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1. Introduction 

This paper is a.n overview of tvo distinct, but closely related 

discipiines whose hi6h sounding titles, financial management and in­

dustrial accounting, conceal some very simple and straightf0rvara 

notions of good corporate housekeeping. We shall attempt to do no 

more than desc-ribe, in general terms, the purpose and applications 

of these tools of management; later papers will develop in depth 

some of the fields touched on here. 

In order to facilitate an easier gra.mma.tical style, and to be 

able to draw on a wide ra.:ige of examples, we shall use a manufacturing 

enterprise as our :r.x>int of focus. This in no way invalidates the 

possible ~se of financial management and industrial accounting 

techniques in other types of enterprises; enterprises involved in 

merchandising, assembly, 3ervice, non-profit activities and govern­

ment agencies have all nnlch to b~nefit from an appreciation of the 

techniques described in tnis paper. Nor are these techniques +.he 

prerogative of enterprises of a certain size; sole traders to trans­

nationals can all enjoy the advantages to be derived from applying 

than. 

It should be remembered, however, that while this paper addresses 

itself, almost exclus~vely, to the concepts and tools of financial 

management and industrial accounting, the process of management it­

~elf cannot be cut up into neatly defbed packages. Management is 

multidiscipiinary. Mane.gers ensur~ that things get done; they can­

not attack problems with the narrow, blifikered vision of, say, the 

speciP-li&t financial manager, or the marketing manager, or the pro­

duction, sales or personnel managers. Each manage~, er :'.'Otential 

:na.nag~r, must be aw.re of at least tr.c aims and basic technL1ues of 

tis colleagues' disciplines so that he can contribute meaningfully 

to the resolution of the 'llany faceted problems that confront enter­

prises today. This paper is addressed, therefore, to two groups: 

1. Those who are cur1·er:.tly working in either the financial or 

accounting function 1:ut who lack any formal train~ng in these 

disciplinetl; A.Tl~ 

2. those \Ibo are eith~ destined for a career in financial manage­

ment or industrial accounting or those whose -work takes th~.m 

close to these disciplines anl who wou]d benefit from a 

l 
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re::.sonei e:q::lar:3.tion c:' what they see :>:oin>; on 3.ro·ir~d the::i. 

2. \foat is financial manac:ement? 

?inancial rranagement is the ~lob~l term whi~h refers to (i) the find-

1nc o: an enter;rise's :'inan~e, and (ii) the efficient allocation of tLese 

f'..llds ~~ttir. the enterrrise. ~unds come from a variety of sources: 

l. '>mers (or Shareholders) fo the form of (a) ori!!inal C3.;'ital 

in.]ected, and (b) profits retaineJ over the li:'etir.ie of the 

business. 

-. ?anks and other financial institutions in the form of long-+.e!':n 

loans at fixed interest rates. These bodies will also negotiate 

mediu~ and short-ter~ lending facili~ies at varying interest 

rates Jependin!\ on the institutions' assessment of their risk. 

3. Short-term creditors in the form of goods and services supi:lied 

w~thout immedi~te cash pa.JT.!ent. 

The funds are used for a variety of purposes: 

l. The purchase of fixed assets such as land and buildings, plant 

and :nacl1inery, factory equipment, office equipment and motor 

vehicles, all of which are used in the production of manufactured 

output. 

2. The purchase of inventories of raw materials, lubricants, and 

supplies needed. to maintain a smooth flow of production. 

3. The payment of wages and employees' benefits. 

4. The provision of finished goods awaiting sale and partially 

finished goods called work-in-progress. (These items have 

already consumed raw materials, lubricants, supplies and labour 

services, all of which require fuuds.) 

5. The provi~iun of accounts re~eivable, that is permitting 

customers to purchase comp:eted production without requiring 

them to pay cash immediately. 

6. The supply of sufficient cash-in-hand. 

Financial ~nagem~nt is concerned with enrruring that these funds flow 

a.round the enterprise in the most efficient way. For example, if the 

compa..'1y wishes to boost sales it might decide to extend the period before 

it presses for payment from ·i.ts debtors. But an efficient ffo.ancial 

manager ·would ens'J.re that, as far as possible, he co11ld squeeze a similar 

extension of time from his creditors, other"'1se he would soon find that 

the extensior.. of credit period allowe'l to custor.1er:::; would lead to a car:h 

l 
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shortage vhich TJOuld have to be financed frol:l some other SO;Jrce. .'r afain, 

a roost in sales wuld re-Iuire ar: increase in inventor·ies whi~:1 re,::.uire ~1 

use of funds. The financial rr.an1ger would neej tc ens1_:re that a s·.iitatle 

source of funds could be sec'.lrej for this. 

In the last simple illustration we see an excellent examrle o~ the 

rnulti-discjplinary nature of management. The intir.ia.tion of a boost in sa2~s 

may originate from ~he sales force W'ho believe turnover in certain ;-ro::b~t 

lines can be achieved without increased sales cost. ? 1 1t it -..:ould te sense­

less for the company to plan ror this favourable future if i:!':c r~::-Jucticn 

manager could not achieve the increased production -~ir,ires because of a 

shortage of machine capacity, or skilled labour, or suprly of raw '.!!at,.,!·i,1l::;. 

~ven if it vere possible for hi!ll to acquire the ad:litiona:!. caracity or 

ma.terials, the financial manager may not be able to provide the re::.uired 

funds on terms wrich wuld make the increnental sales profitable. l:'uncti:.'1-

al managers must not wrk in isolation. 

In financial management, the stress is on efficiency. Efficiency 

implies profitability. There are many ways in which a ~inancial m1na~er'::; 

efficiency (or lack of it) can contribute lo an enterrrise's vofHabiJit::: 

1. By ens.iring he achieves the correct b'.3.lance between o•:ners' 

capital and loan capital (the latter sot:.rce of funds rust oe 

serviced by interest payments, the former need not). 

~. By ensuring the i:;roduction d.epiirtmeuts do rot carry excessive 

(and costl_y) inventories . 

.:i. By ensuring that the company explores the possibility of lP<is­

ing new assets instead of purchasine them. This has the effect 

of releasing costly capital for other purposes. 

4. By securing the cheapest sources of loan carJital on the best 

possible terms. 

5. Above all, by planning the enterprise's flo•: of funds for the 

future rather than having to respond to a series of unexpected 

(anu usually costly) events as they occur. 

The accurate recording of the fund:; is itself a pre-requisite of an 

efficient financial mana~ement system. This is discussed in the sectiori:= 

of this paper devoted to industrial accountinp; practices. 

The financial manager's role, as can be seen from the ?.bove d, .:;crjp­

tion, is mo·1inp; beyond the narrow task of c11r;h stewarrl.sh ip. 

l 
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!-:e must concern .1imself with ever:· asp~t of the enterprise's activities, 

incLiding t!:e strategic decisions beirg ta.ken at the very highest level. 

As his company grows, he must bec·.Jme im;ii?:i+,ely a"Ware of existing, and 

impending government and quasi-government 1·ulings; he must understand and 

keep abreast of the W'Orkings of the capita: markets at home and overseas. 

Every corpor~te action will eventually need the lubrication of cash; the 

good financial manager is the compar,y official who knows the quality and 

quantity of lubri-::.ant to use. 

3. ?rofi.tability and Liquidity 

The not~on of ~rofit is a fa.milir.i.r one, whether we live and work in a 

:narket lor.inated economy or in a _r·=galated economy. Iu corporate terms, 

profit :s 7.he surplus left over when !!.ll of the costs of producing and 

sellir: g those units which have been sold are deducted from the revenue 

der-i.vcC +·rorr: sale. 'l'his souncls f:i. very much simpler exercise than it is 

in practice. Tt is not the pnrpose of this introductor:: paper to describe 

in detc...il the problems surro·.mdfog the measurement of profit but a few 

poi!lts ~ho'J.ld illustrate hov difficult the ta.sk is: 

(a) Manaw~ment I!IUst choose out.: method of depreciating fixed assets and 

one method of valuing ~lc::;ing inventories. But they have a wide 

-rnngc of methods to :::hco:;e from, each one producing a different 

aer~eciation figure and inventory figure, and therefore a diff~.rent 

prcfit figure. Wit:r:in fairly controlled limits, r . .a.nagement are free 

to c~nge their select5on of methods. Profit varies with each change. 

(b) Accounts are normally prepured on the accruals basis. This lllf!ans 

t~at pajl'llent of costs and receipt of revenue do not have to be 

~.:hysically made in order to be included in the accounting .Period's 

?rofit calculation. For example, a ma,1or customer might purchase 

,~c,ods towards the e::d of the financial year and not pay for them 

1;.ntH th~ beginning of th'=! next financial year. The fact that the 

3ellin,-s enterprise ha.ct not received the money by the year-end does 

not prevent it ~ror.: book~_ng the transaction as a sale in the; 

earlier year. 

(c) :In some industries the definition of a sale is not even easy. 

For exa'llple, in civil engineering firms which are engagPd in 

long-terlll const:·uct·ion contracts spannir.g a number of accounting 

periods, how de they recognise the portion or profit (or los~~ 

which should bt! in•:!L1ded in each year? 

----, 
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Various formulae are used but they are, a~ best, a reasonable guess; 

no one can be sure about the size of the real profit c~r loss) on 

each contract 1mtil it has been completed. 

But the financial manage~ is concerned with more than just measuring costs 

and reven~1es, he rnst concern himself with controlling profit. This in­

volves hicl in a numbe:- of important tasks including: 

(1) ensuring that the enterprise ea.rns sufficient profit in relation to 

its capital base. If "the return on capital employed11 is lov, it 

could indicate that the enterprise is carrying too many under-utilised, 

or idle, assets vhich should be sold; 

(2) ensuring that the enterprise is not holding too much inventory of 

ra.v materials and/or finished goods in relation to the sales the 

enterprise is generating: 

(3) keeping accounts receivable reduced to a level vhich will not harm 

customer goodwill (i.e. if the enterprise is too strict, its customers 

will take their business a.way to the competitors who do give credit). 

In sum then, the financial manager is involved with his engineering and 

production managers to ensure that the enterprise's assets \rork hard, that 

surplus and inefficient assets a.re disposed of, and the enterprise acquires 

the most appropriate and teclmologically advanced machinery for the job. 

In this way, competitive and sella.ble products a.re made, costs a.re reduced, 

and profits are increased. 

Note, then, that pri:.ifit measurement and control is a complex activity. 

So too is the task of interpreting the prc,fit figure. Management base 

their dividend distribution to shareholders on the profit figure; govern­

ment bases its tax: clemands on profit; labour bases its claim for wages 

increases on, among other things, profit. Dividends, taxes, and va.ges 

are all cash outflows. But profit is not ca.sh. Profit is an accounting 

and economic concept which undoubtedly helps to generate corporate ca.sh 

but, as has been shown in the discussion a.bove, many non-<:ash events a.re 

identified. in the profit measurement process as well. 

Financial managers are far more conce:-ned with cash, or liquidity 

in the language of business, than with profits. To confuse the two can 

lead to dangerous consequences. At the extreme, a company can report 

healthy profits but run out of cash to meet ongoing co~ts, far less 

end-of-year dividends and taxes; ft may even go out of business because 

of its illiquidity. Financial managers therefore concentrate on cash 

flows rather tr.an profit and loss accounts. 

l 
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4. Man~gement of financial resources 

Put simply, the financial manager is principally concerned vith two 

matters: 

(a) arranging for sufficient funds to be available at the· right place at 

the right time t·or nev, and existing, projects; a.ud 

(b) looking after the day-to-day financial resources for ongoing activi­

ties. 

Let us consider briefly both of these tasks; ve shall start with the second 

one. 

The financial resources which are required on a day-to-<lay basis are 

called working capital, to distinguish it from the long-term use of capital 

for the purchase of fixed assets, etc. Working capital comprises cash, 

rav ca.terials, work-in-progress, finished goods, and accounts receivable 

and payable. The circulatory and interactive effect of -workir.g capital 

can be illustrated by the diagram on page 7. 
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5. Working ca.pita.::'_ pressure points 

The diagram highlights, by way of asterisk, the key pressure points on 

the wo~king capital cycle, points where the astute financial nsnager keeps 

his finger on the pulse. A brief discussion of each point follows: 

Ca.sh: This is the heart of the working capital cycle which keeps the life­

blood of the company flowing. It must neither be deprived nor be over­

whelmed. The fir:a.ncial manager must strive towards a balance between having 

a Qlffici.ency of cash and using th2 resources efficiently. Managers' 

natural cautious instincts tend to lead +.hem to hold too much ca.sh, just m 

case an attractive investment opportunity presents itself. But ca.sh is 

expensive and must not be kept lying a.round "on the off chance". 

The motto is therefore "sufficiency versus efficiency". 

Accounts Re~eivable and Payable: Credit sales are an unavoidable, and un­

fortunate, part of doing business. If your competitors offer credit terms, 

then so must you. But giving credit is expensive. In effect the selling 

company is financing its customers' purchases for a given period. The roc>re 

generous the terms, the more expensive it ~comes for the seller. Companies 

must strive for a balance between giving compet:'..tive terms which will a.tt.>:-act 

customers and having a. strict collection policy which will minimise cash 

outlay, and therefore cost, but which could alienate customers. The reverse 

holds true for accounts payable. Companies shouJd seek the b2st terms from 

suppliers. They should certainly avoid the situation where they offer more 

generous terms (in terms of length of time to pa.y) to their debtors while 

creditors enforce strict terms. The imbalance which this creates can be 

most damaging to the working capital ~ycle. 

Inventories of raw materials, supplies, work-in-progress and finished goods: 

Inventories of raw materials and supplies a.re held in orc1.er to avoid 

disruptions in production due to stock-outs. Companies may also purchase 

inventories in advance of any anticipated price rise or threaten~d scarcity. 

Inventories of work-in-progress 8nd finished goods a.re an inevitable con­

sequence of production, the l~·rel of which should be determined by anticipat­

ed sales. There exists in most nanufacturing enterprises a natural inclination 

on the part of the production and sales function to maximise inventories so 

that neither function is inconvenienced by stock-outd which a.re disruptive, 

expensive and 1ama.ging to customer goodwill. But inventories ~re themselves 

costly. The financ iR.l manager must ensure that the minimum levels a.re 

l 
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carried in order to minimise the cash outlay together with the risk of 

obsolescence inherent in excessive inventory levels. 

A simple exsmple of a wo~king capital forecast can be found at the end of 

this paper. 
Th~ need to bu<lget Working capital management is only part of the financial 

manager's wider duties which are termed bud.getary control. An enterprise 

cannot be allowed to drift along aimlessly, being bloYD from one course to 

another by managerial whim or m&rket pressures. It must have a plan of where 

it va.nts to go. This is the role of top management to formulate and update 

this plan. The budget is simply the translation of management's business 

plans into money terms. A budget can be for three months, six months, one 

year or any other period that is appropriate to the enterprise. 

The advantages cf budgeting include the following: 

(i) the regular process of drawing-up and amending the budget has the 

effect of uniting managers who might otherwise not consult ea~h 

other. For instance, the sales manager spells out his aims and 

targets; the production manager matches these with the attainable 

capacity at his command; the purchasing officer considers the avail­

ability of sourcing and cost of the raw materials needed; the 

personnel manager translates the production and sales pla.~s into 

requirements for skilled and unskilled workers, and increases or 

decreases in the administrative staff. 

(ii) once agreed, the budget becomes a benchmark against which to measure 

actual performance; rithout & budget, it is impossible to gauge 

how well or badl:; the enterprise is doing. Managers can call for 

explanations why any differences appear between the budget and the 

actual performance. 
(iii) by being in charge of collating the budget, and setting some of the 

financial parameters within which his managerial colleagues are to 

operate, the financial mana~er has detailed knowledge of every 

cr~cial operating function within the enterprise which helps him 

in his other duties of planning and control. With debt finance, 

repayment is due according to an agreed timetable and, in the 

meantime, interest is due reguiarly. While there can be no certainty 

that interest repayMent will be 11 smooth procel!ll!I, lenders assl.lllle less 

risk than the owners because their claims haTe preference over the 

owners vhen fini.s fail. 

I 
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6. Arr&n.ging finance 
The other principal role of the financial manager is to ens.ire that 

the right amount of finance is available vhen it is vanted. It could be 

required to build a nev lll&Ilufacturing plant in another c~untry, or to repay 

an earlier long-term loan nov due for repayment, or to increase vorking 

capital in a subsidiary vhich is planning a nev product line. Each type 

or project requires a different type of finance; provided the financial 

manager has sufficient warning of finance requirements, he should be able 

to arrange the best term.& for ~&ch project. 
As can be seen from the Fimds Flov chart, in an enter!•rise its ca~ita.l 

can be broadly classified either as ovners' funds or as debt. Owners' 

capital is permanent risk capital since it is not repayable and there is 

no assurance that the owners vill receive payment (dividends) for the use 

of their money. On the other hand the vhole or the profits of a business 

(after deductions for tax and interest payments on debt) accrue for the 

benefit of the owners vho can either vithdrav it by vay of dividend or 

can build-up additional capital by retaining it in th~ business. 

7. Gearing: the ratio ~f owners' ~apital to debt 

Hov much debt capital should an enterprise borrow in relation to the 

capital contributed by the ovnerr? There is no firm answer to this question: 

every company is different and circU?l!Rt&nces alter caaes. For the majority 

of companies in most industries it is probably a useful rule of thumb to 

think in terms of a gearing ratio of not more than 1:2, that is, vith the 

ovners' capital being at least tvice borrovings. Wh~n a firm's capital 

structure drifts avay from its "norm.al" ratio, whatever that may be, this 

should be taken as a danger signal, that is, as a strong sign that a 

further injection of owner's capital is becoming desirable. In the eyes 

of the srrevd lender, the owner's capital base represents the commitment 

or the ovners of the business - the greater that comaitment, the greater 

the likely villin~ess to contribui:.e loan capital. 

8. Classes and forms of debt finance 
The principal distinction in the various types of debt available is 

in the tilling of the required repayment: 
S"hnl"t-term borrowing: This type of finance is most suitl".ble for transactions 

such ar a seasonal increase in inventories or accounts r~ceivable vbich is 

l 
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expected to be self-liquidating over a short period, normally within one 

year. Bank overdraft!! are flexible and relatively cheap form of finance 

for this purpose. Increasing trade credit received from suppliers may ~lso 
be possible. Short-term needs should be financed by sh,"1rt-term borrowing. 

Medium-te:nn borrowi~: ''Medium term" is generally conf idered to be between 

one and five years ana is required for such projects as plant and machinery 

replacement. Banks and finance houses are usually prepared to lend sums 

of money at rates of interest which move with changes in rates in the money 

market. Borrowing at variable interest rates makes the forecasting of cash 

flows more difficult but there can be advantages over borrowing at fixed 

rates if there is a possibility that market rates will fall. 

Medbm-term finance will be provided against 

1. SOiie form of security; 

2. an adequate cash flow projection; and 

3. an assessment of the borrower's manufacturing ~nd trading capability. 

Long-term borrowing: "Long-term" is any period in y~ars over five, but it 

seldom exceeds twenty. Loans, obtainable from financial institutions, 

government agencies and banks (or a mixture of such sources) and secured 

against the borrower's assets, are normally on fixed interest terms and 

are used for long-term needs such as capital acquisitions or a permanent in­

crease in working capital. The lenders of long-term loans are normally as 

interested in an eTB.luation of the borrower's management as they are in the 
financial position. 

Alternative financing arrangements 

There arc a large nU1:1ber of options for raising money open to a 

soundly based company which do not fall easily into any one of the above 
cat~gories. 

1. Sale and leaseb&.ck. Here a company sells its existing property to 

a financial institution for a capital sum and leases the same property 

b~ck from the purchaser for an annual rent. The effect or this type 

of transaction is to release a sizeable capital sum for use in the 

business. The gearing of the business remains unchanged whereas 

bearing increases if the property were to be mortgaged. Clearly, 

it can only be done once on a partir'll.ar piece of property! 

l 
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2. U!a!ting and hire purchase. Finns can acquire assets without 

having to finance the whole purchase price at one time. Under 

a leasing arrangement, the leasing company vill purchase the 

plant or vehicles to the canpany's requirements and lease them to 

the company for an &greed period at an agreed charge. U!asing 

may be particularly advantageous for tax reasons, depending or. 

lc:cs.l tax regulations. The property under lease never becc.a.es 

the legal property or the lessee. Under a hire purchase contract, 

the property does becane the property or the "purchaser" at the 

end of the contract. It is rare to acquire assets vith a useful 

life or over five years on Hire Purchase . 

.:i. Factoring and invoice discountinc. It vill be remembered from our 

discussion on working capi~al that accounts receivable represents 

a "locking-up" of cash which could be used more profitably in other 

sectors or the business. With factoring a company eells its debtors' 

obligations at a discount to a factoring company who then collects 

and keeps the cash from debtors. With invoice discounting, the 

accounts receivable contin• .. e to be paid to the cOllp&ny by the 

debtors but the finance ~ouse has already provided cash to tl.e 

company based on the discounted value of the credit sales invoices 

issued by the company. As the debtors' cash is receive~ by the 

company it is passed over to the finance house. Both methods 

provide illmediate cash for accounts receiYable but are typically 

a very expensive form or ~ebt finance. 

The most appropriate choice BJ11.ong the various sources of capital, 

both owners' and debt, depends on several considerations which 

are in the danain or the financial manager. He must get it right: 

mist~kes not only can be costly, they can sOlllethles be fatal for 

the company's future profitable operations. 

9. Capital investment 

We have discusse~ briefly. the financing requirements of capital 

projects such as a nev manufacturing plant or & fleet of nev vehicles. We 

must nov consider the financial manager's role in choosing the capital 

• 
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is usually confronted.. In most active and groving companies, the require­

ments for capital for nev investment projects outstrips the availability 

or capital. Choices must inevitably be made. 

Choosing l!Ullonp; projects is often a top-level strategic decision. 

All the fin11.ncial manager can do is to provide an analytical framevork 

vithin vhich that decision can be made. The problem confronting the de­

cision-maker is that the investment decision must be made now even thoup;h 

the project selected vill span a number of years. He must therefore reduce 

all projected cash outflovs and inflows back to the preser.t time. The 

technique used is called discounted cash flov. Under DCF the anticipated 

reeeipt of $1 next year is equivalent to receiving $0.90Q today if the 

prevailing interest ra~e is 10%. In other vords if ve invested $0.909 

today at 10% ve vould have $1 at the er.d of one year. The two techniques 

in DCF are: 

1. to identify the net cash flovs over the relevant years for 

competing projects, and 

2. to establish the discount rate, usually the firm's cost of 

capital. 

Example: The managC!lllent of a company are considering investing in nev 

wrapping equipm~nt; the production manager has sul:mitted details for tvo 

machines, either or which could do the job required. The cost savings 

(labour and power) on ~ither machine are estimated to be $10,000 spread 

over a five year period. Since the prices of the tvo machines are iden­

tical, the production manager's conclusion is that there are no advantages 

to be gained frOlll buying one over the other; the company should therefore 

purchase from Manufacturer x the manufacturer or the equipment being 

replaced. 

However, the financial manager calls for a profile of the $10,000 

cost savings to be incurred and is given the following figures: 

Manufacturer x Savings: Year l $1,000, Year 2 $4,ooo, Year 3 $4,ooo 

Year 4 $500, fear 5 $500 

Manufacturer Y Savings: Year l $4,ooo, Year 2 $4,ooo, Year 3 $1,000, 

Year 4 $500, Year 5 $500. 

The cost of the company's capit&l is 10%. 

l 
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The following present values emerge (using discount tables): 

Y~ar 1 Year 2 Year 3 Year 4 Year 5 TOTAL 

x Actual savings $1,000 $4,ooo $4,ooo $ 500 $ 500 $102000 

Present value at 10% $ 909 $3,304 $3,004 $ 341 $ 3l0 $ 7,868 

y Actual savings $4,000 $4,000 $1,000 $ 500 $ 500 $102000 

Present value at 10% $3,636 $3,304 $ 751 $ 341 $ 310 $ 82342 

Manufacturer Y's machine has the higher •ralue ~nd, given that &11 

other things are equal, is prererable to Manufacturer X. The difference 

between the tvo lies in the timing of the cash flovs in years 1 and 3; 

Y's a.re raster than X's, thereby yielding a higher present TILlue ror Y. 

There are, of course, many other techniques used to differentiate 

cc::-.!. et in•-:- projects {and many other issues vbich must be considered jy 

lll8.Jl&genent before a final decision is made) but rev match the conceptual 

rigour or the DCF group of methods. 

10. Accour.ting and financial management. Accounting, which can be defined 

as the process of identifying, measuring and communicating economic infor­

mation tc permit informed judgments and decisions by tne users of infonaation, 

is part of the overall financial management system. But it is a SJ>eci&list 

part requiring specialist skills. Whatever other tasks the financi&l 

manager's job embraces, it does not, and should not, include those more 

properly undertaken by the &~countant. It is advisable, tberefore, to 

consider accounting as a separate discipline for the purposes of discussion 

and an&ly8is. 

11. Accounting for extern&! and internal users. Accounting concern8 

itself vith enterpris~ events vhich can be conv~rted into financi&l tenas. 

As a consequence, many events vhich cannot be 80 converted, but which are in 

many ways more important, f"or example a major clash of personalities and 

policies among the top echelons of the COlllp&nY leading to J..ov staff aorale, 

a.re omitted from financial state11ents and cost records coapiled by the 

accountant. A.~guably these unquantifiable eTents ultisately find expression 

in the financial statements vhen the loss of morale and poor perfonaanee are 

reflected in poor financial performance. 

l 

• 

' 



• 

' 

- 15 -

Th~ infonnation generated frOlll the accounting system must be 

structured according to the use to which it is to be put. It is important, 

therefore, to identify the TILrious groups of users of !inancial infonnation. 

In broad terma, ~ can identify the following groups: 

I 
Internal Users: 
Managers 
Department Heads 
SuperYisors 
Fore.en 
~.achine Minders 

Satisfied by 
Management Accounting 

ACCOURTIBG 

I 
ernal Users: 
agers 

are holders 
ysts 

Creditors 
Tax Authorities 
Public 

Satisfied by 
Financial Accounting 

The external users are interested in global results: how much 

profit was made last year? Did the company generate sufficient funds 

internally to avoid large-scale borrovingT Has the company got sufficient 

liquid resources to meet short-term c0111111itments? These needs are largely 

satisfied by an income statement, and a statement of financial statement, 

or balance sheet, both prepared at the end of each financial year. 

Because of the need to keep all users adequately informed, and 

becaus~ fev of them. h&Te access to the financial books and records of the 

company, the content and format of these statements are closely controlled 

by legislation and &re usually subject to audit. A later paper vill be 

deToted to the need for, and preparation of, external statements. 

Management accounting, on the ~ther hand, is not similarly he11111ed in 

by statutory and professional regulations. It is informal and flexible. 

Managers and caapany decision-makers can receiTe almost any information 

they require from the internal accounting system. 

l 
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12. ~t a aa.nager does 

A 11&11ager'11 prime responsibility i11 to ensure th~t things get done 

efficiently and on time. To do this he •uat knov vhat is expected, that 

is, he must knov the company's plans for !he area for vhich he is res­

ponsible; he himself usually helps construct these plans. 

First group of tasks: planning and co-ordination. E'3.ch mangger must plan 

for the future. He must. ~onsider vhat products he can sell, and at vhat 

price; he must translate these sales aspirations into a production plan, 

that is, he must work out the rav material, labour and cash he vill need 

to produce the volume of output he hopes to sell. He must consider the 

support services he vill need to assist him, the saleS111.en, the advertising 

and marketing expertise, the accounting and financial advice. His time 

horizons may vary but he would almost certainly have a detailed plan for 

the next twelve months and a rough plan for the succeeding year or tvo. 

True, many events, a fev of which he can control but ao11t of which vill 

be outside his control, vill conspire to blov him off course. Eut without 

his predetermined plan he vill be like a aariner without either compass 

or chart, he vill have no idea where he is heading for. 

The m.anager's pl&nning processes a.re complicated if he is only one 

part of a bigger corporate ex~rcise. Then the probll!m is to ensure that 

the individual managers' plans add together to make a realistic and 

practical proposition. Co-ordination is therefore a key role in the 

11.&na«er'11 planning activities. To repeat the example used earlier, a 

sales mana«er 1111&y plan for a 50% increase in units of Product A but the 

production 111.&nager knovs ths.t rav a."'terials for Product A a.re in very 

short supply and will be either unobtainable or more expensive in the 

forthcoming year. Good co-or<lination will help to overcome this type of 

obvious, but all too ccmaon, problem. 

Second group of tasks: directing and control. A manager cannot sit back 

~nd vait for his staff and workers to follow the plan, nor does he do the 

job himself. He muet allocste specific taek.a to individuals and en8Ul'e 

that his instructions are obeyed. '!'his fora• the day-to-day part of the 

aan~er'11 life, a part which the experienced aud 11killful aanager ill hardly 

aVILJ'e of fulfilling. He is aeeieted in hie taeke of direction by receiving 

• 
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infor.atfon on Cllr!"ent performance Yilich alloYB him. to trim the sails 

as necessary so that the goals o~ th@ ccnpany as set out in the plan are 

achie!Ted a• closely as possible. 

The role of accounting infonmtion. To assist the manager in his tvo 

~ups of tasks he needs information, lots or it. But the information 

•ust be useful: it must allov him to make decisions. The ~ement 

accounting aystm generates much infoniation which can help h~ make the 

correct decision. But three points or qualification should be noted: 

1. the information must be structured in 11 meaningful "''Y; 

2. the 11a1u1~er must become faaili&l' vith the strengths and 

weaknesses or the infol'11&tion vhich his management accounting 

systt'!lll is capable or generating; 

3. accounting information forms only a part of the total package 

of information he needs - he must have access to newspapers, 

journals, media stories, conversations, ecor.omic and tech­

nological advice, and so on. 

13. tihere do costs come frCllT 

As an introduction to later papers on management accounting 

practices, the remaining sections of this overview p~per vill consider the 

characteristics of the most usual types of costs incurred by a typi.1.al mt.n­

ufacturing company and hov the information about such costs are gathered. 

As a background for the discussion it is assumed that the ce111pany manu­

factures timber shelved units for hi-fi equipment. Production involves 

the use of materials (chipboard, veneer and metal edging), vhich are 

changed in form by craftsmen. Use is also made of buildings, machinery 
4 

and equipnent. Payments have to be made to obtain these things and these 

are classified according to the nature of the item or service received, 

such as "material cost", "labour cost", and "overhead cost". 

Costing systems are designed to facilitate the allocation or 

apportionment or expenditure to cost centres (the smallest unit or activity 

or area of responsibility for vhich costs are accumulated) or to products. 

Costs are allocated to products if the relationship is obvious, i.e. one 

unit consumes a certain amount of chipboard, veneer and metal trim, takes 

a certain number of hours to assemble by a certain grade of craftsman, and 

conaUJ11es a certain number or screvs and hinges. Thea~ are called direct 
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costs. Other costs such &9 the heating and lighting in the vorkAhop, 

depreciation of the machines, salaries of the administr~tive staff are 

called inlirect costs and have to be apportioned ~Y some given formula 

to the ?roducts. The cost of one shelved hi-fi unit vould be stated thus: 

1 t.im~r s>~lved hi-fi unit 

Direct material - Chipboard 
Veneer 
Metal Trim 

Direct l~bour 1 1/2 hours at $5 per hour 
PRIME COST 

Manufacturing overhead 
Manufacturing cost 
Share of non-manufacturing overhead 

TOTAL COST 

$10.00 
3.00 
2.00 

$15.00 
7.50 

$22.50 
2.50 

$25.00 
5.00 

$30.~0 

This type of cost structure vill be f'1C8Jllined closely in sub­

sequent papers. The concern of this section is: hov are the costs 

accumulated into such an orderly presentation? 

Materials. A direct material is mater·ial that actually becomes part of 

the specific finished product, in this case, the hi-fi unit. It should be 

distinguished from supplies which a.re materials used in the workshop but 

not directly on each unit produced. Lubricating oils, screws, nails, glue 

are eYamples of supplies. 

Materials must first be quantified then priced. The cost accounting 

system usually records the amount of rav material that is drawn from the 

stores for use in the assembly process. The smount is recorded 0~1 a stores 

requi9ition slip which shoYS both the quality and quantity of the material 

drawn. This slip is used not only to cost the indiviJual units but to 

update the records for rav material stock vhich lCll eventually need 

replenishment. 

The price pe~ unit of r~v material vithdravn can be determ.ined in 

various vaye. It may be the cost of the individual item if that item i~ 

sufficiently distinctive. If not, it 11ay be determined by one of several 

stock valuation methods. 

l 
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Labour. Direct labour il!I that part o~ the total labour cost vhich ca.."1 

be traced to or otherwise identified vi.th, the units or output produced. 

The higher the Toll.Ille, the higher the labc.ur cost. 'l'ypically, direct 

labour comprises those employees vho are closest to the 'llanufacturing 

or asse9bling process. 

Again, direct labour must be measured in terms or time &nd price. 

The maber of hours and minutes spent on a particular task can be recorded 

relatiTely easily: a tiae cs.rd is maintained for e~ch direct l&bour 

employee, detailing the time spent by him on each unit worked on. It is 

a siaple process to calculate the total ti.me spent on each unit. By 

multiplying each hour worked by the rate of pay for the respective em­

ployee, this tiae infonBAtion can be converted into money terms. Varia­

tions do exist; for example, some companies do not bother vi.th identifying 

multiple rates of pay, they use a simple aver~e. 

Manufacturinlj OTerhead. This broad cate~ory of cost includes all costs 

associated vi.th manufacturing other than direct material and direct 

labour. Examples are indirect labour or those employees associated, but not 

directly, vith production, supplies, factory heating and lip;htinp;, pover, 

11&Chine maintenance and depTeciation. Non-manuracturinp; overhe&ds such 

as adainistr~tive costs, selling and distribution costs, and financial 

expenses are accU111ulated and alloc&~ed in the same manner. 

Process costing 

The system described above is knovn as job costing, appropriate vhere the 

units of output are sufficiently identifiable to pinpoint the direct 

material, and labour applied to each unit. Ships, civil enp;ineering 

projects, turbines, items of furniture are among the many areas which lend 

themselves to job costing systems. But there are many areas vhere the 

items produced are so hosogc!neous that physical identification is 

ispossible: refining, chemical processing and manufacturing activities 

where producte are continuously produced in an unvarying mix are examples. 

In the~e cases, job costing is impossible to operate and another system 

called process costing is adopted. Pl·oceds costing systems collect costs 

for a.11 the p:roducts worked on during an accountinp; period and by dividing 

these total costs by the tota.l nmber of units worked on during the same 

l 
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period, the cost for each unit is dete?'11lined. Again, this srate11 

of costi~ vill be described in a later paper. 

14. Costs releYant to Management Decisions 

Decision-making is the essence or management. Managers are 

constantly making decisions. In many or their decisions they need 

financial information on costs. The skill or the management accountant, 

&s oppos@d to the cost accountant, coses in pt'esenti~ to manageaent 

the costs releY&Dt to the decision under consideration. 

Management decisions can be split into two broad categories: rou­

tine and special. Routine decisions are concerned vith the day-to-day 

operations of the enterprise: ensuring that the agreed volume or output 

is produced in the agr~ed manner, ironing out problems that arise vith 

the supplies or rav materials or vith the workers, in gene~al encouraging 

his ~tarr and workers to achieve the coapany's objectives in as efficient 

a manner as possible. For these tasks he needs such cost infonaation, 

mostly of a routine nature vhich the cost accounting system is designed 

to produce. 

Special decisions need special cost information that does not fall 

out ~asily from the cost accounting systf'!B. The management act".ountant 

must package the relevant cost information in a manner most appropriate 

ror management to lll&ke their decision. There is no limit to the types 

of special dfl!Cisions that have to be made in the courl!le or 1JusineH. Here 

&re a rev: 

- Should ve change our supplier and purchase a sli~htly inferior, 

but cheaper product? 

- Shou).c'! ve buy-in a particular component and cease manufacturing 

it ourselves? 

- Should ve replace a piece or equipaent by a sore efficient, but 

expensive, model? 

- Should ve chang~ our pre.duct mix and phase-out product XYT 

- Hov far can ve a!tord to drop our prices in order to capture 

more aarket sh&reT 

l 
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It is not possible t.o be dog11atic about vhich costs vill be 

releY&Dt (and vbich rill be irreleYaDt) for any particular decision 

without knowing precisely the circuaatances of the situation, together 

vith the n.rioua alternatives vhich confront ma:iagement. It is 

possible, hoveTer, to state that costs must be interpreted very care-

1'ully, that they aay baTe to be "T'eahuffied" frOll\ the format in vhich 

they are initially produced by the cost accounting syutem, and that 

llUl&gers ~.mo do not f'u.117 understand hov costs behave i~ay be misled 

intc ll&king the vrong decision. As an eX&m!>le of misinterpretation 

(and of the deeper discussion on this subject ~hat vill follow in 

lat~r papers) consider the folloving situation facing the management 

of the bi-fi cabinet workshop: 

Example: The cost of manufacturing one timber shelved hi-fi 

unit is $30. A custcaer offers to buy such a unit for $24. 

Management reject the offer on the grounds that they would 

incur a loss of $6 on such a deal. 

Perhapa management is right in refusing this offer (for example, 

the units are selling well for $30 so why should they sell one 

at $24?) but they have used the vrotll'; reasons vhich, i~ these 

are not pointed out to them, may lead them to take a vrong, 

and ~ing, decision in the future. 

Consider the cost information giYen on each hi-fi unit. Each 

unit's variable cost, that is the cost of making each individual 

unit, is $22.50. The b&lance of coat, n9lllely $7.50, comprises 

costs vbich vould largely be incurred whether or not one 

indiTidual unit vas made. These costs are overheads vhich are 

not directly aasociated vith each unit of production and would 

not yary in any significant vay if production volume increased 

or decreased by a fev units. Indeed scxae of the overheads, such 

as factory rent and depreciation on plant, do not vary at all 

vith Toltae. They are deemed to be fixed costs and vould be 

incurred whether the workshop produced any units or not. It is 

therefore aisleading for 11anagers to think that each unit cost more 

than $22.50. 
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It follovs, therefore, that if the company accepted the offer of 

$24, it v:>uld be better off by $1.50 ($24 l~ss $22.50). That 

$1.50 would cont~ibute tova.rds meeting the burden of oTerheads. 

By not selling for $24 the company has lost this contribution. 

Un~ess managers understand the notion of contribution and 

variable and fixed CJS~s. they may t&ke the wrong decision. 

Fo,- instance vhen the m.&r'ltet drops away and inventory builds up, 

ma~11gers may be very happy to acce~t $24 in order to realise the 

modest contribution for each unit sold - but only if they under­

stand the nature of ov~rheads. 

Contribution and break-even. Again, t~is re-shuffling of costs can 

yield important information on hov many units the enterprise must 

orcduce to cover all of its costs i.e. to make neither a profit nor a 

loss. For this calculation ve use the unit contribution, that is the 

difference between its no:rinal selling price, say $40.50, and the 

variable cost of manufacturing one unit, $22.50; the contribution is 

$18 per unit. Note that contribution is not the same 11.s profit because 

the unit's share of manufacturing and non-manufacturing overheads has 

been eliminated from the cost calculation. Indeed, the term "contribu· 

tion" sip;nifies each unit's contribution to meeting the fixed overhead 

costs. 
Example: Management of this vorultop vish to know hov many 

units they need to manufacture and sell in order to 

break-even. They estimate that their total fixed 

overhead (thode costs that vill be incurred whether 

or not the hi-fi units are ma.de) vill be $27,000. 

The calculation is based on the equation: 

Break-even nUJ11ber or units • 

• 

.. 

Total fixed costs 
Contribution per unit 

$21,000 is 
~ 

l 

l 
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15. Summary of i~dustrial accounting sections 

Management accounting serves management in a number of ways. 

Firstly, it is a primary source of information to assist management 

in planning. The cost acco~ting system is a databank vith a vast 

quantity of details about past performance so essential for con­

structing forecasts for the future. Second, it provides management 

vi.th skilled staff to assist them in interpreting the accounting, 

and non-accounting, nu:nbers produced. Thirdly, management accounting 

information pr•vades the whole company and therefore acts as a good 

communicator. It does this by involving many people in the planning 

process and then by informing them of actual operating performance by 

means of feedback control reports. 

The overriding criteria for management accounting information 

are relevance and timeliness. Management must be provided vi.th the 

information they want at the time they want it. Late information is 

almost useless; irrelevant information is not only useless but could 

also be damaging. Contrast these criteria vith the sole criterion of 

verifiability which operates in financial accounting. The contrast 

can be understood when one considers the internal versus external roles 

of the tvo accounting systems. Outsiders rely on the financial accounting 

information issued by a company; it must therefore be able to be verified 

by experts and be free from delib~rate bias. It takes time to prepare 

~nd publish. Internal info:111ation is not similarly constrain,~d. 

The limitations of management accounting data must be r·~cognised. 

Managers cannct e~pect to get ~11 the information they want to make 

correct decisions. They can go O"lly so far in eliminating uncertaint::. 

Accounting information helps in this procese but. it is subject to 

approximations and vary~ng degrees of accuracy. For example, the amount 

of overheads allocated to each timber shelved hi-fi unit is only an 

approximation and must be interpreted as such. Internal users must 

also understand the flexibility of accounting data: the info!'Mation 

produced by the cost system can be reworked for a multiplicity of us~s. 

16. Concluding remark 

This overview of what a.re essentially tvo disciplines has taken 

a highly selective and superficial path through dome difficult terrain. 
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It has mapped out only the principal highva.ys and the most obvious 

landmarks. Much rl?lE.ins to oe explored. But the issues and pro­

blem areas discussed in this parer should be sufficient tu alert 

managers to the necessity of their enterprises getting to grips 

vi.th the analytical tools of financial management and industrial 

accounting. These tools do not have to be complex. Later papers 

on individual topics will go far to shov that managers need only a 

fair measure of canmon sense and a logical va.y of thinking to cope 

V.:.th the concepts and tools rather than superior mathematical skills 

or professional training. 

l 
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APPENDIX 

An example of llOrking capital forecast 

Two brothers wish to go into partnership to manufacture and sell 

a gadget. They have only 30,000 LC (Local Currency) between them b.lt. 

the local development corpcration has indic~ted that it may support 

the venture provided the tvo brothers can present a forecast of "WOrking 

capital requirements together with other capital requirements for the 

first six months of trading (January to June). 

The following information is availabl~: 

1. A suitable factory has been found which will cost 30,000 LC 

but the present ovners are prepared to offer it for 15, 000 LC 

inmlediate cash payment and a mortgage on the be.lance with 

interest payable at the rate of 8% per annum on the last day 

of every month. 

2. Plant and machinery, and other factory equipment costing 

18,000 LC must be acquired and paid for in January. 

F.ach gadget made will cost 4 LC, costs comprising 2.50 LC 

for factory wages ar.d 1.50 LC for materials. Selling price 

is expected to be 8 LC and expected sales are as fellows, 

in units: 

January 

NIL 

February 

1,500 

March 

1,800 

April May 

1,800 2,000 

June 

2,000. 

Ten percent of all sales will be for cash and the be.lance 

vill be sold to customers for settlement in the month 

following delivery of the gadgets. 

4. Materials, production overheads and administration overheads 

will be acquired from creditors who will expect payment in 

the month following supply of the goods and services. 

~~eduction overheads are likely to be incurred at the rate 

of 1,500 LC per month and administrative overheads also at 

the rate of 1,500 LC per month. 

l 
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5. Sufficient materials vill be purchased in January to manufacture 

1,500 gadgets and. to maintain a level of rav material inventory 

of 2,000 LC. The inventory of finished. gadgets vill be maintained. 

at 1,500 during the first six months; therefore the production 

level for any month is that of the month's sales. 

6. All other expenses are paid in the month in which they are incurred.. 

7. An emergency cover of 3,000 LC is to be includeJ. in any forecast of 

working capital. 

B. Advertising costs: to be paid in January 2,200 LC; February and 

March 600 LC per month; 500 LC per month thereafter. 

9. Selling and distribltion costs are as follovs: to be paid in 

March Boo LC, in April and May 1,000 LC per month, and in June 

900 LC. Nothing will be outstanding at the end of June. 

A. Schedule of Cash Payments for Operations in LC 

January February March April May June Outstand­
ing 

Factory \18.ges 7,500(1) 3, 750(2) 4,500 4,500 5,000 5,000 

Materials 6,500(3) 2,250 2,700 2, 700 3,000 3,000 

Production overhead 1,500 1,500 1,500 1,500 1,500 1,500 

Administration overheads - 1,500 1,500 1,500 1,500 1,500 1,500 

Advertising 2,200 Boo Boo 500 500 500 

Interest 100 100 100 100 100 100 

Selling and distribu~ion - Boo 1,000 1,000 900 

9,800 14,150 11,450 11,800 12,300 12,500 
---

l 

, 
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(iii) 

Working notes: 

(1) Wages for January: Units for inventory 1,500 

Units for sale in February 1,500 

(2) Wages for Fetruary: Units for sale 
and so on for the 
following months 

(3) Materials for February: Bought and consumed 
in January: 

Produced for inventory 

Produced for sale in 
February 

3,000 x 2.50 LC= 7,500 LC 

1,500 x 2.50 LC= 3,750 LC 

l,50C 

1,500 

3,uOO x 1.50 LC= 4,500 

Invent~ry 2,000 
6,500 LC 

B. Cash frcxn Sales in LC 

January Eebruary ~ April May June Receivable 

Cash sales 1,200 1,440 1,440 1,600 1,600 

Cash frcm 
Accounts 
Receivable 10,800 12,960 12,960 14,400 14,400 

1 2 200 12 2 240 14 2 400 14 2 560 16 2 000 



A::Eendix (Contd) 

c. Statement of Cash Receipts and Payments in LC 

Balances 
Cumulative ?avments Recei,Ets Overs,Eent In-Hand Balance Over spent 

Jan:iary 9,800 9,800 9,800 
February 14,150 1,200 12,950 22,750 
March 11,450 12,240 790 21,960 
April 11,800 14,400 2,600 19,360 
May 12,300 14,560 2,260 17,100 
June 12,500 16,ooo 3,500 13,600 

Note that the largest estimated negative monthly balance is 22,750 LC in 

February. This is the amount of the working capital required to he pro­

vided for in the initial six months' trading. 

D. Ca,Eital requirement in LC 

Cash for factory 

Cash for plant and equipnent 

Cash for working capital 

Cash for emergency cover 

Provision 

Two brothers 

Local development corporation 

15,000 

18,ooo 

22,750 

3,000 

58,7SO 

30,000 

28,750 

58,750 

l 
(iv) 

' 
) 

I 
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