i International |
Edition

MyAccountinglab| |



MANAGEMENT
ACCOUNTING

Information for Decision-Making and Strategy Execution

SIXTH EDITION

Anthony A. Atkinson
University of Waterloo

Robert S. Kaplan

Harvard University

Ella Mae Matsumura

University of Wisconsin—Madison

S. Mark Young
University of Southern California

International Edition Contributions by

Abhik Kr. Mukherjee
St. Xavier's College, Kolkata

PEARSON

e

Boston Columbus Indianapolis New York San Francisco Upper Saddle River
Amsterdam Cape Town Dubai London Madrid Milan Munich Paris Montreal Toronto
Delhi Mexico City S@o Paulo Sydney Hong Kong Seoul Singapore Taipei Tokyo



AVP/Executive Editor: Stephanie Wall

Editorial Director: Sally Yagan

Editor in Chief: Donna Battista

Director of Editorial Services: Ashley Santora

Editorial Project Manager: Christina Rumbaugh

Editorial Assistant: Brian Reilly

Director of Marketing: Patrice Jones

Marketing Assistant: Ian Gold

Senior Managing Editor, Production: Cynthia
Zonneveld

Production Editor: Carol O’Rourke

Publisher, International Edition: Angshuman

Acquisitions Editor, International Edition:
Arunabha Deb

Publishing Assistant, International Edition:
Shokhi Shah

Text Permissions Coordinator: Tracy Metivier

Senior Operations Specialist: Diane Peirano

Art Director: Anthony Gemmellaro

Cover Design: Anthony Gemmellaro

Cover Illustration/Photo: © Image Source/Corbis

Full-Service Project Management: S4Carlisle
Publishing Services/Lynn Steines

Cover printer: Lehigh-Phoenix Color/Hagerstown

Chakraborty

Pearson Education Limited
Edinburgh Gate

Harlow

Essex CM20 2JE

England

and Associated Companies throughout the world

Visit us on the World Wide Web at:
www.pearsoninternationaleditions.com

© Pearson Education Limited 2012

The rights of Anthony A. Atkinson, Robert S. Kaplan, Ella Mae Matsumura, and S. Mark Young to be
identified as authors of this work have been asserted by them in accordance with the Copyright, Designs
and Patents Act 1988.

Authorized adaptation from the United States edition, entitled Management Accounting, Information for
Decision Making and Strategy Execution, 6th edition, ISBN 978-0-13-702497-1 by Anthony A. Atkinson,
Robert S. Kaplan, Ella Mae Matsumura, and S. Mark Young published by Pearson Education © 2012.

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or
transmitted in any form or by any means, electronic, mechanical, photocopying, recording or otherwise,
without either the prior written permission of the publisher or a licence permitting restricted copying in
the United Kingdom issued by the Copyright Licensing Agency Ltd, Saffron House, 6-10 Kirby Street,
London ECIN 8TS.

All trademarks used herein are the property of their respective owners. The use of any trademark in this
text does not vest in the author or publisher any trademark ownership rights in such trademarks, nor
does the use of such trademarks imply any affiliation with or endorsement of this book by such owners.

Microsoft® and Windows® are registered trademarks of the Microsoft Corporation in the U.S.A. and other
countries. Screen shots and icons reprinted with permission from the Microsoft Corporation. This book is
not sponsored or endorsed by or affiliated with the Microsoft Corporation.

ISBN 10: 0-273-76998-7
ISBN 13: 978-0-273-76998-9

British Library Cataloguing-in-Publication Data
A catalogue record for this book is available from the British Library

10987654321
1413121110

Typeset in 10/12 Palatino by S4Carlisle Publishing Services/Lynn Steines
Printed and bound by Edwards Brothers in the United States of America

The publisher's policy is to use paper manufactured from sustainable forests.



This book is dedicated to our
parents and families.



This page intentionally left blank



BRIEF CONTENTS

Preface 17

Acknowledgments 21
About the Authors 23

CHAPTER 1
CHAPTER 2
CHAPTER 3
CHAPTER 4
CHAPTER 5
CHAPTER 6
CHAPTER 7
CHAPTER 8
CHAPTER 9

CHAPTER 10
CHAPTER 11

How Management Accounting Information Supports Decision Making
The Balanced Scorecard and Strategy Map 39

Using Costs in Decision Making 86

Accumulating and Assigning Costs to Products 145

Activity-Based Cost Systems 189

Measuring and Managing Customer Relationships 242

Measuring and Managing Process Performance 276

Measuring and Managing Life-Cycle Costs 325

Behavioral and Organizational Issues in Management Accounting
and Control Systems 364

Using Budgets for Planning and Coordination 417
Financial Control 486

Glossary 534

Subject Index

542

Name and Company Index 548

25



This page intentionally left blank



CONTENTS

Preface 17
Acknowledgments 21
About the Authors 23

CHAPTER1 How Management Accounting Information Supports Decision Making 25

What Is Management Accounting? 26
Management Accounting and Financial Accounting 26
A Brief History of Management Accounting 27

IN PRACTICE: Definition of Management Accounting (2008), Issued by the Institute
of Management Accountants 28

Strategy 29
The Plan-Do-Check-Act (PDCA) Cycle 30

IN PRACTICE: Company Mission Statements 31
Behavioral Implications of Management Accounting Information 33
Summary 34
Key Terms 34
Assignment Materials 34
CHAPTER 2 The Balanced Scorecard and Strategy Map 39
The Balanced Scorecard 43
Strategy 47

IN PRACTICE: Infosys Develops a Balanced Scorecard to Describe and Implement
Its Strategy 48

Balanced Scorecard Objectives, Measures, and Targets 48

Creating a Strategy Map 49
Financial Perspective 50
Customer Perspective 51
Process Perspective 55
Learning and Growth Perspective 59

Strategy Map and Balanced Scorecard at Pioneer Petroleum 60
Financial Perspective 60
Customer Perspective 61
Process Perspective 63
Learning and Growth Perspective 04

Applying the Balanced Scorecard to Nonprofit and Government Organizations 67
IN PRACTICE: A Balanced Scorecard for a Nonprofit Organization 68

Managing with the Balanced Scorecard 69

Barriers to Effective Use of the Balanced Scorecard 70

Epilogue to Pioneer Petroleum 72



Contents

Summary 73
Key Terms 73
Assignment Materials 74

CHAPTER 3 Using Costs in Decision Making 86

How Management Accounting Supports Internal Decision
Making 87

Pricing 87

Product Planning 87

Budgeting 88

Performance Evaluation 88

Contracting 88

Variable and Fixed Costs 88
Variable Costs 88
Fixed Costs 90

Cost-Volume-Profit Analysis 90
Developing and Using the CVP Equation 91
IN PRACTICE: Introducing Uncertainty into Cost Volume Profit
Analysis 92

Variations on the Theme 92

IN PRACTICE: Breakeven on a Development Project 93
Financial Modeling and What-If Analysis 93

IN PRACTICE: Cost-Volume-Profit Analysis 93
The Multiproduct Firm 94

IN PRACTICE: Estimating the Effect of Unit Sales on Share Price 94
The Assumptions Underlying CVP Analysis 96

Other Useful Cost Definitions 96
Mixed Costs 96
Step Variable Costs 97
Incremental Costs 97
Sunk Costs 98

IN PRACTICE: Sunk Costs 98
IN PRACTICE: Overcoming the Sunk Cost Effect 99

IN PRACTICE: Human Behavior and Sunk Costs 99
Relevant Cost 100

Opportunity Cost 100

Avoidable Cost 101

Make-or-Buy—The Outsourcing Decision 102

IN PRACTICE: Contracting Out 103

Manufacturing Costs 103
The Decision to Drop a Product 106

IN PRACTICE: Be Wary When Labeling Departments Losers 107
Costing Orders 109

Costing Orders and Opportunity Cost Considerations 110
Relevant Cost and Short-Term Product Mix Decisions 111

Multiple Resource Constraints 113

IN PRACTICE: Choosing the Least Cost Materials Mix 114
Building the Linear Program 114
The Graphical Approach to Solving Linear Programs 115



Epilogue to Nolan Industries 117
IN PRACTICE: Excel’s Goal Seek and Solver 120
Summary 120
Key Terms 121
Assignment Materials 121

CHAPTER 4 Accumulating and Assigning Costs to Products 145

IN PRACTICE: On the Importance of Understanding Costs in the
Restaurant Business 146

Cost Management Systems 147

Cost Flows in Organizations 147
Manufacturing Organizations 147
Retail Organizations 148
Service Organizations 148

Some Important Cost Terms 149
Cost Object 149
Consumable Resources 149
Capacity-Related Resources 149
Direct and Indirect Costs 149

IN PRACTICE: Cost Objects 149

IN PRACTICE: Indirect Costs 150
Cost Classification and Context 151
Going Forward 151

Handling Indirect Costs in a Manufacturing Environment 152
Multiple Indirect Cost Pools 154
Cost Pool Homogeneity 156

Overhead Allocation: Further Issues 158
Using Planned Capacity Cost 158

IN PRACTICE: Why Costing Matters 159
Reconciling Actual and Applied Capacity Costs 159
Estimating Practical Capacity 162

Job Order and Process Systems 162
Job Order Costing 162
Process Costing 163
Some Process Costing Wrinkles 165
Final Comments on Process Costing 166

Epilogue to Strict’s Custom Framing 168

Summary 169

Appendix 4-1 Allocating Service Department Costs 170
Key Terms 174

Assignment Materials 174

CHAPTER 5 Activity-Based Cost Systems 189
Traditional Manufacturing Costing Systems 191
Limitations of Madison’s Existing Standard Cost System 194
Vanilla Factory and Multiflavor Factory =~ 194

Activity-Based Costing 196
Calculating Resource Capacity Cost Rates 197
Calculating Resource Time Usage per Product 198

Contents



10

Contents

Calculating Product Cost and Profitability 199
Possible Actions as a Result of the More Accurate Costing 201

IN PRACTICE: Using Activity-Based Costing to Increase
Bank Profitability =~ 202

Measuring the Cost of Unused Resource Capacity 203

Fixed Costs and Variable Costs in Activity-Based Cost Systems 203
Using the ABC Model to Forecast Resource Capacity 205

Updating the ABC Model 208

IN PRACTICE: W.S. Industries Uses ABC Information
for Continuous Improvement 209

Service Companies 211
Capacity Cost Rate 212
Calculating the Time Equation for the Consumption of Broker’s Capacity 213

Implementation Issues 213
Lack of Clear Business Purpose 214
Lack of Senior Management Commitment 214
Delegating the Project to Consultants 214
Poor ABC Model Design 215
Individual and Organizational Resistance to Change 215
People Feel Threatened 216

Epilogue to Madison Dairy 216

Summary 217

Appendix 5-1 Historical Origins of Activity-Based Costing 218
Key Terms 220

Assignment Materials 220

CHAPTER 6 Measuring and Managing Customer Relationships 242

Measuring Customer Profitability: Extending the Madison
Dairy Case 244
Reporting and Displaying Customer Profitability 246
IN PRACTICE: Building a Whale Curve of Customer
Profitability 248

Customer Costs in Service Companies 248

Increasing Customer Profitability 250
Process Improvements 250
Activity-Based Pricing 250
Managing Relationships 250
The Pricing Waterfall 251

Salesperson Incentives 256
Life-Cycle Profitability 257
Measuring Customer Performance with Nonfinancial Metrics 259

Customer Satisfaction 259
Customer Loyalty 260
The Net Promoter Score 262

Epilogue to Madison Dairy 263
Summary 264

Key Terms 264

Assignment Materials 265



CHAPTER7 Measuring and Managing Process Performance 276
Process Perspective and the Balanced Scorecard 279

Facility Layout Systems 279
Process Layouts 280
Product Layouts 281

IN PRACTICE: Manufacturing a CD 282
Group Technology 283

Inventory Costs and Processing Time 283
Inventory and Processing Time 283
Inventory-Related Costs 284
Costs and Benefits of Changing to a New Layout:
An Example Using Group Technology 284
Summary of Costs and Benefits 290

IN PRACTICE: History of Lean Manufacturing 291

Cost of Nonconformance and Quality Issues 292
Quality Standards 292
Costs of Quality Control 293

Just-in-Time Manufacturing 294
Implications of JIT Manufacturing 294
JIT Manufacturing and Management Accounting 295

IN PRACTICE: Using Lean Manufacturing in a Hospital
Setting 296

Kaizen Costing 297
Comparing Traditional Cost Reduction to Kaizen Costing 297
Concerns about Kaizen Costing 298

Benchmarking 299
Stage 1: Internal Study and Preliminary Competitive Analyses 300
Stage 2: Developing Long-Term Commitment to the Benchmarking Project
and Coalescing the Benchmarking Team 301
Stage 3: Identifying Benchmarking Partners 301
Stage 4: Information Gathering and Sharing Methods 302
Stage 5: Tnking Action to Meet or Exceed the Benchmark 303

IN PRACTICE: Benchmarking Mobile Web Experiences 303

Epilogue to Blast from the Past Robot Company 304
Production Flows 304
Effects on Work-in-Process Inventory 305
Effect on Production Costs 305
Cost of Rework 306
Cost of Carrying Work-in-Process Inventory 307
Benefits from Increased Sales 307
Summary of Costs and Benefits 308

Summary 309
Key Terms 309
Assignment Materials 309

CHAPTER 8 Measuring and Managing Life-Cycle Costs 325

Managing Products over Their Life Cycle 326
Research, Development, and Engineering Stage 327
Manufacturing Stage 327
Postsale Service and Disposal Stage 328

Contents 11



Target Costing 329
A Target Costing Example 332
Concerns about Target Costing 338

IN PRACTICE: Target Costing and the Mercedes-Benz
M-Class 339

Breakeven Time: A Comprehensive Metric for New Product
Development 340
Innovation Measures on the Balanced Scorecard 344
Market Research and Generation of New Product Ideas 344
Design, Development, and Launch of New Products 345
IN PRACTICE: Life-Cycle Revenues: The Case of Motion
Pictures 345

Environmental Costing 348
Controlling Environmental Costs 348

IN PRACTICE: The Cisco Take-Back and Recycle Program 352

IN PRACTICE: Scientific Progress and the Reduction of
Environmental Costs: The Case of Chromium in Groundwater 352

Summary 353
Key Terms 353
Assignment Materials 353

CHAPTER 9 Behavioral and Organizational Issues in Management
Accounting and Control Systems 364

What Are Management Accounting and Control Systems? 366
The Meaning of “Control” 366

Characteristics of a Well-Designed MACS 366
Technical Considerations 366
Behavioral Considerations 367

The Human Resource Management Model of Motivation 368

The Organization’s Ethical Code of Conduct and MACS Design 369
Avoiding Ethical Dilemmas 369
Dealing with Ethical Conflicts 370

IN PRACTICE: Does Cheating at Golf Lead to Cheating
in Business? 371

The Elements of an Effective Ethical Control System 373

Steps in Making an Ethical Decision 373

Motivation and Congruence 373

Task and Results Control Methods 375

IN PRACTICE: Monitoring in the Workplace 375

Using a Mix of Performance Measures: A Balanced Scorecard
Approach 377

The Need for Multiple Measures of Performance: Non—Goal-Congruent

Behavior 377

Dysfunctional Behavior 377

Using the Balanced Scorecard to Align Employees to Corporate Goals and Business

Unit Objectives 378

Change Management 379

Empowering Employees to Be Involved in MACS Design 379
Participation in Decision Making 379
Education to Understand Information 380

12 Contents



Behavioral Aspects of MACS Design: An Example from Budgeting
Designing the Budget Process 381
Influencing the Budget Process 383

Developing Appropriate Incentive Systems to Reward
Performance 384
Choosing between Intrinsic and Extrinsic Rewards 385
Extrinsic Rewards Based on Performance 386
Effective Performance Measurement and Reward Systems 386
Conditions Favoring Incentive Compensation 388
Incentive Compensation and Employee Responsibility 388
Rewarding Outcomes 388
Managing Incentive Compensation Plans 389
Types of Incentive Compensation Plans 390

IN PRACTICE: UNIBANCO—Tying the Balanced Scorecard
to Compensation 391

Epilogue to Advanced Cellular International and Chapter
Summary 395

Key Terms 396
Assignment Materials 397

CHAPTER 10 Using Budgets for Planning and Coordination 417

Determining the Levels of Capacity-Related and Flexible
Resources 418

The Budgeting Process 419
The Role of Budgets and Budgeting 419
The Elements of Budgeting 421
Behavioral Considerations in Budgeting 422
Budget Components 422
Operating Budgets 424
Financial Budgets 424

The Budgeting Process Illustrated 424
Oxford Tole Art, Buoy Division 424
Demand Forecast 427
The Production Plan 427
Developing the Spending Plans 429
Choosing the Capacity Levels 430
Handling Infeasible Production Plans 432

Interpreting the Production Plan 432
The Financial Plans 433
Understanding the Cash Flow Statement 433
Using the Financial Plans 437
Using the Projected Results 438

What-If Analysis 439
Evaluating Decision-Making Alternatives 439
Sensitivity Analysis 439

Comparing Actual and Planned Results 441
Variance Analysis 441
Basic Variance Analysis 442
Canning Cellular Services 442
First-Level Variances 444
Decomposing the Variances 444
Planning and Flexible Budget Variances 445

Contents

381

13



14

Contents

Quantity and Price Variances for Material and Labor 446
Sales Variances 452

The Role of Budgeting in Service and Not-For-Profit
Organizations 455

Periodic and Continuous Budgeting 455

Controlling Discretionary Expenditures 456
Incremental Budgeting 456
Zero-Based Budgeting 457
Project Funding 457

Managing the Budgeting Process 458
Criticisms of the Traditional Budgeting Model and the “Beyond Budgeting”
Approach 458

Epilogue to the California Budget Crisis 459
Summary 460

Key Terms 461

Assignment Materials 461

CHAPTER 11 Financial Control 486

The Environment of Financial Control 487
Financial Control 488
The Motivation for Decentralization 488

IN PRACTICE: Standard Operating Precedures

at Mercedes-Benz USA 489

IN PRACTICE: Evaluating Performance at McDonald’s
Corporation Restaurants 490

Responsibility Centers and Evaluating Unit Performance 491
Coordinating Responsibility Centers 491

IN PRACTICE: The High Cost of Coordination =~ 492
Responsibility Centers and Financial Control 493

IN PRACTICE: Nonfinancial Performance Measures at Federal

Express: The Service Quality Indicator 493
Responsibility Center Types 494
IN PRACTICE: Investment Centers at General Electric
in 2010 497
Evaluating Responsibility Centers 498
IN PRACTICE: Financial Statement Business Segment
Reporting 501

Transfer Pricing 505
Approaches to Transfer Pricing 505

IN PRACTICE: International Transfer Pricing 506
Transfer Prices Based on Equity Considerations 509

Assigning and Valuing Assets in Investment Centers 510

The Efficiency and Productivity Elements of Return
on Investment 511
Assessing Productivity Using Financial Control 513
Questioning the Return on Investment Approach 513



IN PRACTICE: Labor Productivity in a Consultancy 513

IN PRACTICE: Managing Productivity in Airlines 514
Using Residual Income 514

IN PRACTICE: Organization Adopt Economic Value Added for
Different Reasons 516

The Efficacy of Financial Control 517
Epilogue to Adrian’s Home Services 518
Summary 520
Key Terms 521
Assignment Materials 521

Glossary 534

Subject Index 542

Name and Company Index 548

Contents 15



This page intentionally left blank



PREFACE

Intended Audience

The sixth edition of Management Accounting targets undergraduate and MBA courses
in managerial accounting with a major redesign and several new topics. It integrates
state-of-the-art thinking on recent innovations in management accounting including:

e the Balanced Scorecard,

e strategy maps,

* time-driven activity-based costing for product and customer profitability
analysis,

* target costing,

° environmental costing, and

* the design of management control systems.

The author team consists of top scholars who have served as advisers to small,
medium-sized, and large enterprises in the private, nonprofit, and public sectors.
They present a conceptually sound and practically relevant perspective on the role of
management accounting information in informing important decisions made by
business managers, aligning employees and organizational units with strategic
objectives, driving continuous process improvements, and influencing the design of
products and services. The sixth edition provides problems and cases drawn from
the authors’ practical experience including cases from Harvard Business School and
the Institute of Management Accountants (IMA) that engage students in strategic
and organizational analyses. This action orientation makes the text an excellent fit for
management accounting courses taught from a managerial perspective. Although
this text is primarily intended for business and accounting students, it will also be
useful to practicing managers who would benefit from understanding how to mobi-
lize management accounting to drive value in their organizations.

All Enterprises Need Management Accounting

Management accounting information creates value for all types of organizations:
private sector companies attempting to deliver superior and sustainable returns to
shareholders, nonprofit and nongovernmental organizations (NGOs) striving to
deliver positive social impact to targeted constituents, and public-sector agencies
that are empowered to improve the lives of citizens. The common thread across all of
these diverse enterprises is how to implement a strategy that delivers long-term
value to their stakeholders. Strategy implementation requires decision making that is
aligned with strategic goals, continuous improvement of critical processes, motiva-
tion and alignment of employees with organizational objectives, and innovation that
develops new products and services. This book is the only management accounting
book that explains in detail how to use measurement and management systems for
sustainable value creation.

17



New to This Edition

18 Preface

Chapter 1 introduces the plan—do—check-act cycle as an organizing framework
for embedding multiple management accounting processes.

Chapter 2 is an updated and repositioned chapter on the Balanced Scorecard
and strategy maps. It uses an extended example, drawn from an actual
company’s experience, to illustrate how to develop a Balanced Scorecard and
strategy map for a company’s new strategy. Placing this chapter at the front

of the book helps students to understand the strategic context for the measure-
ment, decision-making, and control topics discussed in subsequent chapters.
Chapter 3 is an entirely rewritten chapter for introducing students to funda-
mental cost concepts. Variable, fixed, incremental, relevant, sunk, avoidable,
and opportunity costs are explained and illustrated. Students” understanding
of the concepts is highlighted through decision-making examples on make
versus buy, product abandonment, financial modeling for what-if analyses, and
product mix optimization with constrained resources. The chapter ends with
several numerical examples that enable students to test their ability to apply
fundamental cost concepts in diverse settings. In addition, the chapter contains
a new case on product costing and decision analysis in the wine industry.
Chapter 4, also a major update for the sixth edition, provides the foundation

for understanding how cost systems can be designed to assign direct and
indirect costs to cost objects, such as products, services, and operating depart-
ments. It features an explicit and extensive treatment of capacity measurement
and costing that sets the stage for the activity-based costing material that
follows in subsequent chapters.

Chapter 5 covers the measurement and management of product costs through
the framework of time-driven activity-based costing. This recent innovation
helps product costing to be done in a simple, transparent, accurate, and flexible
manner. The chapter features the many ways managers can eliminate losses and
improve product profitability once they understand the fundamental economics
of their products and services.

Chapter 6, measuring and managing customer relationships, is an entirely new
chapter for the sixth edition. The chapter is new not only to the text but also to
most management accounting courses. It features the strategic importance of
understanding and transforming customer profitability through decisions on
product features, product mix, order pricing, and customer relationships.
Entirely new material in this chapter includes the pricing waterfall for measur-
ing customer discounts, promotions, and allowances, and an extended treat-
ment of how to derive customer satisfaction and loyalty metrics for a business
unit’s Balanced Scorecard.

Chapter 7 features the role for management accounting information to drive
strategy execution through enhanced continuous improvement activities, includ-
ing lean management, kaizen costing, theory of constraints, cost of quality, six
sigma, just-in-time, and benchmarking techniques. As in Chapter 6, new mater-
ial illustrates how to derive process improvement performance measures for the
organization’s Balanced Scorecard.

Chapter 8 introduces students to the total life-cycle costing concept. At the

front end, the chapter shows how target costing can inform decisions made dur-
ing the product design and development stages. Target costing helps companies
to develop products that meet customers’ functionality requirements at a cost
that yields targeted profit margins. New material in the chapter introduces

the breakeven time concept for measuring the performance of the product



development process, and the selection of other innovation metrics that compa-

nies can incorporate into their Balanced Scorecards. The chapter concludes by

examining processes and metrics at the back end of the product life cycle, when

consumers dispose of or return their used products.

The sixth edition drops two topics, capital budgeting and financial ratio analysis,

that our research shows are now usually covered in other courses. It retains and

updates chapters from the fifth edition on the behavioral and organizational

aspects of management accounting, budgeting, and financial and managerial

control of decentralized operations.

Also retained are the valuable HBS cases, first introduced in the fifth edition:

* Sippican (A) and (B) (integrating time-driven activity-based costing,
budgeting, and the Balanced Scorecard),

* Midwest Office Products (time-driven ABC in a service setting),

* Chadwick, Inc. (designing a Balanced Scorecard for a pharmaceutical
company), and

* Domestic Auto Parts (building a Balanced Scorecard).

An additional HBS case is new to the sixth edition:

* Citibank: Performance Evaluation (the costs and benefits of using multiple
performance measures to evaluate performance).

All of these cases are brief for preparation ease and are accompanied by Instructor
Case Notes found in the instructor resources.

The sixth edition also retains the following Institute of Management

Accountants cases:

* How Mercedes-Benz used target costing to develop its new SUV and

* Precision Systems, Inc.: Improving processes in order entry, with linkages to
value-chain ideas (effects on customers, sales representatives, manufacturing,
and other internal uses of the order entry information).

Readings in Management Accounting, Sixth Edition, by S. Mark Young

This supplement contains 53 recent and classic business press and academic

articles that correlate with the chapter coverage in Management Accounting, Sixth

Edition. Ideal for additional content reinforcement and for any case-based

course, this supplement includes articles from a variety of sources to show the

application of management accounting in diverse organizational settings.

Instructor Materials

The following supplements are available to adopting instructors. For detailed
descriptions, please visit www.pearsoninternationaleditions.com/kaplan.

Instructor’s Manual—teaching tips and additional resources for each chapter.
Test Bank—over 1,200 test questions.

Solutions Manual—solutions for every question, exercise, problem,

and HBS case study.

PowerPoint slides—presentations for every chapter.

Preface 19
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Chapter

How Management Accounting
Information Supports
Decision Making

After completing this chapter, you will 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.

Research in Motion

In September 2010 Research in Motion (RIM), the producer of the
BlackBerry smart phone, announced that PlayBook, its entry into the
hot tablet market, would be introduced in the first quarter of 2011. This
announcement caused a 3% decline in the value of RIM’s shares, which
analysts attributed to disappointment that the PlayBook would not be
available for the December holiday season as previously expected.

RIM, once a smart phone market leader, was experiencing intense com-
petition. Despite the extraordinary success of its BlackBerry products in the
business market segment, new competitors such as Apple’s iPhone, which
had been developed originally for the consumer market segment, had eroded
RIM’s market leadership position. Apple’s latest hot product, the iPad tablet,
had achieved extraordinary success since its launch in March 2010 and RIM
was under huge market pressure to respond with its own tablet.
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#22 BlackBerry PlayBook.

Alamy Images

The situation RIM faced in 2010 vividly illustrates the nature of
both corporate strategy (choosing the markets in which it will compete)
and business unit strategy (choosing how to compete in a given market
segment). The strategic decisions that RIM faced required relevant and
timely information, much of which is supplied by management
accounting information.

WHAT Is MIANAGEMENT ACCOUNTING?

26

Management accounting is the process of supplying the managers and employees in an
organization with relevant information, both financial and nonfinancial, for making
decisions, allocating resources, and monitoring, evaluating, and rewarding perfor-
mance. The reported expense of an operating department, such as the assembly depart-
ment of an automobile plant or an electronics company, is one example of management
accounting information. Other examples are the cost of producing a product, the cost of
delivering a service, and the cost of performing an activity or business process, such as
creating a customer invoice or serving a customer. Nonfinancial management account-
ing information includes measures related to customer satisfaction and loyalty, process
quality and timeliness, innovation, and employee motivation.

Management Accounting and Financial Accounting

Most students study management accounting after taking an initial course in financial
accounting. These two subjects share important similarities since both are based on
financial information and other quantitative information about business operations.
But they differ in important ways.
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Financial accounting has the following attributes:

1. It is retrospective, reporting and summarizing in financial terms the results
of past decisions and transactions.

2. It is primarily oriented to external stakeholders, such as investors, creditors,
regulators, and tax authorities.

3. It must be consistent with rules formulated by standard setters such as
the Financial Accounting Standards Board (FASB) in the United States and the
International Accounting Standards Board (IASB) for much of the rest of the
world, and local country regulatory authorities, such as the U.S. Securities and
Exchange Commission (SEC). These standard setters and regulatory authorities
specify the content of the reports, the rules for how the content gets developed,
and how the content will be presented.

In contrast, management accounting information has the following attributes:

1. It is both retrospective, providing feedback about past operations, and also
prospective, incorporating forecasts and estimates about future events. For both
retrospective reporting and prospective planning, management accounting uses
both financial and nonfinancial measures.

2. It is oriented to meeting the decision-making needs of employees and managers
inside the organization. Ideally, a good management accounting system can
become a source of competitive advantage for a company.

3. It has no prescribed form or rules about its content, how the content is to be
developed, and how the content is to be presented. All of these get determined
by managers’ judgments and decisions about what best meets their needs for
actionable information and is defined entirely by the needs of managers using
the information. No standard setter or regulator specifically influences the
design of management accounting information and systems.

Management accounting information must be relevant and helpful to managers, and
customized to serve multiple purposes.

A Brief History of Management Accounting

In the early 19th century, management accounting consisted of systems to measure the
cost of producing individual products, such as a piece of clothing or a weapon. As
enterprises grew in scale and scope, the demands for accurate costing information
increased. By the middle of the 19th century, railroad managers had implemented large,
complex costing systems that allowed them to compute the costs of carrying different
types of freight, such as coal and steel, along multiple routes. This information
supported efficiency improvements and pricing decisions. The railroads were the first
modern industry to develop and use large quantities of financial statistics to assess and
monitor organizational performance. Later in the century, Andrew Carnegie, in his steel
company, developed detailed systems to record the cost of materials and labor used in
his various mills. Carnegie intensively studied and acted on the information from his
systems to continually reduce costs in his mills, and to close mills that he felt were
irretrievably inefficient. Carnegie exploited his cost advantage by lowering his prices to
levels that competitors could not match if they wanted to stay in business. Thus,
Carnegie’s excellent costing systems gave him a sustainable competitive advantage in
the marketplace and promoted the growth and success of his company.

In the early 20th century, companies, such as DuPont and General Motors,
expanded the focus of management accounting beyond cost accounting to manage-
ment planning and control. These large companies replaced market mechanisms with
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internal resource allocation to multiple lines of business. Executives needed informa-
tion, such as return-on-investment by business unit, for coordination and control
among these multiple businesses. They used management accounting information to
empower and inform the visible hand of management to replace what Adam Smith
called the invisible hand of market forces."

These organizations sought to improve efficiency and therefore profitability by
internalizing what were previously open market transactions and eliminating the
costs of transacting with external agents. The rise of these integrated companies
created a demand for measuring the performance of individual organizational units
to evaluate their performance through comparisons with stand-alone organizations
that performed the same task. For example, an automobile company might want to
compare the cost performance of a division that makes transmissions with that of an
independent supplier, an application that we discuss in Chapter 3. Managers devel-
oped ways to measure the profitability and the performance of their units and
continue to use them today, as discussed in Chapter 11 of the book.

After these innovations, the evolution of management accounting practice
slowed as senior management interest focused on developing and preparing external
financial statements that complied with the new reporting and auditing requirements
imposed by regulatory authorities in the 1930s. Only in the 1970s, when American
and European companies were under intense pressure from Japanese manufacturers,
did interest revive in developing new management accounting tools. These tools
included systems that reported on quality, service, and customer and employee
performance rather than simple financial summaries of organizational unit perfor-
mance. Also, major advances were made in measuring the cost of products and ser-
vices to reflect the increasing importance of indirect and support costs required to
design and produce a product, deliver a service, and meet a customer’s demands.
This text features, and in fact is organized around, many recent innovations in cost,
profit, and performance measurement systems.

In summary, the history of management accounting illustrates that innovations in
management accounting practice were—and continue to be—driven by the information
needs of new strategies as companies became more complex, technologies changed, and
new competitors appeared. When controlling and reducing costs were important, inno-
vations in costing systems occurred. When organizations gained advantage from scale
and diversification, innovative executives developed new management control systems
to monitor and manage their complex enterprises. When competitive advantage shifted
to how well a company deployed and managed its intangible assets—customer
relationships, process quality, innovation, and, especially, employees, new systems for
cost and performance management emerged.

IN PRACTICE
Definition of Management Accounting (2008), Issued by the Institute of Management Accountants

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

Source: “Definition of Management Accounting,” one of a series of Statements on Management Accounting, published by the
Institute of Management Accountants, 2008, accessed from http://www.imanet.org/PDFs/Secure/Member/SMA /SMA _
DefinManAcct_0408_2.pdf, which may be limited to IMA members.

! Alfred DuPont Chandler, The Visible Hand: The Managerial Revolution in American Business (Cambridge,
Mass.: Belknap Press, 1977).
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STRATEGY

The Gap operates retail outlets, such as
Banana Republic, Gap, and Old Navy,
that target different market segments.
Each market segment addresses different
customers so the managers in each of the
Gap’s operating units need different
management accounting information

to evaluate their performance.

Getty Images, Inc.—Getty News

This book frames management accounting as a discipline that helps an enterprise
to develop and implement its strategy. Of course, this also requires that strategic
objectives be linked to reporting on and improving operations.

Strategy is about an organization making choices about what it will do and,
equally important, about what it will not do. 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. Selecting a strategy forces managers to make choices about what mar-
kets the organization should target and how the organization will compete in those
markets. The details about how to do strategic planning and the type of informa-
tion and analysis that strategists use to select a particular strategy are covered in
strategy courses. But once a strategy has been selected, the organization needs
management accounting information to help implement the strategy, allocate
resources for the strategy, communicate the strategy, and link employees and
operational processes to achieve the strategy. As the strategy gets executed,
management accounting information provides feedback about where it is working
and where it is not, and guides actions to improve the performance from the strat-
egy. We can view the iterative strategy execution process through the lens of the
plan-do-check-act cycle, originally developed for improving the quality of prod-
ucts and processes (see Exhibit 1-1).
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