Learn more about
Marjon Walrod
and tell us more
about you. Visit
pwc.com/bringit.

Your life. You can
bring it with you.

*connectedthinking PRICEWATERHOUSE(COPERS

© 2006 PricewaterhouseCoopers LLP. All rights reserved. “PricewaterhouseCoopers” refers to PricewaterhouseCoopers LLP (a Delaware limited liability partnership) or, as the context
requires, the PricewaterhouseCoopers global network or other member firms of the network, each of which is a separate and independent legal entity. “connectedthinking is a trademark

of PricewaterhouseCoopers LLP (US). We are proud to be an Affirmative Action and Equal Opportunity Employer.






PLEASE

Read This First

Note to students

You are part of an interesting new experiment. Instead of having to buy your text, working papers, and study guide,
you are given them free on line. If you desire a hard copy from us please contact us at www.freeloadpress.com and
we will supply it to you at a nominal price.

In beginning your studies you should read the Front Matter file first. That file contains a Preface and other information
that will be helpful in understanding the materials that are available to you.

Next you should open the Contents file which shows the organization of the book.

For each chapter that has a Careers in Accounting file you should read that file first. These files describe various
careers, such as a managerial accounting position in a company, that one can pursue after majoring in accounting. Of
course, knowledge of accounting will be useful to you no matter which career you choose, even one outside of
business. Then read each chapter by opening the Chapter file for that particular chapter. Then follow the steps in
“How to Study the Chapters in This Text.”

How to Study the Chapters in This Text
In studying each chapter:

1. Begin by reading the learning objectives at the beginning of each chapter.
2. Read “Understanding the Learning Objectives” at the end of the chapter for a preview of the chapter content.
3. Read the chapter content. Notice that the learning objectives appear in the margins at the appropriate places in
the chapter. Each exercise at the end of the chapters identifies the learning objective(s) to which it pertains. If
you learn best by reading about a concept and then working a short exercise that illustrates that concept, work
the exercises as you read the chapter.
4. Reread “Understanding the Learning Objectives” to determine if you have achieved each objective.
5. Study the New Terms to see if you understand each term. If you do not understand a certain term, refer to the
page indicated to read about the term in its original context.
6. Take the Self-Test and then check your answers with those at the end of the chapter.
7. Work the Demonstration Problem to further reinforce your understanding of the chapter content. Then, compare
your solution to the correct solution that follows immediately.
8. Look over the questions at the end of the chapter and think out an answer to each one. If you cannot answer a
particular question, refer back into the chapter for the needed information.
9. Work at least some of the exercises at the end of the chapter.
10. Work the Problems assigned by your instructor, using the forms available. They can be downloaded from the
publisher’s website (www.freeloadpress.com).
11. Study the items in the “Beyond the Numbers—Ceritical Thinking” section and the “Using the Internet—A View
of the Real World” section at the end of each chapter to relate what you have learned to real-world situations.
12. Work the Study Guide for the chapter. The Study Guide is a supplement that contains (for each chapter) Learning
Objectives; Reference Outline; Chapter Review; Demonstration Problem and Solution (different from the one in
the text); Matching, Completion, True-False, and Multiple-Choice Questions; and Solutions to all Questions and
Exercises in the Study Guide. The Study Guide can be downloaded from the publisher’s website
(www.freeloadpress.com).
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If you perform each of these steps for each chapter, you should do well in the course. Remember that a knowledge of
accounting will serve you well regardless of the career you pursue.

At the end of the book there are several files that you will find helpful. The Check Figures file shows some number
for each exercise and problem that will indicate whether you are on the right track in working those items. The
Annual Report Appendix contains part of the Annual Report of The Limited, a real company. You are referred to this
appendix in answering some of the end-of-chapter exercises and problems. If you have trouble reading this file on
screen, you may want to enlarge it or print it for greater clarity. In fact, you may want to print each of these files and
keep them handy while working the end-of-chapter exercises and problems.

There are three more files at the end of the text. The Compound Interest and Annuity Tables file contains present
value and future value tables used in Chapter 10 on Capital Budgeting and Long-Range Planning. The New Terms
Index file and the Subject Index file show where you can find terms in the text.

We hope you find using this free text a real benefit to your understanding of accounting. We believe it prepares you
well to go on into Intermediate Accounting or to pursue a non accounting career or even a non business career. You
will have a good understanding of the language of business and how financial statements are derived and used in
decision making.
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Preface

Philosophy and Purpose

Imagine that you have graduated from college without
taking an accounting course. You are employed by a
company as a sales person, and you eventually become
the sales manager of a territory. While attending a sales
managers’ meeting, financial results are reviewed by the
Vice President of Sales and terms such as gross margin
percentage, cash flows from operating activities, and
break-even analysis are being discussed. The Vice
President eventually asks you to discuss these topics as
they relate to your territory. You try to do so, but it is
obvious to everyone in the meeting that you do not know
what you are talking about.

Accounting courses teach you the “language of
business” so you understand terms and concepts used in
business decisions. If you understand how accounting
information is prepared, you will be in an even stronger
position when faced with a management decision based
on accounting information.

The importance of transactions analysis and proper
recording of transactions has clearly been demonstrated
in some of the recent business failures that have been
reported in the press. If the financial statements of an
enterprise are to properly represent the results of operations
and the financial condition of the company, the
transactions must be analyzed and recorded in the accounts
following generally accepted accounting principles. The
debits and credits are important not only to accounting
majors but also to those entering or engaged in a business
career to become managers or managerial accountants
because the ultimate effects of these journal entries are
reflected in the financial statements. If expenses are
reported as assets, liabilities and their related expenses
are omitted from the financial statements, or reported
revenues are recorded prematurely or do not really exist,
the financial statements are misleading. The financial
statements are only useful and meaningful if they are fair
and clearly represent the business events of the company.
Both financial and managerial accountants rely heavily
on the financial statements for information.

We wrote this text to give you an understanding of
how to use accounting information to analyze business
performance and make business decisions. The text
takes a decision focus. We use the annual reports of real
companies to illustrate many of the accounting
concepts. You are familiar with many of the companies
we use, such as The Limited and Coca-Cola Company.

Gaining an understanding of accounting terminology
and concepts, however, is not enough to ensure your
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success. You also need to be able to find information on
the Internet, analyze various business situations, work
effectively as a member of a team, and communicate your
ideas clearly. This text was developed to help you develop
these skills.

Curriculum Concerns

Significant changes have been recommended for accounting
education. Some parties have expressed concern that recent
accounting graduates do not possess the necessary set of skills
to succeed in an accounting career. The typical accounting
graduate seems unable to successfully deal with complex
and unstructured “real world” accounting problems and
generally lacks communication and interpersonal skills. One
recommendation is the greater use of active learning
techniques in a reenergized classroom environment. The
traditional lecture and structured problem solving method
approach would be supplemented or replaced with a more
informal classroom setting dealing with cases, simulations,
and group projects. Both inside and outside the classroom,
there would be two-way communication between (1)
professor and student and (2) student and student. Study
groups would be formed so that students could tutor other
students. The purposes of these recommendations include
enhancing students’ critical thinking skills, written and oral
communication skills, and interpersonal skills.

One of the most important benefits you can obtain from
a college education is that you “learn how to learn.” The
concept that you gain all of your learning in school and
then spend the rest of your life applying that knowledge is
not valid. Change is occurring at an increasingly rapid pace.
You will probably hold many different jobs during your
career, and you will probably work for many different
companies. Much of the information you learn in college
will be obsolete in just a few years. Therefore, you will be
expected to engage in life-long learning. Memorizing is
much less important than learning how to think critically.

With this changing environment in mind, we have
developed a text that will lend itself to developing the skills
that will lead to success in your future career in business.
The section at the end of each chapter titled, “Beyond the
Numbers—Ceritical Thinking,” provides the opportunity for
you to address unstructured case situations, the analysis of
real companies’ financial situations, ethics cases, and team
projects. Each chapter also includes one or two Internet
projects in the section titled “Using the Internet—A View of
the Real World.” For many of these items, you will use written
and oral communication skills in presenting your results.



Objectives and Overall Approach

of the Eighth Edition

The Accounting Education Change Commission (AECC)
made specific recommendations regarding teaching
materials and methods used in the first-year accounting
course. As a result, significant changes have taken place
in that course at many universities. The AECC states:

The first course in accounting can significantly benefit those who
enter business, government, and other organizations, where
decision-makers use accounting information. These individuals will
be better prepared for their responsibilities if they understand the
role of accounting information in decision-making by managers,
investors, government regulators, and others. All organizations have
accountability responsibilities to their constituents, and accounting,
properly used, is a powerful tool in creating information to improve
the decisions that affect those constituents.

One of the purposes of the first course should be to recruit
accounting majors. To help accomplish this, the text has
a section preceding some chapters discussing careers in
accounting.

We retained a solid coverage of accounting that serves
business students well regardless of the majors they select.
Those who choose not to major in accounting, which is a
majority of those taking this course, will become better users
of accounting information because they will know something
about the preparation and uses of that information.

Approach and Organization

Decision Focus

Without actual business experience, business students
sometimes lack a frame of reference in attempting to apply
accounting concepts to business decisions. We seek to
involve the business student more in real world business
applications as we introduce and explain the subject matter.

*  “AnAccounting Perspective: Business Insight” boxes
throughout the text provide examples of how companies
featured in text examples use accounting information
every day, or they provide other useful information.

* “Accounting Perspective: Uses of Technology”
boxes throughout the text demonstrate how
technology has affected the way accounting
information is prepared, manipulated, and accessed.

* Some chapters contain “A Broader Perspective.”
These situations, taken from annual reports of real
companies and from articles in current business

periodicals such as Management Accounting, relate
to subject matter discussed in that chapter or present
other useful information. These real world examples
demonstrate the business relevance of accounting.

Real world questions and real world business decision
cases are included in almost every chapter.

Some of the chapters contain end-of-chapter
questions, exercises, or business decision cases that
require the student to refer to the Annual Report
Appendix and answer certain questions. As stated
earlier, this appendix is included with the text and
contains the significant portions of the annual report
of The Limited, Inc.

Each chapter contains a section entitled, “Beyond the
Numbers—Ceritical Thinking.” This section contains
business decision cases, annual report analysis
problems, writing assignments based on the Ethical
Perspective and Broader Perspective boxes, group
projects, and Internet projects.

Pedagogy

Students often come into accounting principles courses
feeling anxious about learning the subject matter.
Recognizing this apprehension, we studied ways to make
learning easier and came up with some helpful ideas on
how to make this edition work even better for students.

Improvements in the text’s content reflect feedback
from adopters, suggestions by reviewers, and a serious
study of the learning process itself by the authors and
editors. New subject matter is introduced only after
the stage has been set by transitional paragraphs
between topic headings. These paragraphs provide
students with the reasons for proceeding to the new
material and explain the progression of topics within
the chapter.

Each chapter has an “Understanding the Learning
Objectives” section. These “summaries” enable the
student to determine how well the Learning Objectives
were accomplished. We were the first authors (1974) to
ever include Learning Objectives in an accounting text.
These objectives have been included at the beginning of
the chapter, as marginal notes within the chapter, at the
end of the chapter, and in supplements such as the Test
Bank, Instructors’ Resource Guide, Computerized Test
Bank, and Study Guide. The objectives are also indicated
for each exercise and problem.

'Accounting Education Change Commission, Position Statement No. Two, “The First Course in Accounting” (Torrance, CA, June 1992), pp. 1-2.
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*  Demonstration problems and solutions are included for
each chapter, and a different one appears for each chapter
in the Study Guide. These demonstration problems help
students to assess their own progress by showing them
how problems that focus on the topic(s) covered in the
chapter are worked before students do assigned
homework problems.

* Key terms are printed in another color for emphasis.
End-of-chapter glossaries contain the definition and the
page number where the new term was first introduced
and defined. Students can easily turn back to the original
discussion and study the term’s significance in context
with the chapter material.

*  Each chapter includes a “Self-Test” consisting of true-
false and multiple-choice questions. The answers and
explanations appear at the end of the chapter. These self-
tests are designed to determine whether the student has
learned the essential information in each chapter.

*  Inthe margin beside each exercise and problem, we have
included a description of the requirements and the related
Learning Objective(s). These descriptions let students
know what they are expected to do in the problem.

*  Throughout the text we use examples taken from
everyday life to relate an accounting concept being
introduced or discussed to students’ experiences.

Ethics

There is no better time to emphasize high ethical standards
to students. This text includes many items throughout the
text entitled, “An Ethical Perspective.” These items present
situations in which students are likely to find themselves
throughout their careers. They range from resisting pressure
by a superior or a client to do the wrong thing to deciding
between alternative corporate behaviors that have
environmental and profit consequences.

End-of-Chapter Materials

Describing teaching methods, the AECC stated, “Teachers
... should place a priority on their interaction with students
and on interaction among students. Students’ involvement
should be promoted by methods such as cases, simulations,
and group projects. . . .”? A section entitled “Beyond the
Numbers—Ceritical Thinking” at the end of every chapter
is designed to implement these recommendations. Business
Decision Cases require critical thinking in complex
situations often based on real companies. The Ethics Cases
require students to respond in writing to situations they are

2Ibid, p. 2.

likely to encounter in their careers. These cases do not
necessarily have one right answer. The Group Projects
for each chapter teach students how to work effectively in
teams, a skill that was stressed by the AECC and is
becoming increasingly necessary for success in business.
The Internet Projects teach students how to retrieve useful
information from the Internet.

A team approach can also be introduced in the
classroom using the regular exercises and problems in the
text. Teams can be assigned the task of presenting their
solutions to exercises or problems to the rest of the class.
Using this team approach in class can help reenergize the
classroom by creating an active, informal environment in
which students learn from each other. (Two additional group
projects are described in the Instructor’s Resource Guide.
These projects are designed to be used throughout the
semester or quarter.)

We have included a vast amount of other resource
materials for each chapter within the text from which the
instructor may draw: (1) one of the largest selections of
end-of-chapter questions, exercises, and problems available;
and (2) from one to three business decision cases per chapter.
Other key features regarding end-of-chapter material follow.

* Some of the end-of-chapter problem materials
(questions, exercises, problems, business decision
cases, other “Beyond the Numbers” items, and
comprehensive review problems) have been updated.
Each exercise and problem is identified with the
learning objective(s) to which it relates.

¢ All end-of-chapter exercises and problems have been
traced back to the chapters to ensure that nothing is
asked of a student that does not appear in the book.
This feature was a strength of previous editions,
ensuring that instructors could confidently assign
problems without having to check for applicability.
Also, we took notes while teaching from the text and
clarified problem and exercise instructions that seemed
confusing to our students.

Supplements for the Instructor

A complete package of supplemental teaching aids contains
all you need to efficiently and effectively teach the course.

Instructor’s Resource Guide, Chapters 1-12 This
guide contains sample syllabi for both semester- and quarter-
based courses. Each chapter contains: (1) a summary of
major concepts; (2) learning objectives from the text; (3)
space for the instructor’s own notes; (4) an outline of the



chapter with an indication of when each exercise can be
worked; and (5) detailed lecture notes that also refer to
specific end-of-chapter exercise and problem materials
illustrating these concepts. Also included are (6) a summary
of the estimated time, learning objective(s), level of
difficulty, and content of each exercise and problem that is
useful in deciding which items to cover in class or to assign
as homework; and (7) teaching transparencies masters. The
Instructor’s Resource Guide for Chapter 12 contains a case
study based on Hasbro, Inc. This company is the world’s
leading manufacturer and marketer of toys, games, puzzles,
and infant care products. You may want to assign this case
as a special project to individuals or to teams. The results
of the analysis, with recommendations, could then be
presented to the class. The Instructor’s Resource Guide is
provided to adopters in both Word and PDF formats.

Solutions Manual, Chapters 1-12  The solutions manual
contains suggested discussion points for each ethics case
as well as detailed answers to questions, exercises, two series
of problems, business decision cases, most “Beyond the
Numbers” items, and some group projects. The Solutions
Manual is provided to adopters in both Word and PDF files.

Solutions Transparencies Acetate transparencies of
solutions to all exercises and all problems with excellent
clarity can be prepared from the Solutions Manual. These
transparencies, while useful in many situations, are
especially helpful when covering problems in large
classroom settings.

Test Bank, Chapters 1-12 The test bank contains
approximately 1,300 questions and problems to choose from
,in preparing examinations. This test bank contains true-
false questions, multiple-choice questions, and short
problems for each chapter (except there are no short
problems for Chapter 1). Questions and problems are
classified by the learning objective to which they relate.
The Test Bank is provided to adopters in both Word and
PDF files. A computer test bank version is also available
for selecting questions and printing exams.

PowerPoint Slides, Chapters 1-12  An average of 26
PowerPoint slides exist for each chapter. These slides
illustrate the most important points in the chapter. They
can be used as a basis for classroom lectures and/or
discussions. The PowerPoint slides are provided to
adopters in PDF format.
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Supplements for the Student

In addition to the text, the package of support items for the
student includes the following:

Study Guides, Chapters 1-12  Included for each chapter
are learning objectives, a reference outline, a chapter review,
and an additional demonstration problem and solution. If
students use the study guide throughout the course, their
knowledge of accounting will be enhanced significantly.
The study guide is a valuable learning tool in that it includes
matching, true-false, and multiple-choice questions,
completion questions, and exercises. Solutions to all
exercises and questions are also included. The Study Guide
is available to students in PDF format. It can be downloaded
from the publisher’s website (www.freeloadpress.com).

Check Figures, Chapters 1-12 Check figures are
available in a separate file at the end of the text. They show
key amounts that students can check to see if they are on
the right track when working the Exercises and Problems.

Working Papers, Chapters 1-12 A set of working
papers is available for completing assigned exercises,
problems, business decision cases, other “Beyond the
Numbers” items, and comprehensive review problems. The
Working Papers are customized for each exercise and
problem in each chapter. They can be downloaded from
the publisher’s website (www.freeloadpress.com).

Normally publishers provide the Study Guide and Work-
ing Papers in hard copy format which the students are re-
quired or encouraged to buy. We provide these items free
of charge to students. We see this feature as a significant
cost savings to students.

We are indebted to all our previous coauthors who have
contributed to the project in the past, especially R. F. “Sully”
Salmonson who worked on many of the early editions.

Roger H. Hermanson
James Don Edwards
Susan D. Ivancevich
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areers in Accounting

A Career as an Entrepreneur

When today’s college students are polled about their long-term career choice, a
surprisingly large number respond that they wish to someday own and manage their
own business. In fact, the aspiration to start a business, to be an entrepreneur, is nearly
universal. It is widely acknowledged that a degree in accounting offers many advantages
to a would-be entrepreneur. In fact, if you ask owners of small businesses which skill
they wish they had more expertise in, they will very frequently reply “accounting.” No
matter what the business may be, the owner and/or manager must be able to understand
the accounting and financial consequences of business decisions.

Most successful entrepreneurs have learned that it takes a lot more than a great
marketing idea or product innovation to make a successful business. There are many
steps involved before an idea becomes a successful and rewarding business.
Entrepreneurs must be able to raise capital, either from banks or investors. Once a
business has been launched, the entrepreneur must be a manager — a manager of people,
inventory, facilities, customer relationships, and relationships with the very banks and
investors that provided the capital. Business owners quickly learn that in order to survive
they need to be well-rounded, savvy individuals who can successfully manage these
diverse relationships. An accounting education is ideal for providing this versatile
background.

In addition to providing a good foundation for entrepreneurship in any business,
an accounting degree offers other ways of building your own business. For example, a
large percentage of public accountants work as sole proprietors — building and managing
their own professional practice. This can be a very rewarding career, working closely
with individuals and small businesses. One advantage of this career is that you can
establish your practice in virtually any location ranging from large cities to rural settings.
Finally, many accountants who have gained specialized expertise and experience in a
particular field start their own practice as consultants. Expertise such as this, which
may be in a field outside of traditional accounting practice, can generate billing rates
well in excess of $100 an hour.
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An Introduction
to Managerial
Accounting

The objective of financial accounting is to provide useful information to stockholders, |
creditors, and other interested persons outside the organization. The objective of
managerial (or management) accounting is to provide useful information to  Agter studying this chapter,
managers, that is, to individuals inside the organization. Most of our discussion of you should be able to:
managerial accounting is set in a profit-seeking business environment; however,
much of the material presented is also relevant to not-for- profit organizations, such
as universities, hospitals, and governmental agencies.

Because managerial accounting seeks to aid managers in their work, the
study of managerial accounting requires some knowledge of what managers do and 2. Explain how
of the organizations in which they work. For this reason, we will first examine the organizations aré
management process and the characteristics, goals, structure, and operations of the structured to achieve
organizations in which it is applied. their objectives.

1. Describe the nature of
organizations and their
objectives & strategies.

w

Describe the basic
management functions:
Organizations Planning, Organizing,
Directing, and
Controlling (And the

The Nature of Organizations decision-making

o e . .. . . process carried out in
An organization is a group of people joined together in seeking some common each of these
goal(s) or objective(s). An airline providing passenger and freight transportation is functions).

an organization, as is a hospital providing a wide variety of health-related services.
The General Motors Corporation, producing and selling automobiles and other
products and services, is an organization. And although an organization typically
holds and uses physical and intangible assets, it is the people, not these assets,
which make up the organization. Thus, a hospital, in the sense of a physical structure, 5. Describe the nature,

is not an organization. But with people added, it is an organization. sources, and
management uses of

accounting information.

>

Assess the differences
and similarities between
organizations.

3 (continued)



Objectives

6. Identify the
differences and

similarities between

managerial
and financial
accounting.

7. Discuss the
emergence of
managerial
accounting as
a recognized

discipline.

Strategic Planning

Objective 1:

Describe the nature of

organizations and their
objectives & strategies.

What Products
and Services?

What Marketing

Strategy?

Objective 2:
Explain how organizations

are structured to achieve

their objectives.

PART I The Managerial Environment

Setting Objectives or Goals

Not all organizations will have the same objectives or goals. Business firms have a
profit objective because their owners expect a return or a reward for investing their
money in the firm. Thus, a primary objective of every business firm is to provide goods
or services or both at a profit, and its management will be held responsible for generating
profits. Certainly a business firm may have other objectives such as gaining a reputation
for providing quality products at fair prices or being a good place to work, but the
realization of these other objectives is apt to depend upon the firm’s ability to generate
adequate profits.

Many organizations, of course, do not have a profit objective. A city- owned
electric utility may have a voter-determined goal of providing electricity “at cost.” A
local playhouse group may seek to provide a cultural dimension to the community.
Churches seek, in part, to improve the moral and ethical standards of the community.
But, whatever they may be, every organization will have its objectives—many often
expressed in only broad terms.

Within the broad guidelines of the objectives, the management of an organization will
find that it can pursue its objectives in different ways. Therefore, it must choose between
competing alternatives. Making such a choice (the “big” decision) is called strategic
planning. For a business firm, strategic planning usually involves (@) determining what
goods and services are to be provided and (b) how the goods are to be acquired (purchased
or manufactured) and how the goods and services are to be marketed. Consider, for
example, the strategies that must be developed even after the objective of earning a
satisfactory profit from the operation of a retail store has been established.

A strategy must be developed for the product and service lines that will be handled.
The management of one retail department store might decide that the store should
handle a full line of merchandise similar to that handled by other major department
stores. In this case, departments would include apparel, garden, electronics,
appliances, hardware, automotive, furniture, and linens for kitchen and baths.
Alternatively, another retailer might develop the strategy of focusing its efforts
primarily on apparel and linens.

A second strategy must deal with what segment of the general public is to be cultivated
as the major source of the store’s customers. Here the classic example is that of a discount
versus a quality approach. That is, are adequate profits to be sought from selling huge
volumes of merchandise at low margins? Or is the strategy to be one of selling a low
volume of high-margin merchandise? Or are prices and volume to be targeted at some
intermediate level? Which strategies are adopted is a matter of management judgment.
In some cases, the bankruptcy of a business firm constitutes clear evidence that the
wrong strategies were chosen. But every business, because it cannot do all things, will
have its own strategies. Although often not expressed in writing, these strategies guide
an organization’s activities and shape its informational needs.

Organizing to Achieve Objectives

In only the smallest of organizations can the president personally supervise the activities
of all employees. Consequently, in most organizations, management responsibilities
are shared by a number of individuals, that is, decision making is decentralized.
Decentralization is achieved by organizing the employees into groups, often called
departments or divisions, with each group headed by a manager. It is the manager’s



CHAPTER 1 An Introduction to Managerial Accounting

responsibility to see that the group completes its assigned tasks efficiently and effectively.
The departments are typically described as either line departments or staff departments.

A line department is directly engaged in activities designed to achieve the
basic objectives of the organization. A staff department provides services to other
departments or units. Thus, a staff department is only indirectly involved in achieving
an organization’s objectives. Illustration 1.1 is an organization chart showing how the
persons involved in the retailing of electronic equipment might be organized along
lines of authority and responsibility. The chart shows the existence of six line
departments: (1) a sales department, the head of which has line authority over the other
line departments; (2) a video department that sells televisions, DVD players and VCRs;
(3) an audio department that sells stereos; (4) a satellite department that sells and installs
satellite radio and satellite television equipment; (5) an accessories and parts department;
and (6) a service department that services makes of equipment similar to those sold.
There are three staff departments: (1) the internal audit department or staff; (2) the
personnel department which sees that all of the other departments are staffed with
qualified employees; and (3) the accounting department which is responsible for
collecting, reporting, and analyzing much of the quantitative information needed by
internal and external users.

Each of the boxes below the president in Illustration 1.1 depicts an organizational
unit which consists of a group of persons, headed by a manager, and which has been
given a specific task. Each person in the lower groups reports to the unit’s manager,
who, in turn, reports to someone higher in the organizational structure. When so
structured, the organizational unit can be called a responsibility center. Because of its
importance, much more will be said about responsibility centers later.

Ilustration 1.1 Organization Chart

|
Stockholders

|
Board of Internal Audit
Directors Department

|
President

(|
Personnel Sales Accounting
Department Department Department

Video Audio Satellite Accessories Service
Department Department Department Department Department

The lines running between the boxes show the formal accountability or
responsibility relationships between managers. They show who reports to whom or
who is held accountable by whom. For example, the chart shows that the managers of
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the five revenue-producing line departments report to and are held accountable for
their activities by the head of the sales department. The heads of the personnel, sales,
and accounting departments are responsible to the president who, in turn, is responsible
to and reports to the board of directors. The internal audit department typically reports
directly to the Audit Committee of the Board of Directors on any aspects of the company’s
operations. It helps an organization accomplish its objectives by improving its operations.
The board’s responsibility, of course, is to the stockholders.

The chart does not show informal relationships or lines of communication.
These must exist if an organization is to achieve its objectives. The managers of the
video and satellite departments must work together. For instance, the chances of making
a substantial sale in the video department may be ruined if the satellite department will
not agree to install a new satellite by a stated date.

The organization chart in Illustration 1.1 shows only six line and three staff
departments. In many organizations, there may be scores of line departments structured
into layers of departments and sub departments. There also may be many other staff
departments providing services such as advertising, finance, cafeteria, medical, legal,
and purchasing. Some organization charts show the name of the head of the unit in the
box rather than the name of the department.

The Chief Financial Officer (CFO) or Controller. In many large corporations,
the top accounting officer is called the Chief Financial Officer (CFO) and the accounting
department manager is called the controller. Sometimes there is a CFO for the entire
company and a controller in the accounting department of each division of the company.
The Chief Financial Officer is the top accounting person and is often a member of
top-level management. It is through the provision, interpretation, and analysis of
information that the Chief Financial Officer of an organization influences its decisions.

The Controller is manager of the accounting department and generally reports
to the Chief Financial Officer if both positions exist. Despite the implications of the
title, the controller actually controls only the operations of the accounting department
and does not directly control line department operations. Accounting is a staff function.
It provides informational services. Much of this book is devoted to a discussion and
analysis of the information supplied by the accounting department and the way it is
used for decision making by other departments.

An Accounting
Perspective
ERP Systems;
Improving
Efficiencies of
Managers

Business Insight Sometimes the various departments and responsibiity centers in an
organization over time develop their own information systems to meet their own needs.
However, these departmental systems can often be incompatible with one another and
make it difficult to conveniently share information between departments. Recent
improvements in information technology have allowed these incompatible systems to be
replaced by one uniform all-encompassing system for the entire organization. These
uniform systems allow managers of different departments and other individuals to access
the system and obtain and share needed information on various parts of the organization
on a real-time basis. Certain software companies have produced off-the-shelf software
versions of uniform systems which they call enterprise resource planning (ERP) systems.

Based on author’s research

Objective 3:

Describe the basic
management functions:
Planning, Organizing,
Directing, and
Controlling

The Basic Management Functions

The primary task of every manager is to administer or manage the resources of a
responsibility center so that the center’s work gets done. Note that the work itself is
not done by the manager. It is not an act of management for managers to do the work
themselves, even though they may on occasion “pitch in” and help complete difficult
tasks. However, to say that managers manage is not enough. Further identification of
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the functions of management is needed for a better understanding. While authors of
texts on management often disagree, the functions of management noted generally
include: (1) planning, (2) organizing, (3) directing, and (4) controlling. Some would
combine (2) and (3) and consider it a single function, while others would add
assembling (resources and processes) and motivating (employees).

Planning In planning, the manager sets forth the actions needed to assist the
organization to achieve its objectives. As already noted, planning at the highest levels
of management is called strategic planning. It results in the development of a set of
strategies or policies. These broad policies must be broken down into more specific,
detailed plans before they can be put into effect. This involves planning at all levels of
management. Both short-run and long-range plans are needed. With planning taking
place at all levels of management, the need for coordination arises. Coordination
involves the meshing or fitting together of the plans of the various individual departments
or responsibility centers into an integrated plan for the entire organization. For instance,
the plans for the Lincoln Division of the Ford Motor Company would be coordinated if
they called for the manufacture of 500,000 Navigator engines when the division expected
to produce 500,000 Navigator SUVs.

Business Insight Planning has been enhanced by the development of Target
Costing—where a selling price and desired profit margin are determined relative to a
potential product’s quality. Then, “value engineering” is preformed in order to determine
the target cost of the product of such quality. Target Costing involves cooperation
between individuals in that managers and workers from diverse departments share
information (research and development, accounting, and engineering for instance) in
order to determine the product’s target cost.

Based on author’s research

Accounting
Perspective
Targeting Costing
in Planning

Organizing When organizing, the manager determines how the resources of a center
should be arranged in order to achieve its planned objectives. This involves relating
human activities with physical things. A retail store, for example, should have, among
other factors, a pleasant and knowledgeable sales force and a stock of appealing
merchandise ready for customers. However, organizing should also involve factors not
so readily observable such as the procedures to be followed when a sale is made, including
delivery of the goods sold to persons at remote locations. It should be obvious that good
organization is not accidental, but is the result of deliberate actions taken by a manager
seeking to get a job done.

Directing When directing, the manager monitors or supervises the routine, regular,
day-to-day operations of the organization. The actions taken by the manager will include
assigning employees to certain tasks, adjusting workloads and hours, authorizing
variations from standard procedures, and “troubleshooting” in general. The latter category
includes aiding an employee who is unable to solve a problem, settling disputes between
employees or departments, and making special concessions to dissatisfied customers.
In each instance, the goal is to keep the responsibility center functioning smoothly in its
daily activity.

Controlling In controlling, the manager takes actions to keep the responsibility
center operating according to plan. Whether or not a center is operating according to
plan will be determined by a study of accounting and other reports and quality measures
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on a center’s activities and by a comparison of these results with planned goals. Here
the principle of management by exception comes into play. These comparisons will
draw management’s attention to those centers and employees that appear not to be
operating according to plan. Further study may lead to corrective action in the center’s
operations and the activities of its employees. Or such study may show that the plans
are defective and need to be redrawn. Establishing control over an organization
depends heavily on feedback information on how well an organization is achieving
its objectives. As noted, such information may lead to new plans or new strategies.
But it is more likely to be used in two other areas: (1) appraisal of activities or
operations which may lead to a better way of doing things, and (2) appraisal of the
performance of individuals, which may lead to praise, promotion, criticism, and so
on. For the above reasons, feedback is a vital element in the successful management
of an organization.

Decision Making Briefly stated, decision making consists of choosing between
alternatives. All managers, whether involved in planning, organizing, directing, or
controlling, face the task of deciding which alternative course of action to adopt.
Thus, all managers make decisions, and decision-making is the action common to
all levels of management. A manager may, for example, be involved in choosing
between competing strategies in strategic planning. Or a decision of lesser
significance may be involved, such as assigning employees to tasks in the
maintenance department.

But it would be misleading to leave the impression that decision making
consists solely of choosing between alternatives. Choosing between alternatives is
but one step in what could be an extensive and difficult complete process. The entire
decision-making process is shown in Illustration 1.2. Basically, it consists of (1)
recognizing that a problem exists; (2) determining the alternatives considered as
solutions to the problem; (3) predicting the consequences of each alternative; (4)
selecting the preferred consequence, which automatically indicates the course of action
chosen; and (5) taking action to implement the alternative chosen. The taking of
action causes real-world activity, which is continually measured and evaluated. This
evaluation, together with other information, may indicate the existence of another
problem, bringing about a recycling of the decision-making process. One of the major
objectives of this text is to indicate the role played by accounting information in
management’s decision making.

Select
Preferred
Consequences

Ilustration 1.2 A Model of the Decision-Making Process
Real-World Recognize

Determine
Alternatives [
Activity Problem
M| Predict
Consequences

Take Actual
Action Outcome
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Organizations—Their Differences and Similarities

Organizations can be classified broadly into two major groups: (1) profit-seeking,
privately owned business firms legally structured as corporations, partnerships, or
single proprietorships; and (2) not-for-profit entities that have diverse objectives,
vary in their legal form, and differ significantly in size both as to number of individuals
considered members and the amounts of economic resources controlled. These not-
for-profit organizations can be further subdivided into governmental and
nongovernmental organizations. Examples of governmental organizations include
cities, states, counties, departments such as the Department of Defense, and agencies
such as the Securities and Exchange Commission. Examples of not-for-profit,
nongovernmental organizations include the Ford Foundation, trade associations such
as the Professional Golfers Association of America (PGA), the National Association
of Purchasing Agents, the Red Cross, individual bowling or golf leagues, chess clubs,
and church memberships.

Organizations are like human beings—each is unique. Yet they all possess
common characteristics, which have been discussed above. These common traits lead
to a sameness in the types of accounting and other information needed. Their differences
prevent their informational needs from being identical. Our goal in this text is to discuss
the accounting information needed by all types of organizations, although primary
attention will be devoted to profit-seeking business firms.

Accounting Information and Management Action

Profits, it is often claimed, are the lifeblood of a business firm. Without debating the
point, it would seem that an equal degree of importance can be attached to information.
Modern businesses are so huge, complex, and varied in their activities that an individual
manager can have personal knowledge of only a small part of the organization. Informed
decision-making would not be possible without a steady flow of information. And
informed decision making leads to profits and to survival of the organization. What
happens when information is faulty or lacking?

Briefly, defined, information is simply added knowledge. That is, any advice, datum,
fact, or perception that relates to a circumstance or thing and that adds to one’s store of
knowledge is information. Note the requirement of being related to a thing. To say that
someone is a good golfer is not information until that someone is identified. Similarly,
the number 7 by itself is not information. But knowing, for the first time, that it is my
hat size is information.

Information can be classified as quantitative or nonquantitative.
Quantitative information consists of added knowledge expressed in numbers. The
numbers indicate the quantity of a unit of measure of a property of the thing
measured, such as dollars of market value or cost, kilometers of distance, pounds
of weight, cubic feet of capacity, and so on. All other information is nonquantitative
and consists of added knowledge of events, such as a news report of a new landing
on the moon or on Mars or an advertisement of a new product. It consists of
impressions or perceptions gained from one’s senses, such as a loud noise, a beautiful
painting, an excellent speech, and so on.

Information may be further classified in many ways, the most important
of which is distinguishing between relevant and nonrelevant information. Relevant
information is pertinent to, or bears upon, some decision that must be made.
Knowing that I wear a size 7 hat is not relevant information unless you intend to
buy me a hat. The importance of relevant information to management should be

Objective 4:
Assess the differences and

similarities between
organizations.

Note to the student

In recent years a number of
businesses have been
organized as LLCs (Limited
Liability Companies) or LLPs
(Limited Liability
Partnerships). The purpose is
to limit the liability of the
owners. All 50 states allow
some form of this
designation.
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obvious—informed decision making is impossible without it. And it should be
apparent that the wrong decision may result from using nonrelevant information.
Purchasing a hat knowing only shoe size is likely to lead to the purchase of the
wrong size hat.

The managers of an organization receive and use information provided by many
sources, both internal and external to the firm. These include economists, statisticians,
marketing specialists, engineers, purchasing agents, accountants, and many others. But
it is the accountant who is the major source of quantitative, relevant information for
management’s use.

Most of the accounting information used internally by management or reported
externally to outsiders comes from the data recorded relating to the events and
transactions in which the organization engages. Thus, the information is related to
operations and includes records and reports on items such as payrolls, sales, accounts
receivable, purchases, production, plant and equipment, cash receipts and
disbursements, financing and cash balances, and costs incurred and revenues generated
by responsibility centers. The information recorded on the above items may be
interrelated as, for example, payroll costs may be used to determine the cost of
production by responsibility center. Also, data on purchases may be used in determining
cash disbursements when suppliers are paid and in determining product costs when
the materials are used in production.

Note also that both financial accounting and management accounting are based
heavily upon operating information. Thus, information on revenues and expenses by
segments (product lines or departments) may be useful to both outsiders and to
management. This suggests that in a broad sense, management accounting includes at
least some aspects of financial accounting. The information found useful by management
is almost always in summary form. Management will not be concerned, unless something
goes wrong, with the mass of detail typically recorded in an accounting system. For
example, the amount owed a small individual vendor is not likely to be useful information
in making managerial decisions.

As stated earlier, management finds accounting information useful in (1) planning,
(2) organizing, (3) directing, and (4) controlling the activities of an organization.
How accounting information is specifically useful in these functions is briefly
illustrated below.

Planning Managements engage in planning that extends over varying future periods.
Three categories with rather blurred limits can be noted: (1) capital budgeting—planning
the acquisition and financing of a new plant; (2) annual budgeting—setting profit and
financial position targets for next year; and (3) short-range planning—solving problems
of a more immediate nature. These categories are not distinct because solving a short-
range problem may involve a capital budgeting solution.

Capital Budgeting involves choosing between alternative investments in long-
lived resources, such as a building with a 50-year -life. For such decisions, accountants
are often asked to provide estimates of the expected revenues, costs, and net benefits,
given various levels of use and expected sales volumes. Obviously, the amounts provided
are often imprecise.

In Annual Budgeting, accountants are asked to express management’s plans
for the coming year in a complete set of financial statements called pro forma
statements or a budget (profit plan) often called a master budget. Supporting budgets
and schedules would be provided showing sales and production by months by
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department. The preparation of these annual financial plans requires a complete
understanding on the part of the accountants of costs and how costs change as output
changes or varies.

The Short-Range Planning, problem-solving activities of management often
involve accountants in providing information on alternative uses of resources. Each of
these alternatives has specific costs and benefits, which are used in deciding which
alternative is preferred. Accountants are generally involved in gathering and
communicating such information. If proper information is provided, the organization’s
limited resources will be used in the best way to achieve its objectives. The types of
problems to be solved vary but include deciding whether to manufacture a product or
buy it, add a new product to inventory, increase the amount of money spent for
advertising, or to accept a quantity order for a product at a price less than normally
charged. Much of the information needed to solve such problems will be special purpose
in nature. That is, it will not be routinely gathered in the accounting system. Rather it
will be developed in special analyses and may involve forecasts.

Organizing Management seeks to structure, arrange, or schedule the use of an
organization’s resources in the best possible way to achieve its objectives. This may
involve determining how long a production run is to be scheduled; through what
combination of machines, human resources, and production processes; and when it is
to be run in order to meet planned needs for 10,000 units. The problem is essentially
one of minimizing costs while achieving planned goals.

Directing In overseeing the daily activities of a firm, managers have an almost
constant need for accounting information. For example, in a retail department,
information will be needed as to which merchandise is selling and which is not so
that prices, advertising expenditures, and new orders may be adjusted. In service
departments, the prices charged customers are often based on “time and materials.”
Thus, costs of such factors must be known. The list of examples could be expanded
indefinitely and would illustrate a central fact: managers need accounting information
to make decisions in their daily activities.

Controlling As already noted, control is achieved by comparing actual results against
what was planned. Accountants provide this information, this feedback, by means of
performance reports. These reports may draw management’s attention to the existence
of a problem, which may be easy to resolve. Or, as discussed above, it may require
extensive study, allocation of new resources, or restructuring of existing resources. Or,
it may be that plans were too optimistic and need to be redrawn. In any event, the
accounting information provided may trigger further management action. For example,
accounting reports may show that a department failed to meet its production quota last
month. Further study may indicate that the quota can best be met by rearranging the
machines in the department. Subsequent accounting reports will be closely watched to
see whether the problem was solved.

The above discussion is summarized in Illustration 1.3. It shows how the
management functions beginning with overall profit planning are undertaken
successively and how they are related to accounting actions to provide information.
Management engages in decisions regarding planning and organizing, establishing
profit and financial position targets and how the organization is to be structured to
reach targeted goals. Accountants then express management’s goals in formal profit
plans in a master budget and in supporting detailed plans and budgets for the various
responsibility centers. These plans are communicated throughout the organization
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to the appropriate managers who direct their department’s activities toward achieving
planned objectives. Data on actual activities are gathered by accountants and reported
to management in performance reports, which also show planned amounts.
Deviations from planned results may be investigated and lead to corrective action
or plan revisions. If plan revisions are called for, we are back at planning and the
preparation of revised profit plans—the beginning steps in both the management
action and accounting action cycles.

Ilustration 1.3 Management Functions and Accounting Actions

Management Functions Accounting Actions

—)l Planning |4 e ') Prepare profit plans (—

| Organizing | | Develop detailed plans |

| Directing | | Collect data |

| Controlling |( CEE RN LR | Report on performance |

Objective 6:

Identify the differences
and similarities between
managerial and financial
accounting.

Management
Accounting and
Financial

Accounting
Similarities

Management Accounting and Financial Accounting

The financial accounting text you used may have briefly compared management and
financial accounting. Now, to highlight the switch of attention from financial to
management accounting, these comparisons are repeated, added to, illustrated, and
discussed more fully below.

One would expect to find some similarities between management accounting and
financial accounting since the primary data for both are accumulated in the same
accounting system. Thus, both use the same measurements of changes in assets and
equities, in expenses and revenues, and cash flows. But since the data accumulated in
an accounting system are used primarily for financial reporting, their entry into the
system is guided by certain generally accepted accounting principles. Some management
accounting information, such as the earnings of a division, is consequently as verifiable
as the financial accounting information reported externally.

Financial accounting and management accounting are both concerned with
managerial responsibility. In financial accounting this is frequently referred to as
stewardship. That is, financial statements are reports on management’s stewardship
over the resources of the organization as a whole. Internal accounting reports, on the
other hand, are more likely to reflect management responsibility or stewardship over
the parts of an organization. Such reports are apt to be prepared for all levels of
management given the authority to incur costs.
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Management accounting and financial accounting differ in many respects, the more
important of which are presented below:

In most firms financial accounting is mandatory; that is, in order to meet
legal, regulatory agency (Securities and Exchange Commission) or stock exchange
requirements, business firms must publish financial statements. This means that
financial accounting records must be maintained. On the other hand, management
accounting is completely optional. Management accounting information need not
be accumulated; or it may be accumulated only if its value to management exceeds
its cost.

Financial accounting and reporting are controlled and guided by generally
accepted accounting principles. Internal comparability and reliability of financial
statements is increased when users know that they have been prepared in accordance
with such principles. Also, the Sarbanes-Oxley Act of 2002 was enacted as a result of
accounting frauds including Enron, World Com., Inc., and others. It requires that CEOs
and CFOs certify as to the fairness of financial statements filed with the SEC. Criminal
and civil penalties can be imposed on those individuals not complying with the
requirements of this Act.

Financial statements provide general-purpose information that is believed useful
by investors, creditors, some governmental agencies, and so on. Management accounting
information, on the other hand, is often special-purpose information for specific
managers, such as sales by product line by district for district sales managers.
Management can specify any rules or principles it wishes in developing information it
considers useful. Thus, it may find market values or replacement costs useful in
measuring the investment in assets devoted to accomplishing a stated objective. The
primary guide is simply: “Is it useful?”

Even though often used as a basis for predicting the future, financial accounting
information is typically historical in nature. It is based upon past events, even though
occasional use is made of estimates, such as estimates of useful life for depreciation
purposes. Management accounting, because of the importance of planning by managers,
is future oriented. Estimates of future costs, revenues, and so on are indispensable to
planning. And these estimates are built into the formal management accounting structure
through their inclusion in profit plans and budgets.

Although often including information on costs and revenues by product lines
or divisions, financial statements generally relate to the firm as a whole. External users
can make decisions relating only to the entire firm. They cannot, for example, sell that
part of each share of common stock owned that only relates to Division Y. While not
ignoring the firm as a whole, management accounting is more directly involved in
providing information on the various parts of a firm. The reason is that most managers
have the authority to make decisions on only a part of the firm.

Because its basic data are found in economic events, financial accounting and
economics are closely related. Management accounting information is used in a wider
range of decisions. It therefore draws from disciplines in addition to economics, such
as finance, statistics, and the behavioral sciences. Management accounting is very much
concerned, for example, with how individuals react to the information it provides or
with how an organization secures adequate financing.

Because of management’s need for timely information, management accounting
is more likely to deal with approximations rather than the verifiably precise measures
often found in financial accounting. Management is willing to give up some precision
for timeliness in making many decisions.

Because they are needed by managers, management accounting reports often
include nonmonetary quantities. For example, the reports may indicate the number of
units sold, produced, and on hand and the number of labor hours used so far in working
on a given job. Managerial accounting also includes many qualitative measurements.
By way of contrast, most financial accounting amounts are expressed in money terms.
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Financial accountants usually find their task is completed for an accounting period
when financial statements have been prepared. But management accounting information
is not the end product; it is a means to an end. The end consists of aiding management as
it seeks to achieve the organization’s objectives. The numbers are not an end in themselves.

Management Accounting as a Recognized Discipline

Management accounting is widely recognized as a discipline in its own right and has
cast aside its image as a stepchild of financial accounting. Its primary activity no longer
consists of recording and determining product costs, although such cost information is
still provided. Rather, management accounting seeks to provide the ever-increasing
amount of information needed by management in carrying out its functions. And
management’s information needs now extend far beyond that found in income statements
and balance sheets. There are many reasons for this including:

1. Severe cost-price squeezes brought about by periods of inflation, in general, and
by other factors such as rapidly rising oil prices and the heavy costs incurred to
install and operate pollution control equipment.

The use of computers to control huge-scale production processes.

3. The accelerating rate of technological development which renders many
products quickly obsolete and causes substantial price declines.

4. A growing awareness on the part of management of the capability of the
computer to accumulate and store vast amounts of information never before
economically feasible.

5. A trend toward the use by management of sophisticated, mathematically and
statistically based decision models requiring unique information.

It seems likely that many of the above factors will continue to influence
management’s actions. This means that the demand for management accounting
information will continue to grow.

The Certificate in Management Accounting (CMA)

An important step leading to recognition of the management accountant as a
professional person was the institution of a program leading to the awarding of a
Certificate in Management Accounting by the National Association of Accountants
(now the Institute of Management Accountants, IMA). The certificate is awarded to
persons who meet certain educational and professional standards and who pass the
CMA examination, which was first given in 1972. The scope of the knowledge
expected of a professional management accountant is indicated by the titles of its
four parts: Business Analysis, Management Accounting and Reporting, Strategic
Management, and Business Applications.

In future chapters you will be learning about cost accumulation systems such
as job order and process systems used in manufacturing companies, including concepts
such as variable costing versus absorption costing. Next you will learn about the move
toward increasing quality in the new production equipment. The balanced scorecard
and activity-based costing and management are some of the tools used to increase quality.

Cost-volume-profit analysis, often called break-even analysis, is then discussed
and illustrated with numerous examples. Short-term decision making (differential
analysis) then provides a framework for making decisions such as whether to make or
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buy a product, pricing decisions, and whether to add or eliminate products, segments,
or customers. Then annual budgeting for planning and control is discussed and illustrated.
Next, a discussion of how control is further strengthened by use of a standard cost
system is presented.

The control function is further strengthened by the use of responsibility
accounting reports showing results of operations and who is responsible in expense
centers, profit centers, and investment centers within an organization. Then, capital
budgeting or long-range planning are discussed. The final two chapters cover the
statement of cash flows and financial statement analysis.

Understanding the Learning Objectives

*  Some knowledge of organizations and of the management process is helpful in
the study of management accounting. An organization consists of people
pursuing a common goal. All organizations have objectives and strategies for
achieving them.

e Top-level management planning is called strategic planning. Management
responsibility is usually decentralized and shared by the managers of line and
staff departments. The responsibility relationships between managers are shown
in an organization chart.

* Essentially, managers engage in planning, organizing, directing, and controlling an
organization’s activities. The plans of the various departments or responsibility
centers must be coordinated if goals are to be reached. Decision-making is an
action engaged in by all managers.

* Organizations may be classified as profit seeking or not for profit, with the latter
being either governmental or nongovernmental. But all have similar traits:
objectives, strategies, managers, and an organizational structure.

* Information is added or newly acquired knowledge and may be quantitative or
nonquantitative and relevant or irrelevant. While managers receive information
from many sources, accounting is the primary source of relevant, quantified
information of a financial nature. To a large extent, accounting information
comes from the recording of an entity’s events and transactions. Management
accounting information helps management plan and organize a firm’s activities
and resources, direct its day-to-day operations, and solve problems of both a
short-run and long-range nature. It helps management control an organization’s
activities by directing attention to deviations from plans. It provides feedback
that is useful in evaluating the performance of departments and individuals and
that may lead to plan revisions.
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Objective 1:

Describe the nature of
organizations and their
objectives & strategies.

Objective 2:

Explain how organizations
are structured to achieve
their objectives.

Objective 3:

Describe the basic
management functions:
Planning, Organizing,
Directing, and
Controlling.

Objective 4:

Assess the differences
and similarities between
organizations.

Objective 5:

Describe the nature,
sources, and management
uses of accounting
information.
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16 PART I The Managerial Environment

e Managerial accounting and financial accounting are both concerned with
Objective 6: reporting on managerial responsibility. Both are based on common data—the
Idem%fy.the. (.11fferences amounts recorded for the transactions and events engaged in. They differ in that
and similarities between .. . . .

managerial and financial management gccguntmg is optional and is ngt gglded by .gen.erally accepted -
accounting. accounting principles. Management accounting information is gathered only if it
is useful. It is forward looking, uses approximations, and often relates to
segments of an entity. [t may contain more nonmonetary quantitative information
than financial accounting. It is not an end in itself, but a means to an end. It

draws upon other disciplines, especially the behavioral sciences.

*  Management accounting has gained recognition as a separate discipline. This

was achieved through its ability to provide useful information to managements
of managerial accounting facing difficult decisions. The institution of a program to award the certificate in
as a recognized discipline. management accounting (CMA) confirms the recognition gained.

Objective 7:
Discuss the emergence

Demonstration Problem

This problem illustrates some of the basic financial statements covered in financial
accounting. Studying this problem may be helpful in doing some of the financial
accounting review problems at the end of this chapter.

The adjusted trial balance for Jackson Insurance Consultants, Inc., follows:

JACKSON INSURANCE CONSULTANTS, INC.
Adjusted Trial Balance

December 31, 2007

Debits Credits
Cash $107,200
Accounts Receivable 68,000
Interest Receivable 400
Notes Receivable 20,000
Prepaid Insurance 2,400
Supplies on Hand 1,800
Land 32,000
Buildings 190,000
Accumulated Depreciation- Buildings $ 40,000
Office Equipment 28,000
Accumulated Depreciation- Office Equipment 8,000
Accounts Payable 48,000
Salaries Payable 8,500
Interest Payable 900
Notes Payable (due 2008) 64,000
Capital Stock 120,000
Retained Earnings, January 1, 2007 42,800
Dividends 40,000
Commissions Revenue 392,520
Advertising Expense 24,000
Commissions Expense 75,440
Travel Expense 12,880
Depreciation Expense- Buildings 8,500
Salaries Expense 98,400
Depreciation Expense- Office Equipment 2,800
Supplies 3,800
Insurance Expense 3,600
Repairs Expense 1,900
Utilities Expense 3,400
Interest Expense 1,800
Interest Revenue 1,600

$726,320 $726,320




CHAPTER 1 An Introduction to Managerial Accounting
a. Prepare an income statement for the year ended December 31, 2007. C Required

b. Prepare a statement of retained earnings.

c¢. Prepare a classified balance sheet.

Solution to the Demonstration Problem

a. JACKSON INSURANCE CONSULTANTS, INC.
Income Statement
For the Year Ended December 31, 2007
Revenues:
Commissions revenue $392,520
Interest revenue 1,600 $394,120
Expenses:
Advertising expense $ 24,000
Commissions expense 75,440
Travel expense 12,880
Depreciation expense - Buildings 8,500
Salaries expense 98,400
Depreciation expense - Office Equipment 2,800
Supplies expense 3,800
Insurance expense 3,600
Repairs expense 1,900
Utilities expense 3,400
Interest expense 1,800 236,520
Net income $157,600
b. JACKSON INSURANCE CONSULTANTS, INC.
Statement of Retained Earnings
For the Year Ended December 31, 2007
Retained earnings, January 1, 2007 $ 42,800
Add:
Net income for 2007 157,600
Total $200,400
Less:
Dividends 40,000

Retained earnings, December 31, 2007 $160,400
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C. JACKSON INSURANCE CONSULTANTS, INC.
Balance Sheet
December 31, 2007
Assets
Current assets:
Cash $107,200
Accounts receivable 68,000
Interest receivable 400
Notes receivable 20,000
Prepaid insurance 2,400
Supplies on hand _ 1,800
Total current assets $199,800
Property, plant, and equipment:
Land $ 32,000
Buildings $190,000
Less: Accumulated depreciation 40,000 150,000
Office equipment $ 28,000
Less: Accumulated depreciation 8,000 20,000
Total property, plant, and equipment 202,000
Total assets $401,800
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable $ 48,000
Salaries payable 8,500
Interest payable 900
Notes payable 64,000
Total current liabilities $121,400
Stockholders’ equity:
Capital stock $120,000
Retained earnings 160,400 280,400
Total liabilities and stockholders’ equity $401,800

New Terms

Budget (Profit Plan) A plan, usually in writing,
showing objectives sought and how they are to be
obtained; planned earnings or profits and financial
position are shown in projected financial statements
called Pro Forma Statements. 10

Controller The title often given to the manager of
the accounting department. 6

Chief Financial Officer The top accounting person
who is often a member of top-level management.
The controller normally reports to the chief financial
officer when both positions exist. 6

Controlling Action taken by a manager to keep a

responsibility center operating in the best possible way,

which usually involves comparing actual results with
planned goals. 7

Coordination Meshing or fitting together the plans
of various responsibility centers into an integrated,
consistent plan for the entire organization. 7
Decentralization Shared managerial or management
responsibility and decision making among an
organization’s managers. 4

Decision Making Choosing between competing
alternatives. &

Directing The manager monitors or supervises the
routine, regular day-to-day operations of the
organization. 7

Feedback Information developed in the controlling
process showing how well an organization is achieving
its objectives. &
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Information Any advice, datum, fact, or perception
relating to a circumstance or thing that adds to one’s
store of knowledge. Information may be quantitative
(expressed in numbers measuring the amount of a
property of an object) or nonquantitative; it may also be
relevant (pertinent to or bearing upon a decision that
must be made) or nonrelevant. 9

Line Department An organizational unit or
responsibility center directly engaged in achieving
the organization’s overall objectives. 5
Organization A group of people joined together in
seeking some common goals or objectives. An
organization chart shows the authority and
responsibility relationships among the managers in

an organization. 3

Management by exception Comparisons that draw
management’s attention to those centers and employees
that are not operating according to plan. 8
Organization Chart Shows how the persons
involved in a company or other entity might be
organized along lines of authority and

responsibility. 5

Self-Test

Organizing The structuring or arranging of the
resources of a responsibility center to achieve its
objectives. 7

Performance reports Reports on the activities of
individuals and responsibility centers showing

actual and planned results. /2

Planning The setting forth of the actions to be

taken by an organization to achieve its objectives. 7
Relevant information Information that is pertinent
or bearing upon a decision that must be made. 9
Responsibility Center An organizational unit with a
specified responsibility and headed by a manager. 5
Staff Department An organizational unit or
responsibility center that provides services to other
units or centers; thus, it is indirectly associated with
achieving an organization’s objectives. 5

Strategic Planning Top-level management planning
leading to the development of strategies or policies that
seem to be the best way for the organization as a whole
to achieve its objectives. 4

True-False
Indicate whether each of the following statements is
true or false

1. Strategic planning in a business is essentially
top-level management planning with regard to the
products and services to be offered and how they
are to be marketed or distributed.

2. Ina corporation organized to earn profits, a staff
department may be a revenue- generating
department.

3. A manager helping a service department employee
repair a customer’s television set is not engaging in
a management function.

4. Most management activity consists of
decision-making.

5. Every organization will have one or more managers
engaged in decision making with regard to the
planning, organizing, directing, and controlling of
its activities.
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Multiple-Choice
Select the best answer for each of the following
questions.

1. Which of the following is a necessary characteristic c. Pro forma statements.

that must be present before an organization exists?

principles.
c. Isundertaken only if its value exceeds its cost.
d. Isanend in itself.

7. The information used to evaluate how successful

a manager is in achieving planned objectives is
included in:

a. Profit plans or budgets.
b. Performance reports.

d. Financial statements.

a. An objective. 8. The primary purpose of management accounting is:
b. A collection of resources. a. To prepare budgets and profit plans.
¢. A group of people seeking a common objective. b. To provide managers with relevant information.
d. A combination of people and things. ¢. To provide information needed to control an
. Which of the following is false? Typically, every organization’s activities.
organization will have: d. To provide a written record of the activities of
a. A set of strategies or policies. an organization.
b. One or more managers directing its activities. 9. Choose the false statement from the following:
c. A profit objective. a. An organization chart shows the responsibility
d. A collection of owned economic resources. relationships among managers of an
. An action probably engaged in by every manager is; orgamzatl.on..
a. Decision making. b. An organization chart shows the f_ormal and
informal channels of communication between
b. Organizing. an organization’s managers.
¢. Directing. ¢. A line manager is directly involved in helping
d. Controlling. an organization achieve its objectives.
. For a fact or datum to be considered useful d. A staff department is basically a service
information, it must relate to a thing or department.
circumstance (relevant) and be: 10. Estimates or predictions are probably most
a. Quantitative. indispensable in;
b. Added knowledge. a. Planning.
c. Qualitative. b. Organizing.
d. Objective. c¢. Directing.
. As contrasted with financial accounting d. Controlling.
information, management accounting information 11. As indicated by the major sections of the CMA
is (choose the false statement): examination, a professional management
a. More timely. accountant is expected to be knowledgeable in
b. More future oriented. each of the following areas, except:
¢. More precise. a. Business analysis.
d. More nonmonetary. b. Management accounting and reporting.
. Generally, the accumulation of management ¢. Strategic management.
accounting information: d. Legal responsibility of certified public
a. Isrequired by law or by governmental agencies. accountants.
b. Is guided by generally accepted accounting 12. The principle of management by exception is most

likely to be applied in the management function of:
a. Planning.
b. Organizing.
c. Directing.
d. Controlling.

Now turn to page 27 to check your answers.
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Questions
1. What are some of the strategies available to a firm 9. Summarize some of the differences between
in the restaurant industry? financial and management accounting.
2. With regard to organizational characteristics, how  10. What objectives, other than earning a profit,
are a university and a garden equipment sales and might a business firm have?
service firm similar? How do they differ? 11. What is feedback? How might a manager in a
3. Give some examples of the use of estimates in business firm use it?
financial accounting. Then give examples of 12. Why not leave management to managers and
estimates used in managerial accounting. accounting to accountants? Would not greater
4. What is meant by coordination? Using any efficiency result from such specialization?
organization you prefer, give some examples of Please explain.
its application. 13. What relationship exists, if any, between
5. What is information? Does a televised program information and decision-making?
contain information? Does a book contain 14. Do annual budgetary planning and strategic
information? Explain. Are either likely to planning differ? If so, how?
contain management information? Please explain. 15. Can you name some functions or activities in
6. Describe a professional football team in terms of a business organization that a controller actually
its objectives, strategies, organizational structure, controls?

and management functions. 16. Give an example of information properly

7. Do generally accepted accounting principles affect accumulated for one purpose being used
management accounting? Please explain. improperly for another purpose.
8. Accounting information can be classified as
financial accounting or management accounting
information. Explain the relationship between
these categories.

Problems

The U. B. Goode Company is organized into two merchandising divisions—a retail division Problem 1-1
and a wholesale division—each headed by a manager who reports, along with the manager of Prepare an

the advertising department, to the vice president in charge of sales, who heads the sales department. ?[lggnzn)zatnon chart
This vice president, the controller, and the manager of the legal and personnel department report

to the president. The Internal Audit Department reports directly to the Audit Committee of the

Board of Directors. The retail division is organized into three departments: office equipment

and furniture, office supplies, and a service department. The wholesale division has two

departments: (1) office equipment and furniture and (2) office supplies.

Prepare an organization chart for the Goode Company that shows clearly the formal line and C Required
staff relationships between managers.




22

Problem 1-2
Financial Accounting
Review Problem.

Required 3

Problem 1-3
Matching of
responsibilities
(L.0.3)

Required 3

PART I The Managerial Environment

The following income statement was delivered to the president of the Carson Company::

Carson Company
Income Statement
For the month Ended April 30, 2007

Sales and service revenues $600,000
Expenses:

Cost of goods sold and parts used $ 354,000

Commissions, salaries, and wages 135,000

Advertising 21,000

Depreciation 12,000

Other expense 8,000 $530,000

Earnings before income taxes $ 70,000
Income Taxes 32,000
Net Income $ 38,000

The president notes that the net income is about $4,000 less than expected. Carson Company
operates three departments: equipment sales, supplies, and a service department. Sales revenue
and merchandise and parts costs by departments for April were:

Cost of merchandise
Revenues sold or parts used
Equipment department 310,000 186,000
Supplies department 220,000 154,000
Service department 70,000 14,000

In addition, the $135,000 of commissions, salaries, and wages in the above statement includes
$35,000 of service department labor costs on jobs worked on.

a. Recast the above income statement including the additional information.

b. If Carson Company attempts to earn gross margins by department of 42 percent, 30
percent and 30 percent (in the service department, after deducting service department
labor costs) for the equipment, supplies, and service departments respectively, what
appears to be the major reason for the lower than expected earnings?

¢.  What additional information would you as president of Carson Company like to have in
reviewing operations for April?

The organization chart of a large manufacturing company shows five vice presidents reporting
to an executive vice president. These five include a vice president and controller and vice
presidents responsible for finance, production, purchasing, and sales. Listed below are selected
accounts from the company’s general ledger which can be viewed as representing an area of
responsibility:

Title of Account Title of Account
U.S. Treasury Notes Sales Salaries and Commissions
Factory Labor Inventory-Raw Materials
Accounts Receivable Federal Income Taxes
Inventory-Finished Goods Wages Expense-Receiving Department
Depreciation-Accounting Delivery Expense
Equipment

Match the areas of responsibility indicated by the account titles given above with the appropriate
officer.
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The Gomez Company uses perpetual inventory procedure. Given below is the balance sheet for Problem 1-4

. Financial Accounting
the Gomez Company as of December 31, 2006: Review Problem

GOMEZ COMPANY
Balance Sheet
12/31/2006
Assets
Current Assets:
Cash $ 30,000
Accounts Receivable 70,000
Inventory 100,000
Prepaid Expenses 10,000
$ 210,000
Property, Plant, and Equipment:
Land $ 30,000
Buildings and Equipment (less accumulated
depreciation of $80,000) 160,000 190,000
Total Assets $ 400,000
Liabilities and Owner’s Equity
Current Liabilities:
Accounts Payable $ 40,000
Income Taxes Payable 30,000
Accrued Expenses Payable 15,000
$ 85,000
Long-Term Liabilities:
Bonds payable, 9% due 2020 100,000
Total Liabilities $ 185,000
Stockholder’s Equity:
Capital stock $150,000
($20 par value, 7,500 shares outstanding)
Retained earnings 65,000
Total Equity $ 215,000
Total Liabilities and Equity $ 400,000

The summarized transactions of the Gomez Company for 2007 are below:

a. Sales on account, $520,000.

b. Purchases of merchandise on account, $250,000. (Debit Inventory account)
c. Cost of goods sold for the year, $260,000.

d. Collections from customers on account, $510,000.

e. Paid vendors on account, $240,000.

f. Expenses prepaid during year, $8,000. Of the prepaid expenses, $11,000 became
miscellaneous expenses during the year.

g. Bond interest expense paid in cash, $9,000.

h. Payroll expenses accrued during year, $150,000.
i. Paid accrued operating expenses, $155,000.

j. Accrued income taxes paid, $30,000.

k. Depreciation expense, $30,000.
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Required 3

Problem 1-1A
Organization Chart
(L.0.2)

Required 3

Problem 1-2A
Financial Accounting
Review Problem

PART I The Managerial Environment

I. New equipment purchased for cash, $40,000.
. Income taxes are to be accrued at a rate of 40 percent.
n. Dividends declared and paid, $5,000.

a. Prepare T-accounts for all balance sheet, income statement, and statement of retained
earnings accounts and record the year’s activities in them. Continue this process far
enough so you can prepare parts (b) and (c).

b. Prepare an income statement and a statement of retained earnings for the Gomez
Company for the year ending December 31, 2007. (You may find that reviewing the
Demonstration Problem for this chapter is helpful in preparing these statements.)

c. Prepare a balance sheet as of December 31, 2007.

Alternate Problems

The Green Machine, Inc., sells lawn and garden equipment through two stores that it owns and
operates in Castle City. Each store, called Store No.1 and Store No.2, is headed by a manager
who reports to the Vice President—Sales, who heads the Sales Department. Each store has
three departments -Equipment Sales, Parts Sales, and Service Sales—each headed by a manager
who reports to the store manager. A Central Receiving and Shipping Department receives all
incoming merchandise, stores it until sold, and then delivers the merchandise to customers.
This department is headed by a manager who reports to the Vice President—Sales, as does the
manager of the company’s advertising department. The Accounting Department, headed by the
controller, and the Personnel Department, headed by a vice president, together with the Vice
President—Sales report directly to the president. The Internal Audit Department reports to the
Audit Committee of the Board of Directors.

Prepare an organization chart for the company that shows clearly the formal line and staff
relationships between managers.

Kurtz Company operates a store that sells farm equipment and farm supplies, and maintains an
equipment servicing department in a large western city. The company’s accountant has just handed
the president of Kurtz Company the following income statement for the month of May 2007:

Sales and service revenues $640,000

Cost of goods sold (or parts used in Service Dept.) $343,000

Service department labor 84,000

Selling and administrative expenses 143,000

Depreciation 15,000 585,000

Net income before income taxes $ 55,000

Income taxes (40%) 22,000
Net income $ 33,000

The president is not pleased with the report, noting that net income is about $8,000 less than
expected. This expectation is based upon the relationship of May to April of prior years. It is
company policy to price goods and services to yield gross margins of 40 percent on equipment,
35 percent on supplies, and 30 percent (after deducting labor) on services. The president asks
the controller for additional information. Although the company does not prepare detailed internal
reports, the controller is able to obtain the following additional data:

Equipment Supplies Service
Sales Revenue $300,000 $200,000 $140,000
Cost of goods sold or parts used 180,000 135,000 28,000
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a. Recast the above income statement incorporating as much of the additional data as C Required
you can.

b. To the extent that data are available, explain the apparent cause of the poor showing
in May.

¢. What additional information does the president need to know to determine why May
earnings were below expectations?

Five officers report directly to the president of the Ames Manufacturing Company. These are Problem 1-3A
the controller and vice presidents for finance, marketing, production, and purchasing. Given Matching of

5 . . Responsibilities
below are selected accounts from the company’s general ledger which can be viewed as areas of (LO.3)
responsibility:

Title of Account Title of Account
Short-Term Investments Finished Goods Inventory
Work in Process Inventory Receiving Department Wages
Buyers’ Salaries Advertising Expense
Cost Accountants’ Salaries Notes Payable—Bank
Machinery Depreciation Raw Materials Inventory

Match the areas of responsibility indicated by the accounts with the appropriate officer. Be sure C Required
to consider areas where responsibility may be shared.

The Homer Company uses perpetual inventory procedure. The balance sheet of the Homer Problem 1-4A

Company is as follows: Financial Accounting
Review Problem

HOMER COMPANY
Balance Sheet
December 31, 2006
Assets
Current Assets:
Cash $ 60,000
Accounts receivable, net 130,000
Inventory 210,000
Prepaid expenses 20,000 360,000
Property, Plant, and Equipment
Land $ 50,000
Buildings and equipment
(net of accumulated depreciation of $150,000) 350,000 400,000
Total Assets $820,000

Liabilities and Owner’s Equity
Current Liabilities:

Accounts payable $ 70,000
Accrued income taxes payable 50,000
Accrued expenses payable 30,000
$150,000

Long- Term Liabilities:
Bonds payable, 9%, due 2040 200,000
Total Liabilities $350,000

Stockholder’s Equity:

Capital Stock $300,000
($30 par value, 10,000 shares outstanding)
Retained earnings 170,000
Total Equity 470,000

Total Liabilities and Stockholders’ Equity $820,000
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Required 3

Group Project 1-1
Interview a
management
aaccountant

Internet Project
1-2

Check out the
IMA site

PART I The Managerial Environment

Summarized, the activities of the Homer Company for 2007 were:

a.

b.

Purchased merchandise on account, $480.000 (debit Inventory).
Sold merchandise on account, $980,000.

Cost of goods sold, $500.000.

Collections from customers on account, $1,000.000.

Payments to vendors on account. $500.000.

Expenses prepaid during year. $16.000.

Of the prepaid expenses, $22,000 became miscellaneous expenses during the year.
Bond interest paid, $18.000.

Salaries and wages accrued during year, $300,000.

Accrued expenses paid, $310,000.

Accrued income taxes paid, $50,000.

Depreciation expense, $50,000.

Estimated bad debts, $10,000.

New equipment purchased for cash, $70,000.

Dividends declared and paid, $10,000.

Income taxes are to be accrued at a rate of 40 percent.

Prepare T-accounts for all balance sheet, income statement, and statement of retained
earnings accounts and record the year’s transactions in them. Continue this process far

enough so you can prepare parts (b) and (c).
Prepare an income statement and a statement of retained earnings for the year ended

December 31, 2007, for the Homer Company. (You may find that reviewing the
Demonstration Problem for this chapter is helpful in preparing these statements.)

Prepare the Homer Company’s December 31, 2007, balance sheet.

Beyond the Numbers—Ceritical Thinking

In a group of two or three students visit a company in your area and arrange a meeting with a
management accountant. Inquire about the organization chart and then ask about the informal
organization and how they might differ. Also ask about other topics covered in this chapter.

Using the Internet—A View of the Real World

Visit the Institute of Management Accountants’ site at:

Investigate the information provided and write a brief report to your instructor detailing your

www.imanet.org

findings.
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Visit the Coca-Cola site at: Internet Proj:c;
www.cocacola.com Coca-Cola and

. . . .. . the Sarbanes-Oxley

For each of the following questions, write one paragraph explaining your findings. Act

a. What does Coca Cola’s management letter have to say regarding the company’s actions

towards Sarbanes Oxley compliance?

b. Do external auditors refer to Sarbanes Oxley in the footnotes?

c. Ifso, what do they have to say about it?

Visit the Microsoft site at: Internet Project
1-4
www.microsoft.com Microsoft and
. . . .. . the Sarbanes-Oxle
For each of the following questions, write one paragraph explaining your findings. Ac{

a. What does Microsoft’s management letter have to say regarding the company’s actions

towards Sarbanes Oxley compliance?

b. Do external auditors refer to Sarbanes Oxley in the footnotes?

c. Ifso, what do they have to say about it?

d. In what ways does the information presented in Microsoft’s financial statements
differ with Coca Cola’s financial statements in regards to Sarbanes Oxley compliance and

why?

Answers to Self Test

True-False
1. True. Strategic planning for a business organiza-
tion could be defined in this way.

2. False. If it generates revenue, it is a line
department. The generation of revenue is the first
step toward earning a profit.

Multiple-Choice

1. ¢ There must be people with a common
objective.

2. ¢ Some organizations do not have a profit
objective (e.g., The Red Cross).

3. a In fact, every person makes decisions in their
daily lives.

4. b Only relevant information that provides added
knowledge is useful information.

5. ¢ Management information does not have to be
as precise.

6. ¢ Its cost must not exceed its value.

3. True. Unless there is an instructional aspect to the
assistance, it is not a management act.

4. True. It is difficult to conceive of much that does
not involve decision making in the broadest sense.

5. True. Organizations will have this trait.

7. b Performance reports generally compare
budgeted and actual performance.

8. b Relevant information is used in decision making.

9. b It shows only the formal channels of
communication.

10. a Planning involves many estimates of future
events.

11. d The first three answers are major sections of the
exam.

12. d Management by exception often determines
which differences from planned operations
to investigate.
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