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	How Management Accounting Information Supports Decision Making

	
	Learning Objectives

After studying this chapter, students should be able to: 

1. Understand the major differences between financial and management accounting.

2. Appreciate the historical evolution of management accounting to its present set of practices.

3. Understand how management accounting information is used for strategic and operational decision making. 

4. Understand the steps of the plan-do-check-act cycle and how each step defines a unique purpose and role for management accounting information.

5. Be sensitive to the behavioral consequences that result from the introduction of new measurement and management systems.


	Chapter Overview
	Chapter 1establishes the theme for the entire book: management accounting is a discipline that designs planning and performance measurement systems, using financial and nonfinancial information, to help an organization develop and implement its strategy. 
The chapter describes how the remaining chapters form a cohesive approach to management accounting within the plan-do-check-act (PDCA) planning and control cycle. (See Exhibit 1-1.) Management accounting information must be relevant and helpful, and customized to serve multiple purposes, such as making decisions, improving processes, allocating resources, and monitoring, evaluating, and rewarding performance. Evaluating the results from implemented decisions leads to new actions to improve the implementation of the intended strategy through operational enhancements, decisions about products, processes, and customers, new product introductions, and, perhaps most important, better motivated and empowered managers and employees. But all new measurement and management systems must be introduced with sensitivity to the reactions of employees and managers to the act of measurement.

The chapter presents a brief history of management accounting to illustrate that innovations in management accounting practice are driven by the information needs of new strategies as organizations and the competitive environment change. The chapter also presents distinctions between managerial and financial accounting information. 

	Teaching Tips
	· It is important to help students understand and maintain a perspective of an organization’s information needs as it seeks to achieve its overall mission and strategic objectives. In this chapter and throughout the course, students may ask why the topics are “accounting.” Having established the unifying theme of designing an information system to support achieving management objectives in line with the organization’s strategy, you can reiterate the information perspective throughout the course. Encourage students to find the mission statements for their favorite firms. The following web site, which is mentioned in the chapter, provides mission statements for the Fortune 500 companies: www.missionstatements.com/fortune_500_mission_statements.html 
An excellent example to illustrate the differences between financial and management accounting information, and also to motivate the need for the Balanced Scorecard (BSC) and strategy map approach, you can ask students to explain how a company with $6 billion in assets (most of it cash or near-cash) could be worth $35 billion in market capitalization (see the sample balance sheet below). This example is drawn from Infosys Technologies, Ltd. (www.infosys.com/pages/index.aspx), which provides information technology solutions for organizations.

The discussion can contrast financial reporting information and management accounting information. For example, how informative are balance sheets for companies whose main assets are intangible? Further, what assets are unrecorded? (Possible responses include loyal customer relationships; new product development processes; highly qualified, skilled and motivated employees; excellent reputation as a company; and an employer that can be trusted).

Balance Sheet

March 31, 2010
($ Billions)
ASSETS
LIABILITIES AND EQUITY
Cash 
$ 3.6
Current liabilities
$ 0.7
Receivables
1.0
Other current assets
0.1
Current Assets
4.7
Property Plant & Equipment (net)
1.0
Shareholders’ Equity
5.4
Goodwill/Other Assets
0.4
 
Total Assets
$ 6.1
Total Liabilities and Equity
$ 6.1
· The plan–do–check–act (PDCA) cycle has traditionally been used in conjunction with improving product and process quality. This book uses the PDCA cycle to frame the strategic and operational roles for management accounting information. Pages 30 through 33 of the book describe this approach in detail and a brief summary appears below. 
· The planning step defines the organization’s purpose (or reaffirms or updates the mission statement). Based on information about the organization’s external environment, competitive environment, and internal strengths and weaknesses, executives choose a strategy to achieve the organization’s objectives. Chapter 2 introduces the strategy map and Balanced Scorecard as two important management accounting tools for planning, deploying, and communicating the strategy, as well as ultimately evaluating the strategy. Chapter 3 introduces analysis of the cost and profit consequences from a course of action. Chapter 8 discusses the role of management accounting for designing new products, monitoring the efficiency of the product development process, and assessing the total life-cycle cost consequences from using and disposing of products. The financial consequences of a strategy are often translated into a budget, the topic of Chapter 10. 

· The do step involves implementing chosen courses of action. Management accounting information, such as cost, profit, and nonfinancial measures, facilitates employee decision making.

· The check step includes two components: measuring and monitoring ongoing performance (both financial and nonfinancial) and taking short-term actions based on the measured performance. One of this book’s innovations is to complement the normal financial focus of management accounting information with extensive treatment of the role of nonfinancial measures of performance. Chapter 2s introduction of the Balanced Scorecard frames the importance and role for nonfinancial information in managers’ planning and control decisions. Nonfinancial information reports on the critical drivers of long-term financial performance: customers, processes, innovation, employees, systems, and culture. Examples include measures of customer loyalty, process quality, and employee capabilities and motivation. Turning to financial information, Chapters 4 and 5 develop the nature and elements of systems designed to calculate the cost and profitability of products. Chapter 6 introduces an expanded role for management accounting information by measuring the cost of serving customers and customer profitability. Chapter 7 covers analyzing and improving operational processes. Chapter 10 describes the traditional financial control tool of variance analysis and Chapter 11 illustrates how management accounting information is used to evaluate overall departmental and business unit performance. 
· The act step incorporates performance measurement from the check step in decisions to take actions to lower costs, change resource allocations, improve the quality, cycle time, and flexibility of processes, modify the product mix, change customer relationships, and redesign and introduce new products. Such decision making has been embedded throughout the book. As these new actions get implemented, the management team will eventually return to the planning step to assess whether its previous plan is still valid and worth continuing, or whether it has become time to adapt the plan or perhaps introduce a new strategic plan. This launches the enterprise on another trip around its PDCA cycle.
· Emphasize to students that management accounting is important in a variety of organizations—for-profit and not-for-profit, manufacturing, merchandising, and service organizations. Provide specific examples of a wide variety of organizations (for example, retailing, high-technology electronics, software development, capital-intensive manufacturing, insurance, transportation, health care, telecommunications, and government agencies).

· Point out that unlike financial accounting, management accounting is an unconstrained process. Executives and managers have almost complete discretion and flexibility in deciding the kinds of information reported to people at different levels of the organization, as well as the frequency with which such information is provided. Note differences between financial and management accounting described in the chapter.

To illustrate the different information needs for employees at different levels of the organization, discuss information needs in a specific organization that most students have interacted with. (Or use Exercises 1-11 or 1-12, or Cases 1-17 or 1-18.) For example, consider a telecommunications company. Customer service representatives work to performance standards that measure how much time they should take in responding to a customer request for resolving a billing or service problem or, for front-line sales persons, their success in selling customers new features such as Internet connections, cable TV, mobile phone service, or telephone services such as call waiting, call forwarding, and voice mail.

The manager of a local office of the telecom company will want information on capacity, efficiency, quality, and cost of operations at her office. For example, she will monitor the volume of phone traffic, by time of day, and the peak loads and unused capacity of phone lines and operators. Comparisons of actual time to standard time that the operator spends online responding to an information request provide a measure of efficiency. Quality can be measured by the average number of times a customer calls before a complaint is addressed and solved, and by periodic customer surveys. Responsiveness can be measured by the length of time required to respond to a customer service request. The manager will also monitor the cost of installing a new line, the cost of maintaining and repairing lines and switch boxes, and spending on supplies and equipment.

The regional manager of the telecom company will want financial information on the cost and profitability of each local office and of the region in total, probably monthly. The regional manager will monitor overall measures of customer satisfaction, acquisition and retention, market penetration (number of phone lines, or special features per customer), and innovation (number of new products and services—such as voice mailboxes and call recognition introduced). This information is vital for the long-term success of the organization.

· It is helpful to provide a variety of examples of decisions that rely on management accounting information. Here are some examples:

· Credit card customer profitability analysis (see problem 6-26)

· Outsourcing (make-or-buy) decisions for specific goods or services. An interesting example concerning outsourcing concierge services appears in “The Concierge’s Secret Agenda—Unbeknownst to Guests, Hotels Rent Out the Service Desk; A $4,000 Bill For Activities,” by H. Karp, the Wall Street Journal (September 8, 2006), W1.

· Close underperforming segments, such as stores. For example RadioShack® recently decided to close several hundred stores. One of the company’s presentations concerning their turnaround efforts appears at http://media.corporate-ir.net/media_files/NYS/RSH/presentations/bearstearns/bear_sterns_pres.pdf. Other examples of companies evaluating or closing underperforming stores can be found by searching on the web using “close underperforming” as the search term.

· Details of the management accounting innovations at DuPont and General Motors appear in Chapters 4 and 5 of Johnson and Kaplan, Relevance Lost: The Rise and Fall of Management Accounting. Chapters 2 and 3 of that book discuss the 19th-century developments of management accounting.

· This chapter sets the stage for the book’s integration of classic and new concepts. As you introduce this chapter to students, you may wish to point out how quickly the business environment has changed and how management accounting practice and its role has concomitantly evolved in order to provide management with information to help organizations achieve their objectives. For example, activity-based costing and the Balanced Scorecard are two major developments in response to changing information needs.

· In MBA or advancement management accounting courses, the article below can be used to highlight the evolution of strategic performance measurement. The article summarizes how performance measurement has changed from the 1960s through the 1990s via charts with column headings of strategic planning, transaction planning, measurement and control, and executive compensation. The row categories—financial, quality, customer, and employees— are easily linked to the four Balanced Scorecard perspectives. The Balanced Scorecard can be displayed briefly as an illustration of an integrated performance measurement and management system— the focus of management accounting. 

· Balkcom. J. E., C. Ittner, and D. Larcker, “Strategic Performance Measurement: Lessons Learned and Future Directions, Journal of Strategic Performance Measurement (April-May 1997), 22–32.

	Recommended Cases


	1. Vincent’s Cappuccino Express (Chow, C. Issues in Accounting Education, Spring 1995, 173–180). This is a very short case that can be easily adapted to other businesses. The case questions generate discussion about controllable and noncontrollable costs direct and indirect costs, decentralization, performance measures, variable and fixed costs, and monetary and nonmonetary costs and benefits.

2. For MBA or advanced management accounting courses: 

      ATH Technologies, Inc.: Making the Numbers (Harvard Business School Case 9-197-035). This case describes five stages of growth in ATH, a medical device company. Students assess how well the company’s performance measurement, incentive, and control systems help to achieve the company’s goals.

(See the additional cases mentioned in the Teaching Tips and the other cases in Chapter 1.)

	
	

	Chapter Outline

Learning Objective 1: 
Understand the major differences between financial and management accounting.
	I  The role of management accounting in organizations.
A. Financial accounting is the set of processes and procedures required to maintain an organization’s financial records (“books of account”) and prepare financial statements (i.e., balance sheets and income statements) for reporting to external constituencies (shareholders, SEC, IRS, creditors, etc.).External financial reporting is driven by GAAP (Generally Accepted Accounting Principles).
B. Management accounting is the process of producing financial and nonfinancial information regarding the economic condition of the organization for users internal to the organization, such as employees and managers. The process should be driven by the informational needs of individuals internal to the organization, and should guide their operating and investment decisions. The three broad classes of organization decision making are:

 (See Exhibit 1-1.)
1.   Planning—for example, product planning, which requires information such as prospective revenues and costs; production planning, which requires information such as resource availability and its use by the organization’s various products; and strategy development, which requires information about the organization’s external environment and the requirements of target customers.

2.  Organizing—developing the organizational systems that will develop, produce, and deliver the organization’s goods or services and the required infrastructure to support the primary production systems.

3.  Controlling—measuring and evaluating the performance of existing organization systems and entities to identify how each is contributing to achieving the organization’s objectives. (See Exhibit 1-1.)
C.  A management accounting system is an information system that collects operational and financial data, processes it, stores it, and reports it to users (such as workers, engineers, managers, and executives).
D.  Management accounting information is output from a management accounting system (e.g., cost of a product, an activity, or a department).
E.  Accounting procedures appropriate for (or required by) GAAP may not be the most appropriate for internal decision making.



	Learning Objective 2: 
Appreciate the historical evolution of management accounting to its present set of practices.

	  II Management accounting.
A. In the early 19th century management accounting consisted of systems to measure the cost of producing a product.
B. By the middle of the 19th century the railroads were the first to develop and use financial statistics to assess and monitor performance.
C. Andrew Carnegie developed detailed cost systems that gave him a competitive advantage in the marketplace.
D. In the early 20th century DuPont and General Motors expanded the focus of management accounting to planning and control.
E.  In the 1970’s when faced with increasing pressure from Japanese manufacturers new tools were developed to report on quality, service, customer, and employee performance.



	Learning Objective 3: 
Understand how management accounting information is used for strategic and operational decision making.
	III  Strategy is about an organization making choices about what it will do and not do. As a strategy gets executed management accounting information provides feedback.

	Learning Objective 4: 
Understand the steps of the plan-do-check-act cycle and how each step defines a unique purpose and role for management accounting information.
	IV  Quality expert W. Edwards Deming helped develop and disseminate the plan-do-check-act (PDCA) cycle. (See Exhibit 1-1 and the related discussion.)


	Learning Objective 5: 
Be sensitive to the behavioral consequences from introducing new measurement and management systems.
	V   The design and introduction of new measurements and systems must be accompanied by an analysis of the behavior and organizational reactions to the measurements. This is discussed in more detail in Chapter 9.


Chapter 1 Quiz (Choose the best answer)
1. The analytical role for management accounting emphasizes:
a. planning and decision making.

b. acting.

c. monitoring and improving.

d. all the above.

2. Management accounting is retrospective only.

a. True
b. False
3. Which of the following is NOT among the first PDCA steps?
a. The planning stage begins by developing a brand new mission statement.

b. Information is accumulated about the organization’s external environment.

c. Information is accumulated about the company’s internal strengths and weaknesses.

d. Executives decide on a strategy to achieve the organization’s objectives.


4. Which of the following was NOT observed during the famous study conducted in the 1920s at the Hawthorne Plant of the Western Electric Company?
a. Individuals do not react to being studied.

b. Individuals do react to being studied.

c. Individual focus on the variables and behavior being measured.

d. Individuals pay less attention to variables not being measured.


5. Management accounting is the process of supplying managers within an organization with relevant financial and nonfinancial information for:

a. making decisions.

b. allocating resources.

c. monitoring, evaluating, and rewarding performance.

d. all of the above.


6. Management accounting information is developed for all of the following constituents EXCEPT: 

a. workers.

b. regulators.

c. managers.

d. executives.


7. Management accounting has the following characteristics EXCEPT that it is not: 

a. current- and future-oriented.

b. regulated by the government.

c. auditable.

d. disaggregate.


8. The check step in the PDCA cycle includes: 

a. measuring performance.

b. evaluating results by comparing them to the planned results.

c. taking short-term actions based on measured performance.

d. all of the above.


9. Management accounting includes which of the following types of financial and nonfinancial information? 

a. Product costs

b. Customer profitability

c. Quality information

d. All of the above


10. At the highest level, strategic planning involves choosing a strategy that provides the best fit between the organization’s environment and its internal resources in order to achieve the organization’s objectives.

a. True
b. False
Solutions to Chapter 1 Quiz

1. d

2. b

3. a

4. a

5. d

6. b

7. c

8. d

9. d

10. a
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