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1.0

LEARNING OBJECTIVES

After going through this unit you will be able to:
● Describe the meaning of management accounting
● Describe the scope and functions of management accounting
● Discuss relationship between management, financial and cost accounting
● Explain the limitations of management accounting
● Explain the principles of management accounting
1.1

INTRODUCTION

Management accounting is a branch of financial accounting which is concerned with
study of the managerial aspects of accounting. Any system of accounting may be termed
as management accounting if it is helpful to management. Any system of accounting
which helps the management in its functions of planning, organizing, directing,
coordinating and controlling the activities of an organization may be appropriately
included within the term management accounting.
In management accounting or managerial accounting, managers use the provisions of
accounting information in order to better inform themselves before they decide matters
within their organizations, which aids their management and performance of control
functions.
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Management accounting is the process of preparing reports about business operations
that help managers make short-term and long-term decisions. It helps a business pursue
its goals by identifying, measuring, analyzing, interpreting and communicating
information to managers.
1.2

MEANING AND EVOLUTION OF MANAGEMENT ACCOUNTING

Management Accounting, also known as ‘Accounting for Management Or
‘Management Oriented Accounting’ is made up of two words ‘management’ and
‘accounting’. It refers to the study of the managerial aspect of accounting. In simple
words, we can say that any system of accounting which helps the management in
planning, organizing, directing and controlling the operations in an undertaking may be
regarded as management accounting. It is that system of accounting which helps the
management in conducting their business more efficiently, smoothly and economically.
The term ‘Management Accounting’ is of recent origin. The term was first used by a
visiting team of accountants in 1950 under the auspices of Anglo-American Council of
Productivity. The study group felt that though financial accounting conveys meaningful
information to outsiders, it fails to communicate valuable and varied information to
management. The evolution of corporate form of business organization has resulted in
large scale production and separation of ownership and management. Thus, with growth
in the size and ever growing complexities of the business environment owing to a
number of factors like large scale production, use of advanced sophisticated technology,
gradual professionalization of management etc. have made the task of management quite
complicated. All these factors have necessitated the use of management accounting for
planning, decision making, coordinating and controlling the operations in an
undertaking. In a small business the owner himself takes responsibilities for decision
making as well as their implementation and he does not therefore feel the necessity of
setting up a separate communication system. All these information needs are met by the
financial accounting system.
But evolution of the corporate form of business organization brought about a sea change
in the entire business environment. The introduction of professionalism in management
led to division of an organization into too many functional areas necessitating the
application of the principles of ‘delegation of authority and responsibility’. Modern
managers need meaningful and timely data for decision making for which a sound
information system or network has to be set up for providing information to the
management with a view to helping them in planning and controlling the business
efficiently. Thus, the role of accounting has radically changed. The change in the
business environment has changed the role of accounting from a mere device of
recording to a powerful tool of planning, forecasting, budgeting and budgetary control
etc. In the circumstances, management accounting gradually emerged in order to
overcome the limitations of financial accounting and cost accounting.
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Let us have a look at the various definitions given by different authors and authorities:
The American Accounting Association:
“Management Accounting includes the methods and concepts necessary for effective
planning, for choosing among alternative business actions and for control through the
evaluation and interpretation of performances.
The Institute of Chartered Accountants of England and Wales:
“Any form of accounting which enables a business to be conducted more efficiently can
be regarded as management accounting”.
The Anglo-American Council of Productivity:
“Management Accounting is the presentation of accounting information in such a way
as to assist management in the creation of policy and the day-to-day operation of an
undertaking”.
The Institute of Chartered Accountants of India:
“Such of its techniques and procedures by which accounting mainly seeks to aid the
management collectively have come to be known as management accounting”.
Robert N Anthony:
“Management Accounting is concerned with accounting information that is useful to
management”.
J. Batty:
“Management Accounting is the term used to describe the accounting methods, systems
and techniques which, coupled with special knowledge and ability, assist management
in its task of maximizing profits or minimizing losses”.
Brown and Howard:
“The essential aim of management accounting should be to assist management in
decision making and control”.
N.K. Bose:
“Management Accounting is accounting for effective management”. Different authors
and authorities have made an attempt to define ‘Management Accounting’ from different
angles. It has transpired from almost all the definitions that management accounting
deals with presentation of accounting information to the management for the purpose of
assisting them in discharging the functions of management more efficiently. The major
thrust of the definitions is on presentation of information rather than on collection. There
is a general agreement of opinion amongst all the authors that management accounting
is basically concerned with recording, analyzing and presentation of accounting
information to management in such a way that it becomes more and more useful to them
for planning, organizing, directing and controlling the activities of the organization more
efficiently and economically. Management accounting is an important tool to achieve
3

the objectives of a business enterprise and Batty’s definition suggests that the user
should have special knowledge and ability to handle this important tool.
1.3

SCOPE OF MANAGEMENT ACCOUNTING

Management accounting which is considered to be a new approach to accounting is
immensely useful to management as it helps the management in planning, directing and
controlling the activities of the organization. Besides the above major areas,
management accounting helps the management in other areas too. Hence, the scope of
management accounting is wider than any other branch of accounting and broadly it
includes the following which form the scope of management accounting:
●

Financial Accounting: By nature, financial accounting is based on historical cost
as it records only those transactions which have already taken place. Undoubtedly,
these records are extremely helpful for planning and control. Planning is of course
based on past information or experience, present situation and future expectation
while controlling may be done through performance appraisal taking the recorded
facts and figures as the basis. So., financial accounting is also included within the
scope of management accounting.

●

Cost Accounting: Cost accounting methods and techniques are applied basically
for the purpose of determination of the true cost of production, fixing the selling
price, providing a basis to the management for decision making and controlling the
cost. Certain cost accounting tools like standard costing, marginal costing,
differential costing, responsibility accounting and budgeting etc. are extremely
useful to the management for drawing up various plans and programmes, policy
formulation and decision making etc. These tools and techniques of cost accounting
are frequently used by management accounting and as such management accounting
includes within its scope cost accounting also.

●

Budgeting and Forecasting: Budgeting refers to preparation of a blue print for
future course of action and it lays down the targets to be achieved and policies to be
followed during a specified future period. The standards and targets are set for
various departments with authority delegated to various departmental heads for
fulfilling the same. From time to time actual performance is reviewed and compared
with the budget figures and in this way the management gets some idea about the
working of the various departments. Forecasting involves predicting the future on
the basis of a given set of conditions, like estimating the future demands in order to
gear up production. Therefore, management accounting embraces within its scope
both budgeting and forecasting.

●

Inventory Control: Inventory refers to stock of raw materials held for the purpose
of converting them into finished goods, work in progress representing semi
manufactured goods lying in the factory, and the stock of finished goods available
for sale. Proper valuation of inventory is essential for the purpose of correct
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determination of profit. Similarly proper control of inventory is also essential for
the purpose of overcoming certain problems associated with over and under
stocking of inventories. Management accounting helps the management in deciding
many important issues connected with buying, storing and holding of inventories
from the point of buying till the point of consumption for the purpose of exercising
more effective control over inventories. Hence, inventory control is also included
within the scope of management accounting.
●

Reporting to Management: Reporting to management is an important part of
management accounting. The management is posted with information relating to
various activities of the organization from time to time which helps the management
in controlling the operations. Management accounting reports are prepared and
presented in various forms using graphs, charts, diagrams, tables etc. so that
management can understand and appreciate them in a better way and can initiate
control measures on the basis of such reports whenever needed.

●

Financial Analysis and Interpretation: Financial statements comprising the
Trading Account, the Profit & Loss Account, the Balance Sheet, the Cash Flow and
Fund Flow Statements etc. are prepared and presented annually by every
undertaking. Such statements are usually prepared in a conventional and technical
manner according to requirements of law. Everyone cannot understand such
technical complicated financial statements. Management accounting undertakes an
in-depth analysis of all such statements and interprets them and presents the
conclusion drawn to the management in a simple and non-technical manner. It helps
the management not only in understanding the significance of the financial
information but also in taking appropriate policy decisions. Therefore, financial
analysis and interpretation is also included with the scope of management
accounting

●

Control Accounting: Almost all concerns have their own control system.
Management accounting helps in developing a control mechanism within the
organization in order to enable the management to exercise effective control over
the various activities of the organization to ensure optimum, efficient and economic
utilization of limited available resources.

●

Internal Check and Internal Audit: Internal check, internal audit, efficiency audit
and management audit are other devices designed to detect weak-spots,
inefficiencies, wastages and losses etc. within the organization. Performance
evaluation and responsibility accounting will further help the management in fixing
the responsibility on those individuals authorized for spending and controlling
expenditures in their own department. So, these control devices are also included
within the scope of management accounting.

●

Tax Planning and Administration: Planning and administration of tax matters like
computing the correct taxable income or sales and determining the tax liability
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thereon, submitting the return of income and turnovers etc. and complying with the
various statutory obligations, representing the company before the tax authorities
etc. are also embodied within the scope of management accounting. Management
accountant helps the management with his expert advice on tax matters.
●

1.4

Office Administration: Management accounting helps the management in
organizing the office to ensure systematic and quick processing of papers,
preserving records and files, using appropriate filing and indexing systems and other
labour saving devices etc. Setting up a communication network for free and quick
flow of information and reporting to management etc. are also included within the
ambit of management accounting.
FUNCTIONS OF MANAGEMENT ACCOUNTING

Management accounting is essentially a study of the managerial aspect of accounting
and as such it is primarily concerned with collecting, classifying, analyzing, interpreting
and presenting accounting information to the management for the purpose of enabling
the management to conduct and control the activities of the undertaking more efficiently,
economically and smoothly. The following are the important functions of management
accounting:
● To help management in planning and forecasting: Planning involves assessing the
future and making provision for it accordingly. Forecasting involves a scientific
prediction about the future. Both are essential for achieving the objectives of the
organization. Hence the primary function of management accounting is to help the
management in planning and forecasting for the future. With tools like budgeting,
standard costing, marginal costing, fund flow and cash flow analysis technique, trend
ratios and probability analysis etc. it can help the management in determining the
targets, standards and goals for the undertaking. These tools of management
accounting are extremely useful for planning and forecasting.
● To help in modifying the crude data: Function of management accounting includes
modifying the crude accounting information with a view to make them more and
more useful to management for decision making. Management accounting uses
various statistical devices for analyzing, classifying, tabulating and presenting the
information in a more clear and concise manner to the management so as to suit their
requirement
● To help in analyzing and interpreting financial statements: Financial statements
like the Profit and Loss account and the Balance Sheet etc. are usually prepared in a
technical manner based on certain accounting concepts and conventions and
according to requirements of law which everyone cannot understand. Management
accounting, with its various tools of financial analysis like comparative statements,
common size statements, ratio analysis, trend analysis, cash and fund flow analysis
techniques analyses and interprets the financial statements and presents the
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conclusion drawn from such analysis to the management in a very simple and nontechnical language so that they can understand and appreciate and utilize the
information for policy making.
● To help in setting up control devices: An important function of management
accounting is to help the management in controlling the activities of the organization
in a most effective manner. This is done by means of performance appraisal and
setting up of standards for various individuals and departments. The actual
performance is reviewed from time to time and compared with the predetermined
standards. The deviations are calculated and corrective measures are taken to control
the unfavorable trends. Management accounting tools like standard costing and
budgetary control are extremely useful for controlling the operations.
● To help in communicating: Management accounting helps in setting up a
communication network to communicate internally and externally with the outside
world. This is done with the help of reports prepared both for internal and external
use.
● To help in co-coordinating: Coordination is essential for smooth running of the
enterprise. It implies linking up one department with the other department in such a
way so that all the departments work collectively in a harmonious and systematic way
for achieving the objectives of the organization. Management accountant acts as a
coordinator and coordinates the activities of various departments through budgeting.
Better coordination results in a high degree of efficiency and higher profitability.
● To help the management in taking strategic decisions: There are certain strategic
decisions which are extremely difficult for the management to take independently
like making or buying, lease or buy, replace or repair, adding a new product, dropping
an existing product and diversification etc. Management accounting examines the
financial implications of such decisions on the basis of cost –benefit analysis and
prepares and presents analytical information of various alternative decisions with a
view to enabling the management to choose the best from amongst various
alternatives.
● To disseminate information to various levels of management: The function of
management accounting is to ensure free flow of information to various levels of
management for policy formulation and decision making. The top level management
frames the broader policies and passes on the same to the lower level management
for execution. Management accountant has to supply information to different levels
of management so that any further decision needed may be taken within the policy
guidelines framed by the top level management.
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1.5

RELATIONSHIP
BETWEEN
MANAGEMENT ACCOUNTING

COST

ACCOUNTING

AND

The fundamental objectives of cost accounting are (i) ascertainment of correct cost of
production, (ii) fixation of selling price, (iii) providing a basis for managerial decision
making and (iv) to enable the management to exercise control over cost. Hence , cost
accounting helps the management not only in calculating the cost but also in decision
making and control and it is mainly for this reason that most of the tools and techniques
of cost accounting are being used by management accounting for helping the
management in planning and controlling the operations. In fact management accounting
uses the cost information derived from costing records for presenting information to
management. However, the scope and functions of management accounting are much
wider than that of cost accounting as it has to perform many more functions. Both cost
accounting and management accounting are complementary in nature and both are
equally essential for running an enterprise more efficiently, smoothly and economically.
The mechanism of management accounting can be successfully operated only if there
exists a well-established costing system. In spite of some similarity, there are some
differences between cost accounting and management accounting.
The following are the basic differences between cost accounting and management
accounting:
1. Objectives: The fundamental objectives of cost accounting are ascertainment of
cost of production, fixation of selling price, providing a basis for managerial
decision making and cost control. But the primary objective of management
accounting is to provide information to management for a variety of purposes.
2. Scope: The scope of management accounting is wider than that of cost accounting
as it includes within its scope financial accounting, cost accounting, financial
statement analysis, tax planning and administration, revaluation accounting and
reporting to management etc. while cost accounting includes within its scope the
aforesaid four functions.
3. Nature: In cost accounting both past and present figures are used while
management accounting is more concerned with projection of data for the future.
4. Type of data used: In cost accounting only those transactions are recorded which
can be quantified or expressed in terms of money but management accounting uses
both monetary and non-monetary information.
5. Development: The great industrial revolution in England contributed a lot in
developing cost accounting as financial accounting owing to some inherent
limitations failed to satisfy the information needs of the management while
management accounting is of recent origin only. It has developed only in the thirty
years or so.
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6. Principles and procedures followed: Cost accounting has certain principles, rules,
procedures, methods and techniques of their own which it has to follow strictly at
all times and under all circumstances while management accounting is at liberty to
adopt and apply any principle, method or technique which better serves the
information needs of the management.
1.6 RELATIONSHIP BETWEEN FINANCIAL
MANAGEMENT ACCOUNTING

ACCOUNTING

AND

Financial accounting is basically concerned with recording of day to day transactions of
the business in a systematic manner so that the concern is in a position to compile the
Profit and Loss account for the accounting period in order to ascertain their profit and
loss and a Balance Sheet as at the close of the accounting period to ascertain the financial
position of the business. Management accounting collects the financial information from
the financial accounting records and other sources like cost accounting records. Such
collected information is modified and presented by management accounting to
management in such a way so that they become more useful to management for planning
and policy making. Thus, management accounting is only an offshoot of financial
accounting. Financial accounting and Management accounting are both complementary
to each other and both are essential for smooth and efficient running of the business. In
spite of this close relationship between the financial accounting and Management
accounting, there are certain fundamental points of difference between them. The main
points of distinction are given as under:
1. Objectives: The basic object of financial accounting is to record the day to day
business transaction in a systematic manner in a set of books for ascertaining the
profit and loss earned by the business during a given year and also to ascertain the
financial position of the business at the close of the accounting period while the
primary object of management accounting is to help the management in planning,
forecasting, organizing, co-coordinating and controlling the operations.
2. Nature: Financial accounting is based on historical cost. It records only those
transactions, which have already occurred. Management accounting on the other
hand, is concerned with projection of data for the future. Financial accounting uses
actual figures but management accounting uses projected or estimated figures.
3. Scope: The scope of management accounting is wider than that of financial
accounting. Management accounting includes within its purview cost accounting,
statistical methods, administration of tax matters, management information system
and financial statement analysis etc. But financial accounting includes within its
scope only two functions, i.e., ascertainment of profitability for the accounting
period and financial position of the concern on a definite date.
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4. Subject Matter: The function of financial accounting is restricted to ascertainment
of profitability of the business as a whole for a given period and determination of
the financial position of the concern on a definite point of time. Management
accounting does the same thing but in greater detail throwing light on the results of
each department, division or cost center separately.
5. Compulsion: Maintenance of financial accounts is compulsory in case of certain
undertakings under various laws but management accounting is not at all
compulsory under any law.
6. Type of data used: In financial accounting only those transactions are recorded
which are capable of being expressed in terms of money while in management
accounting the data dealt with may be both quantitative and qualitative.
7. Precision or degree of accuracy: In financial accounting only actual figures are
used in order to ensure a high degree of accuracy and there is no scope for using
approximate figures while in management accounting approximate or projected
figures are considered more relevant and useful for decision making.
8. Reporting: Financial accounting is usually a matter of legal necessity. Financial
accounts are prepared mainly for ascertaining profitability and financial position
and its reports are made available to all outsiders interested in the company. Its
report is also kept for internal use by management. Management accounting is
installed primarily for the benefit of the management. It is usually confidential in
nature and therefore its reports are made available only for the exclusive use of the
management.
9. Frequency of reporting: Financial accounts are prepared at the end of the
accounting period and then only it is reported to all concerned. It is reported only
once in a year but management accounting reports are prepared and presented to
management as and when required by management. It is reported more frequently.
10. Accounting principles: Financial accounts are maintained strictly according to
some accepted accounting principles, concepts and conventions but no such
principles are followed in management accounting. Management accountant is at
liberty to adopt any method or technique, which may be considered appropriate to
suit the needs of the management.
11. Periodicity: According to periodicity concept, financial accounts are prepared for
a period of one year. In management accounting, there is no such specified period
fixed for preparation of management accounting reports.
12. Publication of Reports: Under the Indian Companies Act, 1956, every registered
company is required to furnish a copy of their Profit and Loss Account and Balance
Sheet duly audited by the company’s auditor to the members of the company before
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holding the annual general meeting of the company. Copies of annual accounts are
also required to be made available to various government departments, financial
institutions and banks etc. Therefore, financial accounts are generally published in
the form of a printed booklet while management accounting reports are highly
confidential in nature and they are meant for internal use of the management. So,
there is no question of publication of management accounting reports.
13. Audit: financial accounts are compulsorily required to be audited in case of certain
undertaking under various statutes but there is no scope for audit of management
accounting records, as they are not based on actual figures.
1.7

LIMITATIONS OF MANAGEMENT ACCOUNTING

Management accounting suffers from the following limitations:
1. It is based on accounting information: Management accounting information is
based on data furnished by cost accounting and financial accounting. Therefore, the
correctness of the decisions taken by management depends to a great extent on the
reliability, authenticity and accuracy of the data on which the decisions are based. If the
data furnished by cost accounting or financial accounting are not reliable then the
decisions taken by management accounting on the basis of such data will also be
incorrect.
2. Its user may have lack of knowledge: The person using management accounting
techniques must be well conversant with a number of allied subjects like financial
accounting, cost accounting, economics, law, principles of management and statistical
methods. Lack of knowledge of any subject on the part of the user will limit the
usefulness of management accounting.
3. Intuitive decisions of the user affect the usefulness: Under management accounting
decisions are made on the basis of some scientific analysis supported by facts and
figures. Sometimes, management may avoid such a long drawn process of arriving at a
decision and adopt a shortcut approach of decision making using their intuition. Such
intuitive decisions very often limit the utility of management accounting.
4. It is not a substitute to administration: The tools and techniques of management
accounting are applied for presenting information with a view to helping the
management in their decision making process. Management has to take decisions on the
basis of such information provided by management accounting. So, management
accounting can furnish only the information and not the decision. Hence, it is not an
alternative to administration.
5. It is highly expensive: The installation of a management accounting system calls for
a radical change in the organization structure of the undertaking which is, indeed, a very
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costly affair beyond the affordable range of small concerns. Only big enterprises can
afford to support the cost of using management accounting.
6. It is still in an evolutionary stage: Management accounting has not yet reached its
finished form. It is still in an evolutionary stage. Hence, the conclusion drawn from
analysis of data using the tools and techniques of management accounting may not
always be uniform and correct.
7. It is affected by personal bias of the user: The conclusions drawn from analysis and
interpretation of financial data using the tools and techniques of management accounting
should be based on objective assessment of facts. The correctness of conclusions drawn
depends upon the professional competence of the user. It is also essential that the user
should be unbiased. But in practice, personal prejudices and biases of the user very often
affect the objectivity of the decisions. Possibility of psychological resistance from
different corners: The installation of a management accounting system calls for a radical
change in the organization structure of the company with too many rules and regulations
required to be framed for its working. Since its installation affects the present set up so
there is a strong possibility of resistance from different corners.
1.8

MANAGEMENT ACCOUNTING PRINCIPLES

Management Accounting Principles are largely internal, but certain accepted principles
of financial accounting are applicable to management accounting too. All these accepted
principles have been developed over the years and they have now taken the form of
conventions and form the very basis of the accounting system serving as a guide to sound
accounting practices.
The important principles of management accounting are as follows:
● Accounting concerns itself with the recording of business transactions only.
● As far as possible, costs and revenues should be properly matched.
● Profits should be credited on realization basis while losses should be provided in
advance.
● The methods, procedures and principles should be consistent.
● The principles of matching costs with revenues should be strictly followed.
● The entire accounting information, past, present or future, in any form should be
designed to meet the particular needs of the business.
● The principle of reporting by exceptions should be followed while presenting
information to management.
● The object of control at source accounting be followed. It means that control
mechanism should be established at the point where costs are incurred
● The accounting records should be kept as objective as possible.
● A profit cannot be said to be earned unless capital employed is maintained intact in
real terms.
● For measuring the efficiency of business, techniques of measuring the returns on
capital should be adopted.
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The management information should be fully integrated.
Overhead costs should be apportioned to the cost centers and recovered by products.
The basis for recovery may be either the benefit received for fixed costs or
responsibility incurred for variable costs.
Management accounting must attempt to show whether the resources of the business
are most effectively utilized.
Responsibility should be identified on the basis of the distinction between
controllable and non-controllable costs.
Management accounting should be forward looking.
The means of recording accounting information and presenting it to the
management should be most appropriate.
Reports and statements should not be used as a substitute for personal contacts with
the persons at the higher levels of authority
LET US SUM UP

In this unit we have discussed the following:
● The meaning and nature of Management accounting
● The functions performed by management accounting
● The scope of management accounting
● That management accounting suffers from certain limitations
● What distinguishes it from cost accounting
● The difference between financial accounting and management accounting, and the
principles of management accounting
1.10
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KEY WORDS
Management: Management is a process of planning, decision making, organizing,
leading, motivation and controlling the human resources, financial, physical, and
information resources of an organization to reach its goals efficiently and
effectively.
Accounting: Accounting or accountancy is the measurement, processing, and
communication of financial and non-financial information about economic entities
such as businesses and corporations
Budgeting: Budgeting is the process of creating a plan to spend your money. This
spending plan is called a budget. Creating this spending plan allows you to
determine in advance whether you will have enough money to do the things you
need to do or would like to do
Inventory: Inventory or stock is the goods and materials that a business holds for
the ultimate goal of resale. Inventory management is a discipline primarily about
specifying the shape and placement of stocked goods.
Internal Audit: Internal Audit is a department or an organization of people within
a company that is tasked with providing unbiased, independent reviews of systems,
business organizations, and processes.
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Financial Analysis: Financial analysis is the process of evaluating businesses,
projects, budgets, and other finance-related transactions to determine their
performance and suitability.
Accounting Principles: Accounting principles are the rules and guidelines that
companies must follow when reporting financial data. The Financial Accounting
Standards Board (FASB) issues a standardized set of accounting principles in the
U.S. referred to as generally accepted accounting principles (GAAP)
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MODEL QUESTIONS

Q1:

Define Management Accounting. Discuss briefly the functions of management
accounting.
Discuss the scope and limitations of management accounting.
Bring out clearly the points of distinctions between cost accounting and
management accounting.
State the points of differences between management accounting and financial
accounting.
Narrate the principles of management accounting.
What is Internal Check?
What is Internal Audit?
What is Control Accounting?
What do you understand by interpreting financial statements?
What do you mean by strategic decisions?
How can management accounting help in planning and forecasting?
How can management accounting help in coordinating?
What are the fundamental objectives of cost accounting?
Mention five points of distinction between cost accounting and management
accounting.
Write two sentences on the scope of cost accounting and management
accounting?

Q2:
Q3:
Q4:
Q5:
Q6:
Q7:
Q8:
Q9:
Q10:
Q11:
Q12:
Q13:
Q14:
Q15:
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Q16: Does cost accounting follow some accepted principles and procedures?
Q17: What type of data is being used in management accounting?
Q18: Mention five distinctions between financial accounting and management
accounting.
Q19: Mention five limitations of management accounting.
Q20: Why is it said that management accounting is not a substitute to administration?
Q21: Is management accounting based on data provided by financial accounting and
cost accounting?
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2.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know
● The steps involved in management accounting process
● The tools of management accounting.
● The techniques used in management accounting.
2.1

INTRODUCTION

Accounting systems are designed to produce financial information about an economic
entity to supply to those who need it and to those who have a right to receive it. The
ultimate objective of the accounting system is, therefore, the use of information
generated through the process of book-keeping, its analysis and interpretation. The
branch of accounting that fulfils the informational needs and rights of the internal parties
of the organisation is termed as internal accounting and more commonly as Management
Accounting.
The Chartered Institute of Management Accountants, London, defines Management
Accounting as, "the application of professional knowledge and skill in the preparation
of accounting information in such a way as to assist management in the formation of
policies and in the planning and control of the operations of the undertaking". The
Management Accounting Team of the Anglo-American Council of Productivity has also
defined it in a more-or-less similar fashion. For the Council, Management Accounting
is the presentation of accounting information in such a way as to assist management in
the creation of policy and in the day-to-day operations of an undertaking.
The American Accounting Association (AAA) defines Management Accounting
slightly in a different way. According to the Association, "Management Accounting is
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the application of appropriate techniques and concepts in processing historical and
projected economic data of an entity to assist management in establishing plans for
reasonable economic objectives in the making of rational decisions with a view towards
achieving these objectives".
Besides the purpose and aim, the AAA's definition stresses two important points. First,
Management Accounting uses certain tools and techniques for the purpose of generating
accounting information; and, secondly, it does not restrict itself to the use of historical
data alone. It also uses the projected future data and non-accounting information in the
decision-making process. From the foregoing analysis it is clear that Management
Accounting is a process of generating accounting information by applying appropriate
accounting tools and techniques and communicating the information so generated to the
interested internal parties especially to the management to facilitate policy formulation,
planning and controlling the activities of the organisation.
2.2

STEPS IN MANAGEMENT ACCOUNTING PROCESS

The process of accounting information generation involves a sequence of steps. A
functional definition given by the International Federation of Accountants vividly lists
the various steps involved. A brief description of each of the steps, as stated in the
preface of the Statements of International Management Accounting will be in order.
● Identification: The recognition and valuation of business transactions and other
economic events for appropriate accounting actions.
● Measurement: The quantification, including estimates, of business transactions
or other economic events that have occurred or may occur.
● Accumulation: The disciplined and consistent approach to recording and
classifying appropriate business transactions and other economic events.
● Analysis: The determination of the reasons for and the relationship of the
reported activity with other economic events and circumstances.
● Preparation and Interpretation: The meaningful coordination of accounting
and/or planning data to satisfy the need for information presented in a logical
format and, if appropriate, to include the conclusion drawn from that data.
● Communication: The reporting of pertinent information to management and
others for internal and external use.
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2.3

TOOLS OF MANAGEMENT ACCOUNTING

The various tools used at present in management accounting may be classified into the
following groups.
1. Based on Financial Accounting Information

●
●
●
●

Analysis of Financial Statements through Ratio Analysis.
Analysis of Financial Statements through comparative statements, trend,
graph and diagram.
Fund flow and cash flow analysis.
Return on capital employed techniques.

2. Based on Cost Accounting Information






Marginal costing (including cost volume profit analysis).
Direct or incremental Costing and differential costing.
Standard Costing.
Analysis of Cost Variances.

3. Based on Mathematics

●
●
●
●
●

Operations Research.
Linear Programming.
Network analysis.
Queuing theory and Games Theory.
Simulation Theory.

4. Based on Future Information

●
●
●
●

Budget and Budgeting.
Budgetary control: Analysis of Budget Variance / Revenue Variance.
Business Forecasting.
Project Appraisal or Evaluation.

5. Miscellaneous Tools

●
●
●
●
●
●

Managerial Reporting.
Integrated Auditing.
Financial Planning.
Revaluation Accounting.
Decision making Accounting.
Management Information System.
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2.4

IMPORTANT
ACCOUNTING

TECHNIQUES

USED

IN

MANAGEMENT

Some of the important tools and techniques are briefly explained below.
1. Financial Planning
The main objective of any business organization is maximization of profits. This
objective is achieved by making proper or sound financial planning. Hence, financial
planning is considered as the best tool for achieving business objectives. In general
usage, a financial plan is a comprehensive evaluation of an individual's current pay and
future financial state by using current known variables to predict future income, asset
values and withdrawal plans
The financial planning process is a logical, six-step procedure:
● Determining your current financial situation.
● Developing financial goals.
● Identifying alternative courses of action.
● Evaluating alternatives.
● Creating and implementing a financial action plan, and.
● Reevaluating and revising the plan.
2. Financial Statement Analysis
Profit and Loss account and Balance Sheet are important financial statements. These
statements are analyzed for different periods. This type of analysis helps the
management to know the rate of growth of business concern. This analysis is done
through comparative financial statements, common size statements and ratio analysis.
There are various methods and techniques to perform Financial Statement Analysis.
However, the most common methods of financial statement analysis include:
● Horizontal
● Vertical analysis
● Ratio analysis
Horizontal Analysis: A horizontal analysis is a two-year comparison of analysis of the
financial statements and its elements. It is also referred to as trend analysis, usually
expressed in monetary terms and percentages. This comparison provides analysts with
insight into the aspects that could contribute significantly to the financial position or
profitability of the organization.
Vertical Analysis: Vertical analysis is a financial statement analysis technique in which
every line item of the financial statements is listed as percentages, based on a figure
within the financial statement. The line items on the income statement could be stated
as percentages of the gross sales, while the line items on the balance sheet could be
stated as percentages of the total assets or liabilities. And in case of cash flow, every
inflow or outflow of cash could be stated as a percentage of total cash inflows.
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Ratio Analysis: A ratio between two quantities is used for representing the relationships
between different figures on the profit and loss account, balance sheet, cash flow
statement or such other accounting records. It is a form of Financial Statement Analysis,
used for obtaining a quick indication of the organization’s financial performance in
various key areas.
3. Cost Accounting
Cost accounting presents cost data in product wise, process wise, department wise,
branch wise and the like. These cost data are compared with predetermined one. This
comparison of two costs enables the management to decide the reasons responsible for
the difference between these costs.
Types and Classification of Cost Accounting
● Activity Based Costing
● Lean Accounting
● Standard Accounting
● Marginal Costing
4. Fund Flow Analysis
This analysis finds out the movement of funds from one period to another. Moreover,
this analysis is very useful to know whether the fund is properly used or not in a year
when compared to the previous year. The working capital changes and funds from
operation are also found through this analysis.
5. Cash Flow Analysis
The movement of cash from one period to another can be found out through this analysis.
Besides, the reasons for cash balance and changes between two periods are also found
out. It studies the cash from operation and the movement of cash in a period.
6. Standard Costing
Standard costing is predetermined cost. It provides a yardstick for measuring actual
performance. It is used to find the reasons for the deviations if any. Standard cost
systems aid in planning operations and gaining insights into the probable impact of
managerial decisions on cost levels and profits. Standard costs are used for:

● Establishing budgets.
● Controlling costs, directing and motivating employees, and measuring
●
●
●
●

efficiencies.
Promoting possible cost reduction.
Simplifying costing procedures and expediting cost reports.
Assigning costs to materials, work in process, and finished goods inventories.
Forming the basis for establishing bids and contracts and for setting sales prices
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7. Marginal Costing
Marginal costing technique is used to fix the selling price, selection of best sales mix,
best use of scarce raw materials or resources, to make or buy decisions, acceptance or
rejection of bulk order and foreign order and the like. This is based on the fixed cost,
variable cost and contribution. Marginal Costing assists the managers in taking an end
number of business decisions, such as replacement of machines, discontinuing a product
or service, etc. It also helps the management in ascertaining the appropriate level of
activity, through break even analysis, that reflects the impact of increasing or decreasing
production level, on the company’s overall profit.
8. Budgetary Control
Under Budgetary control techniques, future financial needs are estimated and arranged
according to an orderly basis. It is used to control the financial performances of business
concern. Business operations are directed in a desired direction. The main objectives of
budgetary control are the follows:
● To ensure planning for the future by setting up various budgets, the requirements
and expected performance of the enterprise are anticipated.
● To operate various cost centers and departments with efficiency and economy.
● Elimination of wastes and increase in profitability.
● To anticipate capital expenditure for future.
● To centralize the control system.
● Correction of deviations from the established standards.
9. Revaluation Accounting
The fixed assets are revalued as per the revaluation accounting method so that the capital
is properly represented with the assets value. It helps to find out the fair return on capital
employed.
10. Decision-making Accounting
A business problem can be solved by choosing any one of the best and most profitable
alternatives. To select such an alternative, the relevant costs are compared. Thus,
accounting information is used to solve the business problem which is arising out of
increasing complexity of the nature of business.
11. Management Information System
The free flow communication within the organization is essential for effective
functioning of business. Hence, the management can design the system through which
every employee of an organization can assess the information and use it for discharging
their duties and making quality decisions. Following are the characteristics of an MIS:
● It should be based on long-term planning.
● It should provide a holistic view of the dynamics and the structure of the
organization.
● It should work as a complete and comprehensive system covering all
interconnecting subsystems within the organization.
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● It should be planned in a top-down way, as the decision makers or the
management should actively take part and provide clear direction at the
development stage of the MIS.
● It should be based on the need of strategic, operational and tactical information
of managers of an organization.
● It should also take care of exceptional situations by reporting such situations.
● It should be able to make forecasts and estimates, and generate advanced
information, thus providing a competitive advantage. Decision makers can take
actions on the basis of such predictions.
● It should create linkage between all subsystems within the organization, so that
the decision makers can take the right decision based on an integrated view.
● It should allow easy flow of information through various sub-systems, thus
avoiding redundancy and duplicity of data. It should simplify the operations with
as much practicability as possible.
● Although the MIS is an integrated, complete system, it should be made in such
a flexible way that it could be easily split into smaller subsystems as and when
required.
● A central database is the backbone of a well-built MIS.
12. Management Reporting
The management accountant is preparing the report on the basis of the contents of profit
and loss account and balance sheet and submitting the same before the top management.
Thus prepared reports disclose the strength and weakness indifferent areas of operating
activities and financial activities. These identification are highly useful to management
for exercising control and decision-making. The benefits of a good management
reporting system are:
● Increase communication
● Improves productivity, accuracy and timeliness
● Improves decision-making and efficiency within organization
● Identifying potential problems early, when you still have time to act on them
● Cost efficiency
● Customer focus
13. Historical Cost Accounting
It means that costs are recorded after being incurred. This is used for comparing with
predetermined costs to evaluate performance.
14. Ratio Analysis
Ratio analysis can be defined as the process of ascertaining the financial ratios that are
used for indicating the ongoing financial performance of a company using few types of
ratios such as liquidity, profitability, activity, debt, market, solvency, efficiency, and
coverage ratios and few examples of such ratios are return on equity, current ratio, quick
ratio, dividend payout ratio, debt-equity ratio, and so on.
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It is used to manage the discharge of its basic functions of forecasting, planning,
coordination, communication and control. It paves the way for effective control of
business operations by undertaking an appraisal of both the physical and monetary
targets.
Ratio analysis is a process used for the calculation of financial ratios or in other words,
for the purpose of evaluating the financial wellbeing of a company. The values used for
the calculation of financial ratios of a company are extracted from the financial
statements of that same company.
15. Decision Making:
Whenever there are different alternatives of doing a particular work, it becomes
necessary to select the best out of all alternatives. This requires decision on the part of
the management. The management accounting helps the management through the
techniques of marginal costing, capital budgeting, differential costing to select the best
alternative which will maximise the profits of the business.
16. Revaluation Accounting
The management accountant, through this technique ensures the maintenance and
preservation of the capital of the enterprise. It brings into account the impact of changes
in the prices on the preparation of the financial statements.
17. Statistical and Graphical Techniques
The management accountant uses various statistical and graphical techniques in order
to make the information more meaningful and presentation of the same in such form so
that it may help the management in decision-making. The techniques used are Master
Chart, Chart of Sales: and Earnings, Investment Chart, Linear Programming, Statistical
Quality Control, etc.
2.5

LET US SUM UP

Accounting, over the years, has grown from simple score-keeping and reporting to a
subject with an advisory capacity to aid in a complex and continuous process of
decision-making in large complex organizations. Today accountants have come to
occupy corporate executive positions. Accounting knowledge and information
processing are considered essential for effective and efficient performance of selecting
the best course of action from among the available alternatives. As a developing subject
with a dynamic nature it has come a long way from the mere use of traditional techniques
and tools. At present, accounting is able to provide a more strategic business orientation.
Management Accounting, if adopted and practiced with all its features, would no doubt
bring about better control and better performance in any kind of organisation.
Cooperatives, especially in the developing countries, have so much to gain by adopting
the Management Accounting tools and techniques in their day-to-day operations.
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2.6

KEYWORDS

● Financial Information: Financial information is data about the monetary
transactions of a person or business. This information is used to derive estimates of
credit risk by creditors and lenders.
● Internal Control: Internal control, as defined by accounting and auditing, is a
process for assuring of an organization's objectives in operational effectiveness and
efficiency, reliable financial reporting, and compliance with laws, regulations and
policies.
● Bookkeeping: Bookkeeping is the recording, on a day-to-day basis, of the financial
transactions and information pertaining to a business. It ensures that records of the
individual financial transactions are correct, up-to-date and comprehensive.
● CIMA: CIMA is the world's largest professional body of management accountants.
We offer the most relevant finance qualification for business.
● ROI: Return on Investment (ROI) is a performance measure used to evaluate the
efficiency of an investment or compare the efficiency of a number of different
investments.
● Financial Analysis: Financial analysis refers to an assessment of the viability,
stability, and profitability of a business, sub-business or project.
● Revaluation Account: A Revaluation Account is prepared in order to ascertain net
gain or loss on revaluation of assets and liabilities and bringing unrecorded items
into books.
● Quality Control: Quality control (QC) is a process through which a business seeks
to ensure that product quality is maintained or improved.
2.7
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2.8

MODEL QUESTIONS

Q1:
Q2:
Q3:
Q4:

Briefly describe the steps of Management Accounting.
What are the tools of Management Accounting?
Explain the important techniques used in management accounting.
What is financial statement analysis? State the difference between Horizontal
Analysis & Vertical Analysis.
What is a Management Information System? What are the important
characteristics of MIS?
Write short notes on the followings:
a) Revaluation Accounting
b) Management Reporting
c) Standard Costing
d) Marginal Costing

Q5:
Q6:
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