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Better Decisions 

Through Management Accounting 

A s ON~. talks with and listens to business 
executives of well-run corporations to- 

day, he cannot fail to be impressed by the new 
and vital role that accounting plays in their 
day-to-day decisions. This new and expanded 
sphere of accounting activity appears to be 
taking the name of management accounting. 
The title indicates recognition of accounting 
as a tool for success in business management -  
ff not for business survival. The field of ac- 
counting is now well into a major transition in 
its development; in addition to its important 
but limited role as a custodial and external re- 
porting function, it is becoming recognized 
as a vital force in planning for and producing 
business profits. 

To understand this important development, 
we should review some of the factors that have 
conditioned the growth of accounting in this 
country. The early history of accounting re- 
flects the need for a formal record-keeping 
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function to satisfy management's needs. In 
those early days, the concepts of business 
planning and control that had taken shape in 
the minds of entrepreneurs were simple ones. 
Nevertheless, accounting was called upon 
mainly to fulfill management's need to keep 
track of debtor and creditor claims and of 
joint venture business relationships. There 
was scarcely any requirement or need for ex- 
ternal financial reporting. 

During the current century, we have seen 
rapid developments in our business economy 
exert strong influences on the accountant's 
role. Three stand out as particularly signifi- 
cant. First, we have seen rapid growth of the 
corporate form of business enterprise with 
widely disbursed ownership. For obvious 
reasons, this has placed emphasis upon stew- 
ardship reporting or accounting for the benefit 
of "outsiders" who are significant corporate 
owners but who are not managers of the cor- 
porate business. Second, the corporate income 
tax and regulatory restrictions have created a 
great demand for the accountant's services as 
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an independent reporter of financial results. 
And third, a general social consciousness has 
developed that favors the protection of third 
parties in activities of corporations. 

All of these factors have encouraged, and 
are still encouraging, a rapid rate of growth 
of the accounting profession. The direction of 
this growth has been understandably related 
to these factors, which are somewhat limited 
in their scope. Professional accounting has 
until recently been strongly oriented toward 
external reporting of financial data. It has 
prospered under the professional trade-marks 
of independence, integrity, objectivity, and 
technical competence-attributes so essential 
to this type of an orientation. This part of the 
accountant's work is not likely to decline in 
absolute importance. Public accountants are 
continually confronted with new and chal- 
lenging business situations that add to the 
need for unbiased reporting to the public. 

It is mfforttmate but unmistakably clear 
that the commendable response to the need 
for independent external reporting has been 
allowed to overshadow and retard the use of 
accounting data as a tool of management. 
Preparation of accounting repo~s for individ- 
uals and groups with different and sometimes 
conflicting interests has called for a balancing 
or fusing of objectives. To accomplish this, 
accountants have relied on conservatism, con- 
sistency, objectivity, and a degree of uniform- 
ity. These characteristics of conventional ac- 
counting thinking and practice have not been 
conducive to a forthright effort to provide use- 
ful information for management action. 

Worth-while progress was made from 1920 
to 1945 in establishing the concept of control 
by exception through the use of cost standards 
and flexible budgets. After the idea of produc- 
tion standards had been fairly well formulated 
in the minds of industrial engineers and busi- 
nessmen, accountants hit upon the notion of 
integrating such standards in dollar terms into 
the accounting and reporting functions. Some- 
what later, the use of control budgets for in- 
direct costs was considered. These were 

significant steps toward a management orien- 
tation of accounting. However, the require- 
ments of inventory valuation and income 
measurement still took precedence in the ac- 
counting process, thus delaying the accept- 
ance of standards and budgets for internal cost 
control. 

A C C O U N T I N G  AS A T O O L  

The Need 

The steady increase in competitive pressures 
and in the size and complexity of most success- 
ful businesses during the past fifteen years has 
given emphasis to management-oriented ac- 
counting. The tendency toward decentralized 
and highly diversified operations requires 
more information for directing action at mid- 
die- and lower-management levels. It has also 
emphasized the importance of a co-ordinating 
force such as that found in an effective ac- 
cotmting organization. Business managers are 
recognizing more and more the futility of man- 
agement by intuition and are clamoring for 
quantitative data to give rational direction. 
Then, too, these pressures for a management 
orientation of accounting have been accom- 
panied by the rapid development of electronic 
data processing equipment and important ad- 
vances in management science techniques, 
which provide a great potential for refined 
and voluminous analyses of business data. 

Management accounting is gradually taking 
its rightful place in providing a measurement 
tool and a communicating medium to support 
a semiscientific approach to decision-making. 
It has passed the probationary period and is 
approaching a stage of full-fledged acceptance 
in well-run businesses-both large and small. 

A Definition 

The Committee on Management Accounting 
of the American Accounting Association has 
attempted to give a one-sentence definition of 
management accounting. It states that 
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"Management accounting is the application of 
appropriate techniques and concepts in proc- 
essing the historical and projected economic 
data of an entity to assist management in es- 
tablishing a plan for reasonable economic ob- 
jectives and in the making of rational decisions 
with a view toward achieving these objec- 
tives. ''1 This definition is perhaps somewhat 
cumbersome, but it does highlight some 
unique and essential characteristics of the 
management orientation of accounting. It sets 
up management's needs as the criterion of ac- 
ceptability; it extends the field of accounting 
into projections of the future; it emphasizes 
the planning and control functions of manage- 
ment. 

The development of a set of concepts, prin- 
ciples, or rules of management accounting as 
a counterpart to "generally accepted account- 
ing principles" for external reporting is some- 
times suggested. I believe that the formula- 
tion of.some general and basic concepts may 
be helpful, but that principles or rules of pro- 
cedure should not be emphasized as a part of 
the toolbox of management accounting. To 
emphasize them would inevitably prevent the 
accounting function from meeting the prag- 
matic test of management usefulness; prin- 
ciples and rules would limit the flexibility that 
must be a characteristic of management ac- 
counting. 

S O M E  B A S I C  C O N C E P T S  

Although management accounting should not 
be thought of as a neat package of ideas, it is 
based on several interrelated concepts that 
seem fundamental to an accounting activity 
that is to serve management. I would list first 
the process of planning toward a known profit 
goal. If business management does not set a 
definite profit objective, its efforts cannot be 
optimally co-ordinated and chances for suc- 
cess are limited. Certainly, businessmen may 
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keep in mind a certain profit objective without 
assistance from accounting. They should, 
however, call upon the controllership or man- 
agement accounting function to formalize the 
plan, to break it into the parts that point out 
the routes to be followed, and to ensure proper 
co-ordination of the various steering mecha- 
nisms. 

A second fundamental concept of manage- 
ment accounting is a recognition of the need 
for effective communication through reports. 
Reports should highlight both accomplish- 
ments and deficiencies. They should offer an 
interpretive follow-up on results of manage- 
ment actions; they should provide means of 
controlling the progress toward the profit ob- 
jective and enable management to redirect 
projects that are not fulfilling expectations; 
they should both motivate and direct manage- 
ment action. 

An accounting activity that is to serve man- 
agement must deal with costs and revenues by 
functional segments of the business that coin- 
cide with t3ersonnel responsibility assign- 
ments. Management accounting should reflect 
plans and performance of specific individuals. 
Only by relating accounting measurements to 
the targets set up for individuals can reason- 
able corrective action be taken and proper 
motivation provided. 

Management accounting must be con- 
cerned with the future. It is concerned with 
historical reporting only insofar as such in- 
formation will help direct or influence future 
actions. It is a tool to assist management in 
steering a course toward profits; only indi- 
rectly is it concerned with ground already 
covered. 

Another basic idea that is essential to a good 
information system for the management of a 
multiproduct company involves the analysis of 
both historical and projected data in terms of 
products and product groups. The general in- 
crease in product diversification in most com- 
panies gives this analysis particular signifi- 
cance. Business managers must decide on 
product-line pricing policy, direction of new 
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product development programs, allocation of 
sales promotion funds and effort, and the add- 
ing or dropping of a product or a line of 
products. Information developed through an 
effective accounting organization can provide 
and, in many cases, does provide support for 
management action in all of these areas. 

One of the most striking fundamental char- 
acteristies of the current quantitative ap- 
proach to management decision-making is the 
concern for incremental costs, revenues, and 
profits or the use of the concept of profit con- 
tribution. The basis for these ideas is, of 
course, to be found in classical marginal eco- 
nomic analysis for the firm. The maximizing 
of profits by equating marginal costs and 
marginal revenues has long been a tool used 
by economists in an effort to explain business 
actions and patterns of price changes in a free 
economic system. Only recently, however, 
have these basic concepts been tailored and 
consciously used in business decision-making. 
Although it is not possible to fortify the de- 
cision-maker with precise measures of mar- 
ginal costs and marginal revenues, an account- 
ing function may provide approximations of 
average incremental information. Such in- 
formation will support decisions in terms of 
their contributions toward designated profit 
goals. 

For the accountant to provide incremental 
data and for the manager to use the data 
properly, both must understand the basic 
economics of their business and of their indus- 
try. They must be informed on their competi- 
tive strengths and weaknesses in order to 
distinguish between relevant and irrelevant 
data, and to anticipate the results of specific 
decisions. Such understanding and informa- 
tion will prevent the misuse of basically use- 
less data. 

To provide useful incremental r e v e n u e  in- 
formation, the accountant usually must join 
forces with market research, product develop- 
ment, and perhaps other functional groups. 
It should be a team effort, but the manage- 
ment accountant should be the prime mover. 

He should lead the effort to get relevant fig- 
ures even though they may be only approxi- 
mations with an appraisal of the possible 
error. 

To provide good incremental c o s t  informa- 
tion, the management accotmtant must have 
the cooperation of produetion and marketing 
groups. Here, his role may be even more im- 
portant. He must study and understand cost 
behavior. He must search out the causal fac- 
tors in cost changes and determine the magni- 
tude of cost responses to each of these factors. 
This is not a small order, but it is something 
that any accounting activity can tackle if 
aggressive accounting leadership is available. 

D O E S  S I Z E  A F F E C T  N E E D ?  

A question often asked is whether the con- 
cepts mentioned are applicable to both small- 
and medium-sized businesses. There should 
be no hesitation in giving art answer. While 
the specific needs of management depend in 
part upon the size of the organization, the 
general needs for tailored information and a 
sound approach to the problem are not re- 
lated to size. The cost of operating a useful 
accounting function is dependent, to some 
degree, on the volume of transactions and the 
number or variety of decisions to be made. 
These are, in part, a function of size. But 
there is nothing about a management account- 
ing approach that makes it practical only for 
large firms. The question shotdd not be, "Can 
we afford it?" If a question is to be asked, it 
should be, "Can we afford to be without it?" 
Most business activities must be fortified with 
good internal financial and operating informa- 
tion if they are to survive. The accounting or 
controllership function can be the lifesaver. 

Although the concepts of management 
accounting are rapidly gaining acceptance, 
there are still many businesses-  perhaps a 
majori ty- that  consider their accounting de- 
partments as a necessary but lifeless activity 
involving keeping track of things and filing 
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nuisance-type reports. These companies, large 
or small, are failing to take advantage of a 
potential source of operating information that 
could spell the difference between success 
and failure. Without substantial additional 
cost, the accounting function can be used to 
assure decentralized actions that will con- 
tribute to the over-all profit objective of the 
company by providing individual person- 
alized goals that are internally complemen- 
tary and consistent. It can motivate individ- 
uals to greater and more effective effort by 
creating an awareness of cost performance, of 
revenues produced by individual actions, and 
of departmental or product-line profit con- 
tributions. 

By orienting toward management's needs, 
product lines that had been thought to be 
highly profitable may be shown to be mar- 
ginal. Other products may contribute more 
to over-all profits. Still others may be shown 
to be a L'ontinual drag on profits and should 
be considered for elimination. Project pro- 
posals for new machinery or new plant loca- 
tions may be viewed in terms of their likely 
effects on profits in both the short and long 
run. Decisions on product pricing may be 
made in view of relevant cost information. 
Management action in these and many other 
areas need no longer be made by guess, by 
hunch, or by uninformed opinion. Good busi- 

ness judgment is a valuable talent, but unin- 
formed good judgment may fall far short of 
informed good judgment, which is within the 
reach of those who are willing to develop and 
use accounting data that is tailored to fit their 
needs. 

MY OBJECtiVE has been to encourage an 
awareness of the dynamic and crucial role 
that accounting can fill as a tool for manage- 
ment action and to define some basic concepts 
that must underlie the management account- 
ing approach. I have not pointed to specific 
techniques by which this approach may be 
implemented. 

Management and accounting personnel of 
businesses where little has been accomplished 
in this area may find immediate assistance 
in current literature in the field, by attendance 
and participation in technical conferences, 
and by enrollment in certain adult education 
programs of selected universities and pro- 
fessional associations. The National Associa- 
tion of Accountants, the Controllers' Institute 
of America, and the American Management 
Association have done a great deal to bring 
enlightenment through their educational pro- 
grams and publications. Investigation into 
some of the specifics of management account- 
ing should be richly rewarding. 


