights organizations, environmental 
groups, customers, etc.) very large quantities of managerial 
accounting information that traditionally either did not 
exist or was released only internally. This information is 
released through optional reports known as corporate 
sustainability reports (e.g., Coca-Cola, McDonald’s), 
social responsibility reports (e.g., Starbucks, Target), or 
citizenship reports (e.g., ExxonMobil, General Electric). 
The release of these reports often occurs because firms want 

to manage their reputation by preparing and releasing 
such information themselves, rather than having Internet 
bloggers, newspapers, and cable news networks publish their 
own estimates of such information. Some leading companies 
(e.g., Clorox, Eli Lilly, Novo Nordisk) have even moved 
so far as to combine their sustainability report with their 
annual report, thereby resulting in a single, integrated 
report containing both traditional financial accounting 
information as well as managerial accounting information.1 
Measuring the nonfinancial aspects of corporate business 
sustainability, including economic, social, environmental, 
legal, and political issues, and then linking their impact on 
the company’s financial performance requires the unique 
insights and expertise of managerial accountants!

CONCEPT CLIP
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5Chapter 1   Introduction to Managerial Accounting

Information Needs of Managers and Other Users

Managerial accounting information is needed by a number of individuals. In particular, man-
agers and empowered workers need comprehensive, up-to-date information for the following 
activities:

• planning
• controlling
• decision making

Planning

Te detailed formulation of action to achieve a particular end is the management activity 
called planning. Planning requires setting objectives and identifying methods to achieve 
those objectives. For example, a frm may set the objective of increasing its short- and long-
term proftability by improving the overall quality of its products. DaimlerChrysler drasti-
cally improved the quality and proftability of its Chrysler automobile division in the early 
21st century to the point where its quality surpassed that of Mercedes-Benz (also owned by 
DaimlerChrysler). By improving product quality, frms like DaimlerChrysler (now Daimler 
AG) should be able to reduce scrap and rework, decrease the number of customer complaints 
and warranty work, reduce the resources currently assigned to inspection, and so on, thus 
increasing proftability. To realize these benefts, management must develop some specifc 
methods that, when implemented, will lead to the achievement of the desired objective. A 
plant manager, for example, may start a supplier evaluation program to identify and select 
suppliers who are willing and able to supply defect-free parts. Empowered workers may be 
able to identify production causes of defects and to create new methods for producing a prod-
uct that will reduce scrap and rework and the need for inspection. Te new methods should 
be clearly specifed and detailed.

Controlling

Planning is only half the battle. Once a plan is created, it must be implemented and its im-
plementation monitored by managers and workers to ensure that the plan is being carried 
out as intended. The managerial activity of monitoring a plan’s implementation and taking 
corrective action as needed is referred to as controlling. Control is usually achieved by 
comparing actual performance with expected performance. This information can be used 
to evaluate or to correct the steps being taken to implement a plan. Based on the feedback, 
a manager (or worker) may decide to let the plan continue as is, take corrective action of 
some type to put the actions back in harmony with the original plan, or do some midstream 
replanning.

Te managerial accounting information used for planning and control purposes can 
be either fnancial or nonfnancial in nature. For example, Dufy Tool and Stamping saved 
$14,300 per year by redesigning a press operation. In one department, completed parts (made 
by a press) came down a chute and fell into a parts tub. When the tub became full, press 
operators had to stop operation while the stock operator removed the full tub and replaced 
it with an empty one. Workers redesigned the operation so that each press had a chute with 
two branches—each leading to a diferent tub. Now when one tub is full, completed parts 
are routed into the other tub. Te $14,300 savings are a fnancial measure of the success of 
the redesign. Te redesign also eliminated machine downtime and increased the number of 
units produced per hour (operational feedback), both of which are examples of nonfnancial 
performance. Both types of measures convey important information. Ofen, fnancial and 
nonfnancial feedback is given to managers in the form of performance reports that compare 
the actual data with planned data or other benchmarks.
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6 Chapter 1   Introduction to Managerial Accounting

Decision Making

Te process of choosing among competing alternatives is called decision making. Tis managerial 
function is intertwined with planning and control in that a manager cannot successfully plan or 
control the organization’s actions without making decisions regarding competing alternatives. For 
instance, if BMW contemplates the possibility of ofering a car that runs on gasoline and hydro-
gen, its ultimate decision would be improved if information about the alternatives (e.g., pertaining 
to gasoline versus hydrogen versus hybrid combinations of these two automobile fuel options) is 
gathered and made available to managers. One of the major roles of the managerial accounting 
information system is to supply information that facilitates decision making. For example, based 
on managerial accounting information concerning current market size and potential growth op-
portunities in the costume market, BuyCostumes.com decided to sell many diferent types of 
costumes internationally in order to best meet customer demand. As a result, the company ofers a 
selection of exclusive and licensed costumes and accessories that equate to over 10 billion costume 
combinations! Tis important strategic decision allows BuyCostumes.com to serve as a premier 
destination for the 10 million global partiers that visit its website each Halloween. Interestingly, 
since its creation, BuyCostumes.com management has correctly predicted the outcome of each 
presidential election based on the sales data from its presidential candidate mask collection.

Here’s How It’s Used: AT COSTCO

What Constitutes Managerial 
Accounting Information?
You are the Costco executive who has been chosen to decide 
whether or not the company should continue its policy of 
sourcing its finest coffee from Rwanda.

What types of information should you consider as you 
decide how best to structure and analyze this important 
long-term strategic decision? What challenges do you 
expect to face in making this decision?

What constitutes managerial accounting information is growing 
considerably as organizations must make decisions that include 
the global consequences of their actions, as well as the impact 
on an increasingly large number of vocal, well-informed, and 
powerful stakeholders. Stakeholders include the company’s 
customers, suppliers, employees, regulators, politicians, 
lawmakers, and local community members. Generally speaking, 
managerial accounting information can be financial in nature, 
such as sales revenue or cost of sales, or nonfinancial in nature, 
such as the number of quality defects or the percentage 
of manufacturing plants that are inspected for compliance 
with human rights policies. One of the most exciting—and 
yet daunting—aspects of managerial accounting is that one 
can choose to measure anything, assuming the resources, 
information technology, and creativity exist to capture the 
desired performance measure.

As a Costco executive, one of the first nonfinancial factors you 
likely would consider measuring is the quality of the Rwandan 
coffee to ensure that it fulfills Costco’s strategic goal of creating 
a competitive advantage by providing premium coffee to 
customers. Quality could be defined by the beans’ taste, shelf life 

longevity, or other factors valued by customers. Other important 
nonfinancial performance measures might include the time 
required to ship the harvested beans from Rwanda to Costco 
stores around North America and the presence of a local farming 
workforce in Rwanda critical to successfully sustaining a long-term 
supply chain between Rwandan fields and Costco customers.

One of the most important financial items to measure 
would be the importance to Costco’s customers of purchasing 
premium quality coffee, which could be measured by the 
additional price they are willing to pay for Rwandan coffee 
over and above more average quality coffee. Other financial 
measures might include the cost of harvesting, inspecting, and 
shipping beans, as well as investments in Rwandan farming 
communities (e.g., physical infrastructure and schools) that 
ensure the relationship is sustainable for future generations.

Finally, you should consider how the decision to continue 
sourcing premium coffee from Rwanda will be perceived by 
Costco’s important stakeholders, including its customers who 
buy the coffee, suppliers who provide the coffee beans, and 
government officials in the United States and Rwanda who 
set trading policies between the two countries. Accurately 
measuring issues like stakeholder perceptions of such decisions 
can be difficult because the managerial accountant oftentimes 
must invent new measures, figure out where the data to create 
such measures might come from, and estimate how accurate 
these measures will be once collected.

The managerial accountant’s ability to inform 
executive decision makers by providing innovative, 
accurate, and timely performance measures can 
create an important competitive advantage for the 
organization by improving its key decisions.
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7Chapter 1   Introduction to Managerial Accounting

FINANCIAL ACCOUNTING AND MANAGERIAL 
ACCOUNTING
Tere are two basic kinds of accounting information systems: fnancial accounting and manage-
rial accounting. Te company’s accounting system should be designed to provide both fnancial 
and managerial accounting information. Te key point is fexibility—the system should be able 
to supply diferent information for diferent purposes.

Financial Accounting

Financial accounting is primarily concerned with producing information (fnancial state-
ments) for external users, including investors, creditors, customers, suppliers, government agen-
cies (Food and Drug Administration, Federal Communications Commission, etc.), and labor 
unions. Tis information has a historical orientation and is used for such things as investment 
decisions, stewardship evaluation, monitoring activity, and regulatory measures. Financial state-
ments must conform to certain rules and conventions that are defned by various agencies, such 
as the Securities and Exchange Commission (SEC), the Financial Accounting Standards Board 
(FASB), and the International Accounting Standards Board (IASB). Tese rules pertain to is-
sues such as the recognition of revenues; timing of expenses; and recording of assets, liabilities, 
and stockholders’ equity.

Managerial Accounting

Te managerial accounting system produces information for internal users, such as managers, ex-
ecutives, and workers. Tus, managerial accounting could be properly called internal accounting, 
and fnancial accounting could be called external accounting. Specifcally, managerial accounting 
identifes, collects, measures, classifes, and reports fnancial and nonfnancial information that 
is useful to internal users in planning, controlling, and decision making.

Comparison of Financial and Managerial Accounting

When comparing financial accounting to managerial accounting, several differences can  
be identified. Some of the more important differences follow and are summarized in 
Exhibit 1.1.

OBJECTIVE ◀ 2 

Explain the differences between 
managerial accounting and financial 
accounting.

Here’s Why It’s important

Check Point

1. Which activity generally occurs frst: decision making, planning, or control?

Answer:
Planning usually occurs frst to set objectives, followed by controlling to monitor 
implementation of the planned objectives, and, fnally, decision making to choose the 
best alternative(s).

2. Te desire to attract and retain the most talented workers in a given industry is 
an example of which activity: decision making, planning, or control?

Answer:
Planning. Setting an objective to improve workforce quality is an example of an 
important planning activity.
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Financial Accounting Managerial Accounting

• Externally focused • Internally focused
• Must follow externally imposed rules • No mandatory rules
• Objective financial information • Financial and nonfinancial 

information; subjective information 
possible

• Historical orientation • Emphasis on the future
• Information about the firm as a whole • Internal evaluation and decisions 

based on very detailed information
• More self-contained • Broad, multidisciplinary

• Targeted users. Managerial accounting focuses on providing information for internal users, 
while fnancial accounting focuses on providing information for external users.

• Restrictions on inputs and processes. Managerial accounting is not subject to the requirements of 
generally accepted accounting principles set by the SEC and the FASB that must be followed 
for fnancial reporting. Te inputs and processes of fnancial accounting are well defned. Only 
certain kinds of economic events qualify as inputs, and processes must follow generally accept-
ed methods. Unlike fnancial accounting, managerial accounting has no ofcial body that pre-
scribes the format, content, and rules for selecting inputs and processes and preparing reports.

• Type of information. Te restrictions imposed by fnancial accounting tend to produce ob-
jective and verifable fnancial information. For managerial accounting, information may be 
fnancial and nonfnancial and may be much more subjective in nature.

• Time orientation. Financial accounting has a historical orientation (i.e., looking through 
the rearview mirror). It records and reports events that have already happened. Although 
managerial accounting also records and reports events that have already occurred, it strong-
ly emphasizes providing information about future events (i.e., looking through the front 
windshield). Management, for example, may want to know what it will cost to produce a 
product next year. Tis future orientation is necessary for planning and decision making.

• Degree of aggregation. Managerial accounting provides measures and internal reports used to 
evaluate the performance of entities, product lines, departments, and managers. Essentially, 
detailed information is needed and provided. Financial accounting, on the other hand, fo-
cuses on overall frm performance, providing a more aggregated viewpoint.

• Breadth. Managerial accounting is much broader than fnancial accounting. It includes as-
pects of managerial economics, industrial engineering, and management science as well as 
numerous other areas.

Check Point

1. Is the preparation of fnancial statements for the annual report a task more 
suited to managerial accounting or fnancial accounting?

Answer:
Financial accounting. While managerial accounting provides important inputs (such as 
work-in-process inventory or cost of goods sold) to external fnancial statements, fnancial 
accounting focuses most heavily on producing fnancial statements for use by external parties.

2. Is performance measurement information concerning internal product failure rates an 
example of fnancial accounting information or managerial accounting information?

Answer:
Managerial accounting. Product failure rates are an example of important internal 
managerial accounting information that would be helpful in forecasting future fnancial 
accounting performance measures such as sales revenue.

Exhibit 1.1

Comparison of Financial  
and Managerial Accounting
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CURRENT FOCUS OF MANAGERIAL 
ACCOUNTING

Te business environment in which companies operate has changed dramatically over the past 
several decades. For instance, advances in technology, the Internet, the opening of markets 
around the world, increased competitive pressures, and increased complexity of strategy (e.g., 
alliances between McDonald’s and Te Walt Disney Company for promotional tie-ins) and 
operations all have combined to produce a global business environment. Efective managerial 
accounting systems also have changed in order to provide information that helps improve com-
panies’ planning, control, and decision-making activities. Several important uses of managerial 
accounting resulting from these advances include new methods of estimating product and ser-
vice cost and proftability, understanding customer orientation, evaluating the business from a 
cross-functional perspective, and providing information useful in improving total quality.

New Methods of Costing Products and Services

Today’s companies need focused, accurate information on the cost of the products and services 
they produce. In the past, a company might have produced a few products that were roughly 
similar to one another. Only the cost of materials and labor might have difered from one prod-
uct to another, and fguring out the cost of each unit was relatively easy. Now, with the increase 
in technology and automation, it is more difcult to generate the costing information needed by 
management. As Peter Drucker, internationally respected management guru, points out:

Traditional cost accounting in manufacturing does not record the cost of nonproducing 
such as the cost of faulty quality, or of a machine being out of order, or of needed parts not 
being on hand. Yet these unrecorded and uncontrolled costs in some plants run as high as 
the costs that traditional accounting does record. By contrast, a new method of cost account-
ing developed in the last 10 years—called “activity-based” accounting—records all costs. 
And it relates them, as traditional accounting cannot, to value-added.2

Activity-based costing (ABC) is a more detailed approach to determining the cost of 
goods and services. ABC improves costing accuracy by emphasizing the cost of the many 
activities or tasks that must be done to produce a product or ofer a service. United Parcel 
Service Inc. (UPS) used ABC to discover and manage the cost of the activities involved 
with shipping packages by truck, rather than by plane, in order to beat FedEx at its overnight 
delivery business in quick mid-distance (up to 500 miles) overnight deliveries.3 Process-value 
analysis focuses on the way in which companies create value for customers. Te objective is to 
fnd ways to perform necessary activities more efciently and to eliminate those that do not 
create customer value.

Customer Orientation

Customer value is a key focus because frms can establish a competitive advantage by creating 
better customer value for the same or lower cost than competitors or creating equivalent value 
for lower cost than that of competitors. Customer value is the diference between what a cus-
tomer receives and what the customer gives up when buying a product or service. When we 
talk about customer value, we consider the complete range of tangible and intangible benefts 
that a customer receives from a purchased product. Customers receive basic and special prod-
uct features, service, quality, instructions for use, reputation, brand name, and other important 
factors. On the other hand, customers give up the cost of purchasing the product, the time and 

2 Peter F. Drucker, “We Need to Measure, Not Count,” Te Wall Street Journal (April 13, 1993): A14.
3 Charles Haddad and Jack Ewing, “Ground Wars: UPS’s Rapid Ascent Leaves FedEx Scrambling,” BusinessWeek  

(May 21, 2001): 64–68.

OBJECTIVE ◀ 3 

Identify and explain the current focus 
of managerial accounting.

Here’s Why It’s important
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