CORE MANAGERIAL ACCOUNTING PRINCIPLES

UNDERSTANDING THE CORNERSTONE: CORE MANAGERIAL ACCOUNTING PRINCIPLES FOR BUSINESS SUCCESS

CORE MANAGERIAL ACCOUNTING PRINCIPLES ARE THE BEDROCK UPON WHICH INFORMED BUSINESS DECISIONS ARE BUILT, PROVIDING
VITAL INSIGHTS THAT GUIDE OPERATIONS, STRATEGY, AND ULTIMATELY, PROFITABILITY. UNLIKE FINANCIAL ACCOUNTING, WHICH
FOCUSES ON EXTERNAL REPORTING, MANAGERIAL ACCOUNTING IS GEARED TOW ARDS INTERNAL STAKEHOLDERS — MANAGERS AND
EMPLOYEES — EMPOWERING THEM WITH THE DATA THEY NEED TO PERFORM THEIR DUTIES EFFECTIVELY. THIS ARTICLE WILL DELVE
DEEP INTO THESE FUNDAMENTAL PRINCIPLES, EXPLORING THEIR PURPOSE, KEY CONCEPTS, AND PRACTICAL APPLICATIONS. WEe
WILL NAVIGATE THE LANDSCAPE OF COST BEHAVIOR, EXPLORE BUDGETING TECHNIQUES, UNDERSTAND PERFORMANCE
MEASUREMENT, AND TOUCH UPON THE STRATEGIC ROLE MANAGERIAL ACCOUNTING PLAYS IN DRIVING ORGANIZATIONAL GROW TH.
BY MASTERING THESE PRINCIPLES, BUSINESSES CAN ACHIEVE GREATER EFFICIENCY, CONTROL COSTS, AND POSITION THEMSELVES
FOR SUSTAINED SUCCESS IN TODAY'S DYNAMIC MARKETPLACE.
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UNDERSTANDING THE PURPOSE OF MANAGERIAL ACCOUNTING

AT ITS HEART, MANAGERIAL ACCOUNTING IS ABOUT PROVIDING THE INFORMATION MANAGERS NEED TO DO THEIR JOBS BETTER.
THINK OF IT AS THE INTERNAL GPS FOR YOUR BUSINESS, HELPING YOU NAVIGATE COMPLEX OPERATIONAL CHALLENGES AND
CHART A COURSE TOWARDS YOUR GOALS. |TS PRIMARY PURPOSE IS TO SUPPORT PLANNING, CONTROLLING, AND DECISION=
MAKING ACTIVITIES WITHIN AN ORGANIZATION. |T'S NOT ABOUT PRESENTING A NEAT, AUDITED PICTURE FOR THE OUTSIDE
\WORLD, IT'S ABOUT DIGGING INTO THE NITTY-GRITTY OF HOW THINGS WORK INTERNALLY TO FIND OPPORTUNITIES FOR
IMPROVEMENT AND TO SPOT POTENTIAL PROBLEMS BEFORE THEY ESCALATE.

THIS INTERNAL FOCUS MEANS THAT MANAGERIAL ACCOUNTING REPORTS ARE OFTEN MORE DETAILED AND FREQUENT THAN
FINANCIAL REPORTS. THEY CAN BE TAILORED TO SPECIFIC DEPARTMENTS, PROJECTS, OR EVEN INDIVIDUAL MANAGERS, PROVIDING
HIGHLY RELEVANT DATA. THE ULTIMATE AIM IS TO ENHANCE OPERATIONAL EFFICIENCY, IMPROVE RESOURCE ALLOCATION, AND
DRIVE PROFITABILITY BY EQUIPPING LEADERS WITH ACTIONABLE INSIGHTS. |T°S ABOUT UNDERSTANDING THE “WHY’ BEHIND THE
NUMBERS, NOT JUST THE “WHAT’.

Key Core MANAGERIAL ACCOUNTING PRINCIPLES

CosT BeHAVIOR AND CLASSIFICATION

UNDERSTANDING HOW COSTS BEHAVE IS A CORNERSTONE OF EFFECTIVE MANAGERIAL ACCOUNTING. WITHOUT THIS
FOUNDATIONAL KNOWLEDGE, IT’S IMPOSSIBLE TO ACCURATELY PREDICT HOW CHANGES IN PRODUCTION OR SALES VOLUME WILL
IMPACT OVERALL EXPENSES. COSTS ARE TYPICALLY CLASSIFIED BASED ON THEIR RELATIONSHIP TO CHANGES IN BUSINESS
ACTIVITY. THIS CLASSIFICATION HELPS MANAGERS MAKE BETTER PREDICTIONS ABOUT FUTURE COSTS AND MAKE MORE INFORMED
DECISIONS ABOUT PRICING AND PRODUCTION LEVELS.



THERE ARE THREE PRIMARY CATEGORIES OF COST BEHAVIOR:

® VARIABLE COSTS: THESE COSTS CHANGE IN DIRECT PROPORTION TO THE LEVEL OF ACTIVITY. FOR EXAMPLE, THE MORE
UNITS YOU PRODUCE, THE MORE RAW MATERIALS You’LL NEED, AND THUS THE HIGHER YOUR RAW MATERIAL COST WILL
BE. IF YOU PRODUCE ZERO UNITS, YOUR VARIABLE COST FOR RAW MATERIALS IS ZERO.

o Fixep CosTS: THESE COSTS REMAIN CONSTANT IN TOTAL, REGARDLESS OF CHANGES IN THE LEVEL OF ACTIVITY WITHIN
A RELEVANT RANGE. RENT FOR YOUR FACTORY, SALARIES OF ADMINISTRATIVE STAFF, AND INSURANCE PREMIUMS ARE
GOOD EXAMPLES. WHETHER You PRODUCE 100 UNITS or 1,000 UNITS, YOUR RENT TYPICALLY STAYS THE SAME FOR
THAT PERIOD.

o Mixep CosTs: ALSO KNOWN AS SEMI-VARIABLE COSTS, THESE COSTS HAVE BOTH A FIXED AND A VARIABLE
COMPONENT. A COMMON EXAMPLE IS A UTILITY BILL WHERE THERE’S A BASE SERVICE CHARGE (FIXED) PLUS A CHARGE
BASED ON USAGE (VARIABLE).

Bevonp BEHAVIOR, COSTS ARE ALSO CLASSIFIED BASED ON THEIR FUNCTION. ProbucT COSTS, WHICH ARE DIRECTLY RELATED
TO THE PRODUCTION OF GOODS, INCLUDE DIRECT MATERIALS, DIRECT LABOR, AND MANUFACTURING OVERHEAD. PerioD COSTS,
ON THE OTHER HAND, ARE EXPENSED IN THE PERIOD THEY ARE INCURRED AND INCLUDE SELLING AND ADMINISTRATIVE EXPENSES.
(UNDERSTANDING THESE DISTINCTIONS IS CRUCIAL FOR ACCURATE PRODUCT COSTING, INVENTORY VALUATION, AND PROFIT
DETERMINATION.

CosT-VoLuMe-ProriT (CVP) ANALYSIS

CosT-VOoLUME-PROFIT (CVP) ANALYSIS IS A POWERFUL TOOL THAT HELPS MANAGERS UNDERSTAND THE RELATIONSHIPS
BETWEEN COSTS, SALES VOLUME, AND PROFITABILITY. IT°S LIKE HAVING A CRYSTAL BALL THAT CAN SHOW YOU THE FINANCIAL
IMPLICATIONS OF DIFFERENT SCENARIOS. BY ANALYZING THESE KEY ELEMENTS, BUSINESSES CAN DETERMINE HOW MANY UNITS THEY
NEED TO SELL TO BREAK EVEN, WHAT SALES VOLUME IS REQUIRED TO ACHIEVE A TARGET PROFIT, AND HOW CHANGES IN COSTS
OR SELLING PRICES WILL AFFECT THEIR BOTTOM LINE. |T’S A CRITICAL COMPONENT OF STRATEGIC PLANNING AND PRICING
DECISIONS.

THE core oF CVVP ANALYSIS LIES IN UNDERSTANDING THE CONCEPT OF THE CONTRIBUTION MARGIN. THE CONTRIBUTION MARGIN
PER UNIT IS THE SELLING PRICE PER UNIT MINUS THE VARIABLE COST PER UNIT. THIS REPRESENTS THE AMOUNT OF REVENUE FROM
EACH UNIT SOLD THAT CONTRIBUTES TOWARDS COVERING FIXED COSTS AND THEN GENERATING PROFIT. THE TOTAL
CONTRIBUTION MARGIN IS THE SUM OF THE CONTRIBUTION MARGINS FROM ALL UNITS SOLD.

Key ouTPUTS FROM CVP ANALYSIS INCLUDE:

o BREAK-EVEN POINT: THIS IS THE LEVEL OF SALES (IN UNITS OR DOLLARS) WHERE TOTAL REVENUES EQUAL TOTAL
COSTS, RESULTING IN ZERO PROFIT AND ZERO LOSS. KNOWING YOUR BREAK-EVEN POINT IS FUNDAMENTAL FOR SURVIVAL.

o TARGET PROFIT ANALYSIS: THIS HELPS DETERMINE THE SALES VOLUME NEEDED TO ACHIEVE A SPECIFIC PROFIT
OBJECTIVE. |T’S ABOUT SETTING GOALS AND UNDERSTANDING WHAT IT TAKES TO GET THERE FINANCIALLY.

o SENSITIVITY ANALYSIS: CVP ANALYSIS ALSO ALLOWS FOR “WHAT-IF’ SCENARIOS. WHAT HAPPENS IF OUR RAW
MATERIAL COSTS INCREASE? WHAT IF WE LOWER OUR SELLING PRICE TO GAIN MARKET SHARE? THIS FLEXIBILITY IS
INVALUABLE FOR ADAPTING TO CHANGING MARKET CONDITIONS.

BUDGETING AND PLANNING

BUDGETING IS ARGUABLY ONE OF THE MOST CRITICAL MANAGERIAL ACCOUNTING PRINCIPLES. |T'S THE PROCESS OF CREATING A



FINANCIAL PLAN FOR A FUTURE PERIOD, OUTLINING EXPECTED REVENUES AND EXPENSES. A WELL-CRAFTED BUDGET SERVES AS A
ROADMAP, GUIDING THE ORGANIZATION TOWARDS ITS FINANCIAL OBJECTIVES. IT>S NOT JUST A FORECAST, IT’S A TOOL FOR
RESOURCE ALLOCATION, PERFORMANCE EVALUATION, AND PROACTIVE MANAGEMENT. W ITHOUT A BUDGET, A BUSINESS IS
ESSENTIALLY SAILING WITHOUT A COMPASS.

THERE ARE VARIOUS TYPES OF BUDGETS, EACH SERVING A SPECIFIC PURPOSE:

o OPERATING BUDGETS: THESE COVER THE DAY-TO-DAY ACTIVITIES OF THE BUSINESS, INCLUDING SALES BUDGETS,
PRODUCTION BUDGETS, DIRECT MATERIALS BUDGETS, DIRECT LABOR BUDGETS, MANUFACTURING OVERHEAD BUDGETS,
AND SELLING AND ADMINISTRATIVE EXPENSE BUDGETS. THEY PAINT A PICTURE OF THE EXPECTED OPERATIONAL FLOW.

¢ FINANCIAL BUDGETS: THESE FOCUS ON THE FINANCIAL RESOURCES OF THE COMPANY, SUCH AS THE CASH BUDGET,
CAPITAL EXPENDITURES BUDGET, AND THE BUDGETED BALANCE SHEET. THESE ARE CRUCIAL FOR MANAGING LIQUIDITY AND
LONG-TERM INVESTMENT.

® MASTER BUDGET: THIS IS A COMPREHENSIVE SET OF INTEGRATED BUDGETS THAT COLLECTIVELY REPRESENT THE
ORGANIZATION'S FINANCIAL PLAN FOR A SPECIFIC PERIOD. |T°S THE GRAND PLAN, BRINGING ALL THE PIECES TOGETHER.

THE BUDGETING PROCESS ITSELF FOSTERS COMMUNICATION AND COORDINATION ACROSS DEPARTMENTS. |T ENCOURAGES
MANAGERS TO THINK CRITICALLY ABOUT THEIR RESOURCE NEEDS AND OPERATIONAL PLANS. FUETHERMORE, BUDGETING PROVIDES
A BENCHMARK AGAINST WHICH ACTUAL PERFORMANCE CAN BE MEASURED, FACILITATING CONTROL AND ACCOUNTABILITY.

PerFORMANCE MEASUREMENT AND CONTROL

ONCE A PLAN IS IN PLACE, MANAGERIAL ACCOUNTING PROVIDES THE TOOLS TO MEASURE ACTUAL PERFORMANCE AND CONTROL
OPERATIONS. THIS PRINCIPLE IS ABOUT KEEPING THE BUSINESS ON TRACK AND IDENTIFYING VARIANCES FROM THE PLAN.
PERFORMANCE MEASUREMENT ALLOWS MANAGEMENT TO ASSESS EFFICIENCY, IDENTIFY AREAS OF UNDERPERFORMANCE, AND
RECOGNIZE AREAS WHERE THE BUSINESS IS EXCEEDING EXPECTATIONS. CONTROL MECHANISMS ARE THEN IMPLEMENTED TO ADDRESS
DEVIATIONS AND ENSURE THAT ORGANIZATIONAL GOALS ARE MET.

V ARIANCE ANALYSIS IS A KEY TECHNIQUE HERE. | T INVOLVES COMPARING ACTUAL RESULTS TO BUDGETED OR STANDARD
AMOUNTS AND INVESTIGATING THE DIFFERENCES. FOR EXAMPLE, IF DIRECT MATERIAL COSTS WERE HIGHER THAN EXPECTED,
VARIANCE ANALYSIS WOULD HELP DETERMINE WHY. W/ AS IT DUE TO INCREASED PRICES, INEFFICIENT USAGE, OR SOMETHING ELSE?
THIS DETAILED EXAMINATION ALLOWS FOR CORRECTIVE ACTIONS TO BE TAKEN PROMPTLY.

ANOTHER IMPORTANT ASPECT IS THE USE OF RESPONSIBILITY ACCOUNTING. THIS APPROACH ASSIGNS ACCOUNTARBILITY FOR
PERFORMANCE TO SPECIFIC MANAGERS OR ORGANIZATIONAL UNITS. BY HOLDING INDIVIDUALS RESPONSIBLE FOR THE REVENUES,
COSTS, OR PROFITS THEY CAN CONTROL, IT ENCOURAGES A CULTURE OF ACCOUNTABILITY AND DRIVES PERFORMANCE
IMPROVEMENT. COMMON TYPES OF RESPONSIBILITY CENTERS INCLUDE COST CENTERS, PROFIT CENTERS, AND INVESTMENT
CENTERS, EACH WITH ITS OWN PERFORMANCE METRICS.

DecisioN MAKING

PERHAPS THE MOST IMPACTFUL APPLICATION OF CORE MANAGERIAL ACCOUNTING PRINCIPLES IS IN SUPPORTING STRATEGIC AND
OPERATIONAL DECISION-MAKING. MANAGERS CONSTANTLY FACE CHOICES: SHOULD WE ACCEPT A SPECIAL ORDER? SHOULD WE
MAKE A PRODUCT IN-HOUSE OR OUTSOURCE IT? SHOULD WE DISCONTINUE A PRODUCT LINE? MANAGERIAL ACCOUNTING
PROVIDES THE ANALYTICAL FRAMEWORK TO EVALUATE THESE OPTIONS OBJECTIVELY.

KEY DECISION-MAKING TOOLS INCLUDE:



o ReLEVANT COSTING: THIS PRINCIPLE EMPHASIZES THAT ONLY COSTS THAT DIFFER BETWEEN ALTERNATIVES ARE
RELEVANT TO A DECISION. SUNK COSTS, WHICH HAVE ALREADY BEEN INCURRED AND CANNOT BE RECOVERED, ARE
IRRELEVANT. FOCUSING ON RELEVANT COSTS PREVENTS MANAGERS FROM BEING SWAYED BY PAST EXPENDITURES.

o DIFFERENTIAL ANALYSIS: THIS INVOLVES COMPARING THE COSTS AND BENEFITS OF DIFFERENT ALTERNATIVES. FOR
INSTANCE, WHEN DECIDING WHETHER TO ACCEPT A SPECIAL ORDER, A MANAGER WOULD COMPARE THE ADDITIONAL
REVENUE GENERATED BY THE ORDER AGAINST THE ADDITIONAL COSTS INCURRED TO FULFILL IT.

® MAKE OR BuY DECISIONS: THESE DECISIONS INVOLVE DETERMINING WHETHER IT IS MORE COST-EFFECTIVE TO PRODUCE A
GOOD OR SERVICE INTERNALLY OR TO PURCHASE IT FROM AN EXTERNAL SUPPLIER.

® PRICING DECISIONS: W/HILE MARKET FORCES PLAY A SIGNIFICANT ROLE, MANAGERIAL ACCOUNTING DATA ON COSTS IS
ESSENTIAL FOR SETTING PROFITABLE PRICES, ESPECIALLY FOR CUSTOM ORDERS OR NEW PRODUCTS.

BY APPLYING THESE ANALYTICAL TECHNIQUES, MANAGERS CAN MOVE BEYOND GUT FEELINGS AND MAKE DATA-DRIVEN DECISIONS
THAT ENHANCE PROFITABILITY AND PROMOTE LONG-TERM SUSTAINABILITY. |T TRANSFORMS RAW DATA INTO STRATEGIC
INTELLIGENCE.

THE STRATEGIC IMPORTANCE OF MANAGERIAL ACCOUNTING

IN TODAY'S COMPETITIVE BUSINESS ENVIRONMENT, A STRONG UNDERSTANDING AND APPLICATION OF CORE MANAGERIAL
ACCOUNTING PRINCIPLES ARE NOT JUST BENEFICIAL, THEY ARE ESSENTIAL FOR SURVIVAL AND GROWTH. MANAGERIAL
ACCOUNTING PROVIDES THE INTERNAL INSIGHTS NEEDED TO NAVIGATE COMPLEXITY, OPTIMIZE RESOURCE UTILIZATION, AND
ADAPT TO CHANGING MARKET DYNAMICS. |T EMPOWERS LEADERS TO MAKE PROACTIVE, INFORMED DECISIONS RATHER THAN
REACTIVE ONES.

BY EFFECTIVELY EMPLOYING COST BEHAVIOR ANALYSIS, CVP ANALYSIS, ROBUST BUDGETING PROCESSES, AND SOUND
PERFORMANCE MEASUREMENT , BUSINESSES CAN ACHIEVE GREATER OPERATIONAL EFFICIENCY, CONTROL COSTS, AND IDENTIFY
OPPORTUNITIES FOR INNOVATION AND EXPANSION. |T’S THE INTERNAL ENGINE THAT DRIVES CONTINUOUS IMPROVEMENT AND
PROPELS ORGANIZATIONS TOWARD ACHIEVING THEIR STRATEGIC OBJECTIVES. EMBRACING THESE PRINCIPLES IS AN INVESTMENT IN
CLARITY, CONTROL, AND ULTIMATELY, THE ENDURING SUCCESS OF THE ENTERPRISE.












FAQ: Core MANAGERIAL ACCOUNTING PRINCIPLES

Q: WHAT IS THE PRIMARY DIFFERENCE BETWEEN MANAGERIAL ACCOUNTING AND
FINANCIAL ACCOUNTING?

A: THE PRIMARY DIFFERENCE LIES IN THEIR AUDIENCE AND PURPOSE. FINANCIAL ACCOUNTING IS FOR EXTERNAL STAKEHOLDERS
(INVESTORS/ CREDITOES) AND FOCUSES ON HISTORICAL, STANDARDIZED FINANCIAL STATEMENTS. MANAGERIAL ACCOUNTING IS
FOR INTERNAL MANAGEMENT AND FOCUSES ON PROVIDING DETAILED, FORW ARD-LOOKING INFORMATION TO SUPPORT PLANNING,
CONTROL, AND DECISION"MAKING WITHIN THE ORGANIZATION.

QZ \WHY IS UNDERSTANDING COST BEHAVIOR CRUCIAL IN MANAGERIAL ACCOUNTING?

A: UNDERSTANDING COST BEHAVIOR (VARIABLE, FIXED, MIXED) IS CRUCIAL BECAUSE IT ALLOWS MANAGERS TO ACCURATELY
PREDICT HOW TOTAL COSTS WILL CHANGE IN RESPONSE TO CHANGES IN BUSINESS ACTIVITY. THIS IS FUNDAMENTAL FOR
EFFECTIVE BUDGETING, PRICING DECISIONS, BREAK-EVEN ANALYSIS, AND PROFITABILITY FORECASTING. WITHOUT THIS
UNDERSTANDING, COST PROJECTIONS CAN BE WILDLY INACCURATE.

Q: How poes CosT-VoLuMe-ProFIT (CVP) ANALYSIS HELP BUSINESSES?

A: CVP ANALYSIS HELPS BUSINESSES UNDERSTAND THE RELATIONSHIP BETWEEN THEIR COSTS, SALES VOLUME, AND PROFITS. IT
ENABLES THEM TO DETERMINE THEIR BREAK-EVEN POINT, SET SALES TARGETS TO ACHIEVE A DESIRED PROFIT, AND ANALYZE THE
IMPACT OF CHANGES IN SELLING PRICES OR COSTS ON THEIR PROFITABILITY. [T'S A VITAL TOOL FOR STRATEGIC PLANNING AND
ASSESSING FINANCIAL VIABILITY.

QZ \WHAT ARE THE MAIN TYPES OF BUDGETS USED IN MANAGERIAL ACCOUNTING?

A: MANAGERIAL ACCOUNTING UTILIZES SEVERAL TYPES OF BUDGETS, INCLUDING OPERATING BUDGETS (SALES, PRODUCTION,
EXPENSE BUDGETS), FINANCIAL BUDGETS (CASH, CAPITAL EXPENDITURES BUDGETS), AND THE MASTER BUDGET, WHICH IS A
COMPREHENSIVE INTEGRATION OF ALL OTHER BUDGETS FOR A GIVEN PERIOD.

QI \WHAT IS VARIANCE ANALYSIS IN MANAGERIAL ACCOUNTING?

A: V ARIANCE ANALYSIS IS THE PROCESS OF COMPARING ACTUAL RESULTS TO BUDGETED OR STANDARD AMOUNTS AND
INVESTIGATING THE DIFFERENCES, KNOWN AS VARIANCES. THIS HELPS MANAGEMENT IDENTIFY WHERE PERFORMANCE DEVIATES
FROM THE PLAN AND UNDERSTAND THE UNDERLYING REASONS, ALLOWING FOR TIMELY CORRECTIVE ACTIONS AND IMPROVEMENTS.

QI CAN YOU EXPLAIN THE CONCEPT OF RELEVANT COSTING IN DECISION-MAKING?

A: RELEVANT COSTING IS A PRINCIPLE THAT STATES ONLY COSTS AND BENEFITS THAT DIFFER BETWEEN ALTERNATIVE COURSES
OF ACTION SHOULD BE CONSIDERED WHEN MAKING A DECISION. THIS MEANS FOCUSING ON INCREMENTAL COSTS AND BENEFITS AND
IGNORING SUNK COSTS (COSTS ALREADY INCURRED AND UNRECOVERABLE) AND IRRELEVANT COSTS THAT REMAIN THE SAME
REGARDLESS OF THE CHOICE MADE.
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