CHAPTER 6

From Cost Management to Cost
Accounting: Relevance Lost

BY 1925, American industrial firms had devel-
oped virtually every management accounting procedure
known today. The procedures were developed in just over
one hundred years by managers seeking information about
opportunities for gain in hierarchies. From the first hierar-
chies ever used to manage economic affairs—in America, the
integrated textile mills of the early 1800s—to the complex
multidivisional hierarchies of the 1920s, managers devel-
oped accounting measurement and control procedures to
meet a demand for information about the efficiency and prof-
itability of internally administered economic activity.

After 1925 a subtle change occurred in the information
used by managers to direct the affairs of complex hierar-
chies. Until the 1920s, managers invariably relied on infor-
mation about the underlying processes, transactions, and
events that produce financial numbers. By the 1960s and
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1970s, however, managers commonly relied on the financial
numbers alone. Guided increasingly by data compiled for
external financial reports,! corporate management—the
“visible hand”—has “managed by the numbers” since the
1950s. We wait for future historians to explain fully the com-
plex forces that caused this transition. We can offer a partial
explanation by tracing the developments that prompted
manufacturing managers to use inappropriately the inven-
tory cost information, prepared for financial statements, for
strategic management purposes.

As we discussed in chapter 3, engineer-managers in
metal-working firms between 1880 and 1910 had developed
procedures for computing managerially relevant product
costs. But those procedures disappeared from manufactur-
ing accounting practice and writing after 19142 In their
place appeared the costing procedures that twentieth-
century accountants developed to value inventories for
financial reports. While those procedures yield cost infor-
mation that apparently aids financial reporting, the same
information is generally misleading and irrelevant for stra-
tegic product decisions. To explain the events leading to this
misuse of financial report information by present-day man-
agers, we briefly review the development of strategic cost
information in manufacturing firms during the century that
ends in the early 1920s.

Diversity, Economies of Scope,
and the Cost of Information

Conversion cost information used before the 1880s
was relevant to all managerial decisions affecting efficiency
and overall profits of single-activity manufacturing firms.
The early manufacturing firms attempted to achieve success
through economies of scale—reductions in unit cost from
increased output of one product in one facility. To monitor
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scale economies, managers in manufacturing firms gathered
information about conversion costs (efficiencies) in each of
the firm’s separable processes. Information about the costs
of different products was superfluous because the firms had
relatively homogeneous lines of products that consumed re-
sources in each of the firm’s processes at uniform rates. If
the firm’s processes were run efficiently, the managers had
done virtually all they could do to ensure profitable opera-
tions overall.

After 1880, managers of vertically integrated firms and
metal-working firms needed more than information about
the efficiency of their internal processes. Both types of firms
needed additional information to manage unprecedented di-
versity in processes and in products. Integrated firms made
diversity manageable with accounting devices (transfer
prices and budgeting are examples) to measure performance
in each varied activity with a common yardstick such as net
income or return on assets. Managers in the early vertically
integrated firms did not seem interested in product costs,
probably because they tended to focus on relatively homo-
geneous lines of products and always in a single industry. In
contrast, metal-working firms manufactured diverse lines of
products that consumed resources at widely varying rates.
Managers in these firms attempted to achieve success
through economies of scope—the gains from jointly produc-
ing two or more products in one facility. The managers
needed information on how decisions about product mix
could affect overall profits. To estimate the impact of indi-
vidual products on a firm'’s overall profitability, engineer-
managers in late nineteenth-century metal-working firms
sought to develop accurate product cost information.

By 1910, manufacturing cost systems provided infor-
mation relevant to a wide range of decisions about econo-
mies of scale (efficiency) and opportunities for scope (prod-
uct differentiation). Of these systems, those designed to trace
costs accurately to diverse lines of products disappeared
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after 1910, certainly by World War 1. Perhaps the main rea-
son for the disappearance was their high cost-to-benefit ra-
tio.> Existing information-processing technology made it
costly to trace accurately the resources used to make each
diverse product in a complex manufacturing plant. The
higher profits that one might earn by marketing only the
most profitable products and rejecting losers may not have
been worth the cost of information needed to make such
selections. For instance, the high cost of processing infor-
mation apparently doomed actual applications of Alexander
Hamilton Church’s product costing system. Charles Renold,
referring to an application of Church'’s system in his father’s
company around 1900, said that the system “became quite
unmanageable in its ramifications, elaborations and adjust-
ments. It could never be kept up to date [and] gave no con-
venient guide to action.”* We know very little about the spe-
cific system that Renold referred to, but systems that Church
described in his writings suggest that the outcome in the
Renold Company might have been different had computers
and electronic measuring instruments been available.

The high cost of collecting and processing accurate in-
formation about product costs did not prevent firms from
marketing diverse product lines, at least not in the first half
of this century. This certainly was true of small- and me-
dium-sized firms that manufactured machine-made metal
products such as hardware and machine tools. These firms
were leaders in developing product costing systems in the
1880s and 1890s, but they soon concluded that it was not
worthwhile to gather accurate information about individual
product costs. Articles about actual cost systems in ma-
chine-tool firms after World War I suggest that they used
aggregated overhead pools and direct-labor application of
overhead,’ scarcely the information one needs to trace firm-
wide profits to the profitability of a diverse line of individual
products. Not finding it cost effective to collect the requisite
information to evaluate the relative profitability of special-
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ized market niches, small- and medium-sized firms with
diverse product lines still earned tolerable overall profits by
becoming full-line producers. The strategy apparently
worked for many manufacturers from the 1920s to the 1960s,
a period when America’s domestic market was relatively iso-
lated from world competition.

Giant integrated organizations that adopted a strategy
of product diversification around the time of World War I
did not find it any easier than small- or medium-sized firms
to compile accurate product cost information. They coped
with the problem of product diversity by creating divisions.
The multidivisional firm, as discussed in chapter 5, created
islands of product specialization within self-contained divi-
sions. The divisions could secure affordable information
about efficiency and profitability by using management ac-
counting systems that already were familiar to managers of
vertically integrated firms. Information about costs of indi-
vidual product lines was apparently too expensive for these
firms to manage diverse product lines by monitoring pre-
cisely each product’s consumption of resources.

Cost Accounting Supplants Cost
Management after 1900

The virtual disappearance of managerial product
costing in manufacturing firms did not mean that account-
ants abandoned all product costing after 1914. Indeed, a
subject known as cost accounting flourished after World War
I. But cost accounting did not attempt to trace each prod-
uct’s consumption of resources for cost management pur-
poses; instead, it valued inventory for financial reporting
purposes. And the demand for financial reporting after 1900
burgeoned because of new pressures placed on corporate
enterprises by capital markets, regulatory bodies, and fed-
eral taxation of income. But of all the new demands for cor-
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porate financial disclosure after 1900, the demand for finan-
cial reports audited by independent public accountants
probably had the most profound and lasting influence on
managerial cost accounting.

The enormous growth of audited financial reporting and
the concomitant rise of the professional public accountant
was a powerful new force on the accounting scene after
1900.° A few American industrial firms in the nineteenth
century had issued periodic financial reports to their stock-
holders and creditors; virtually none had the reports audited
by independent public accountants.” After 1900, however,
many firms needed to raise funds from increasingly wide-
spread and detached suppliers of capital. To tap these vast
reservoirs of outside capital, firms’ managers had to supply
audited financial reports. And because outside suppliers of
capital relied on audited financial statements, independent
accountants had a keen interest in establishing well-defined
procedures for corporate financial reporting.

The inventory costing procedures adopted by public ac-
countants after the turn of the century had a profound effect
on management accounting. Every accounting student of
the past sixty years has learned about inventory costing—a
bookkeeping procedure that manufacturing accountants fol-
low to separate the production expense of an accounting
period from the cost of manufactured product inventories at
the end of the period. The separation is achieved by “attach-
ing” total manufacturing costs to the equivalent units of
product finished in a period. This “accounted” cost is used
to value both units of unsold product at the end of a period
(finished and in-process inventories) and units of product
sold during the period. Inventory costing therefore provides
inventory values to report on the balance sheet and manu-
facturing expenses to match against revenues on the income
statement.

Prior to this development, American manufacturing
firms did not use cost accounts to value inventories for fi-
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nancial reporting purposes. As we noted in previous chap-
ters, manufacturing firms developed cost accounts for two
purposes: (1) to evaluate internal opportunities for gain
from their resources and, (2) to control the internal pro-
cesses and activities that generated those higher returns. A
few early manufacturing firms issued financial reports—
some as early as the 1830s®*—but none required cost ac-
counts to separate period expenses from inventory values.
Expenditures were associated either with fixed-value assets
(as in railroad replacement accounting) or with periods (cur-
rent or future [deferred]). And end-of-period inventories of
manufactured products were not valued by “flowing” ex-
penditures from asset and period accounts into inventory
accounts.? Instead, balance sheet inventories were valued at
amounts that approximated current replacement costs.'

After 1900, public accountants’ rules for financial re-
porting gradually ended the practice of valuing manufac-
tured inventories with dollar amounts that originated out-
side the books of account. The public accountants demanded
that information in audited financial reports come from
double-entry books that “integrated” all cost and financial
accounts."! The term integration meant that all amounts re-
ported in financial statements, whether they were period
expenses or end-of-period assets, had to be traceable to the
original (i.e., historical) costs of recorded transactions. The
public accountants’ (i.e., auditors’) demand for “integration”
(later referred to as “articulation”) led them to advocate
what we know today as inventory costing.'?

Auditors were less interested in the relevance of product
cost information for management decisions than for its im-
pact on reported profits. They insisted that inventories be
valued at amounts that were objective, auditable, and “con-
servative.”'* Public accountants in Britain and the United
States were particularly concerned that a client corporation
not declare dividends out of capital.'* Such an action could
make a corporation vulnerable to creditors’ lawsuits and
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could also jeopardize the auditors’ reputation. By calculat-
ing production expenses and inventory costs from original
transaction data, inventory costing supposedly precluded
“anticipating income” or “declaring dividends out of
capital.”®s

Auditors had logical and defensible reasons, therefore,
to value inventories by attaching original transaction costs
to products.'® Moreover, they developed economical methods
to attach costs. For auditors’ purposes, the costing methods
developed by engineers after 1880 seemed unduly complex,
not to mention chaotic and confusing. One scientific man-
agement authority, Harrington Emerson, once said that en-
gineers found “‘to their sorrow’ that without tying-in [inven-
tory values and original costs] they could not ‘convince
those on whose support they must rely that the methods
used are really producing the results promised’”"” Auditors
were concerned only with separating costs of the period
from costs in inventory. One did not need accurate costs of
individual products to accomplish the separation; as long as
the totals were correct, offsetting errors in the details did
not matter.

The difference in accuracy between the engineers’ prod-
uct costing and the auditors’ inventory costing procedures
arose from the allocation of indirect, or overhead, costs. The
engineers took care, often at great cost, to trace indirect
costs to the specific activities that caused the cost; in other
words, they tried to trace all costs of the firm as direct costs
of products. That clearly was Church’s intent, as we dis-
cussed in chapter 3. This approach to tracing indirect costs
was described succinctly by John Mann in 1903.

It is clear that if the work is of a uniform class the oncost li.e.,
overhead] may be applied according to the weight of metal in the
castings. . . . Differential rates should be worked out to ascertain
the variation in cost and oncost where the castings vary, say be-
tween light and heavy goods, and between different methods, as
green-sand, dry-sand, and loam. For instance, loam castings re-
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quiring large floor space, and crane power, supervision, etc., may
justify an expense rate double that required for simple and small
green-sand castings, while dry-sand castings would take an inter-
mediate place.'®

Auditors, however, did not need to distinguish carefully
among products and processes. They commonly appor-
tioned all indirect costs as a whole, allocating them to prod-
ucts according to a common divisor such as labor hours or
labor cost (information readily available in any manufactur-
ing shop in 1900). Holden Evans, a naval contractor around
the turn of the century, described the adverse consequences
of using auditor-style inventory costs to estimate prices:

In some of the large establishments with numerous shops the
expense burden is averaged and applied on the basis of productive
labor—notwithstanding the fact that in one shop the shop expense
percentage is nearly a hundred while in another it is less than
twenty-five. Frequently such establishments are called on to bid
for work which is almost exclusively confined to the shops where
the expense is low, and by using the higher average rate the bids
are high and the work goes to other establishments where costs
are more accurately determined. Thus profitable work is often
lost."

It seems unlikely, however, that firms would persist in losing
profits because of inaccurate costing procedures. Since man-
ufacturers after 1914 seem not to have used the careful over-
head tracing procedures described by Mann and Holden, we
believe that the profits to be gained must not have been
worth the added information-gathering costs.

Therefore, it does not seem legitimate to claim, as some
historians have, that managerial product costing disap-
peared in the early 1900s because it was pushed aside by
auditors’ methods for inventory costing.?° Because of high
information-collection and processing costs, the careful
tracing of resource costs to products advocated by Church
and many mechanical engineers probably would have dis-
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appeared by 1914 even if audited financial reporting had
never existed.

What type of cost information would managers have
used if auditors and their “integrated” inventory costing pro-
cedures had never appeared? It is possible that audited fi-
nancial reporting would not have arisen if corporations had
not turned after 1900 to capital markets for funds. Even so,
the demand for external financial reports still could have
increased sharply after 1900 to meet the requirements of
governmental regulatory and taxing authorities. And gov-
ernment agencies might have insisted on independent audits
had auditing not occurred for other reasons. Therefore, pres-
sure to prepare financial reports for nonmanagerial pur-
poses would likely have led companies after 1900 to main-
tain nonmanagerial cost accounts, even without encour-
agement from public accountants. And there is no reason to
believe that this nonmanagerial cost information would
have been more useful to managers than the inventory cost
information that did appear.

The ultimate question, then, is not who developed or
required nonmanagerial sources of cost information but
what prompted rational managers to voluntarily use such
information in settings where it was clearly irrelevant? We
believe that university departments of accounting may have
been the major force in convincing modern managers to
“manage by the numbers.” University accounting education
has paralleled the development of financial reporting in this
country. Accounting was virtually unknown in college cur-
ricula before 1900; its subsequent development was shaped
largely by the demand to train students for public account-
ing. The theory and problems of financial reporting has com-
prised virtually all the required courses. Consequently,
people trained in accounting before World War II were in-
variably trained in modern financial reporting, not in man-
agement accounting. Many of these graduates started in
public accounting careers, but eventually became the finan-
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cial, accounting, and even senior executives of American
manufacturing companies. That they ultimately used finan-
cial accounting data as a major source of information for
managerial decision making should not, therefore, be sur-
prising.

Academic Influence on Cost Accounting

The disappearance of managerial product costing at
the same time that auditor-oriented inventory costing de-
veloped was not without consequence. Filling the vacuum
left by the disappearance of managerial product costing, in-
ventory costing became the only form of “cost accounting”
in manufacturing establishments. When managers and ac-
countants spoke of “product costs” after World War I, they
referred to cost information from the ledger inventory ac-
counts. Gradually, accountants and managers came to define
the purpose of cost accounting in terms of valuing cost of
goods sold and inventories for financial reports, not for man-
agerial decisions or control. The educational system rein-
forced the tendency. For all practical purposes, academic
accountants writing around 1920 never broached the subject
of managerial product costing. Textbooks used in 1920s uni-
versity accounting courses spoke of cost accounting strictly
in terms of inventory costing for financial reporting pur-
poses; only in the post-World War II era did academic writ-
ers herald the “birth” of management accounting.

Works by academic writers published in the 1920s show
how thoroughly the financial reporting view of inventory
costing had absorbed the attention of accounting educators.
In a 1922 treatise, one of the century’s most influential ac-
counting theorists, William Paton, described what he re-
garded as the cost accountant’s chief activity: “the essential
basis for the work of the cost accountant—without it, there
could be no costing—is the postulate that the value of any
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commodity, service, or condition, utilized in production,
passes over into the object or product for which the original
item was expended and attaches to the result, giving it its
value”?' (Paton'’s italics.) Thomas Sanders, an accounting
educator and theorist no less influential in the 1920s and
1930s than Paton, argued in his 1923 cost accounting text-
book that the act of attaching costs to products is what sepa-
rates ordinary financial accounting from modern cost
acounting. Moreover, the purpose of attaching is to arrive
directly and reliably at a cost of goods sold figure for finan-
cial reports. In Sanders’ words,

If we take it that financial accounting must record the transactions
of the business with the outside world, these transactions will
consist, on the one hand, of the outlays which are incurred for
productive purposes, such as the buying of materials and the pay-
ment of wages and expenses; and on the other hand of sales of the
finished product to customers. But without cost accounting there
is no adequate connection between these two classes of transac-
tions; there is no assurance that all the expenditures which were
incurred for production have been properly attached to the fin-
ished products which were sold. [The traditional] procedure in
such cases is to take inventories of the raw materials, work in
process, and finished goods which remain on hand, and to assume
that all the other expenses which have been incurred applied to
the goods which were sold. In the absence of cost accounting, we
are reduced to this indirect method of computing cost of sales. But
cost accounting occupies the ground between the transactions rep-
resenting productive expenditures and the transactions represent-
ing the sales of the finished product; a direct connection is thereby
established between the two. The outlays which have been made
for materials, labor, and manufacturing expenses are taken up and
attached to the specific product or processes upon which they ap-
ply.2? (Italics added.)

Sanders also emphasized the importance of integrating
the cost accounts with the general financial accounts, ob-
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serving that “in the absence of such a tie-up between the
cost and financial accounts, the cost accounts are likely to
depart from the financial records and there is no guarantee
of their reliability.’?* He pointed out that “preserving an ex-
act balance between debit and credit” is one reason why
“production managers, efficiency experts, and ‘scientific
management’ people frequently refer to [inventory] cost ac-
counting as a somewhat useless procedure which, whatever
its merits, offers very little advantage to them.”>* Sanders
admitted that accountants had an obligation to cooperate
with production managers, but he leaves no doubt that the
main purpose of cost accounts is to value inventories for the
financial reports. Indeed, virtually all textbook writers of
the 1920s defined “attaching” and “integration” as the cost
accountants’ two most important considerations.?

Textbook authors would usually observe that inventory
costing does not provide all information that managers need
for evaluation, control, and decision making. The observa-
tions are always brief and never advocate any managerial
accounting procedures that might detract from the primacy
of inventory costing. Glaringly absent from these textbooks
is any mention of actual management accounting practices
in contemporary industrial organizations.** Some authors
mention the possibility of using predetermined standards to
evaluate departmental and operational performance. But
they ignore the vast literature on managerial product cost-
ing that engineers wrote in the early decades of the century.
Standard costing is usually mentioned, if at all, as a tech-
nique that simplifies the task of attaching burden costs to
products.”’

College-level accounting textbooks were not the only
publications that gave early authoritative support to the in-
ventory costing approach to cost accounting. Also influential
was the historical writing that appeared after 1930 in works
by A.C. Littleton, David Solomons, and S. Paul Garner.?®
Littleton’s well-known Accounting Evolution to 1900% legit-
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imized the financial reporting approach to cost accounting
by depicting it as the inevitable accounting consequence of
factory manufacturing. For Littleton, accounting’s evolution
progressed inexorably toward twentieth-century financial
reporting. For him, the unique accounting problem that
manufacturing activity contributed to the evolution was the
need to attach costs to inventory. Littleton believed that
manufacturing accountants did not develop modern inven-
tory costing procedures until the late 1800s, well after fac-
tory manufacturing began. He conjectured that inventory
costing did not appear until the 1880s when fixed costs be-
came large enough to force factory managers to give atten-
tion to cost allocation procedures.

The historical records we discussed in chapter 2 refute
Littleton’s interpretation of cost accounting history. Finan-
cial reporting did not provide the motivation for managerial
product costing. The late nineteenth-century literature that
Littleton believed were the first commentaries on modern
inventory costing procedure were, in fact, written by engi-
neers who wanted to develop more accurate product costing
methods for estimating and pricing—they had no interest in
accounting at all.3°

Had Littleton studied historical company records, he
might have discovered the cost accounting practices of early
nineteenth-century factories (see chapter 2). He confined his
research, however, to publications written by accountants
themselves. He interpreted cost accounting history entirely
in terms of the technical record keeping procedures that ac-
countants in his day used to compile information for audited
financial reports.

Accountants, by the end of World War II, had whole-
heartedly accepted both the role of cost accounting for in-
ventory valuation and Littleton’s interpretation of cost ac-
counting history. Academic accountants then proceeded to
rediscover “managerial accounting for decision making.”
Many accounting authorities began to write about the man-
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agerial shortcomings of financial accounting information;*
but the primary concern of this writing was to make finan-
cial accounting information more useful for management
decisions, by strategies such as sorting out fixed and vari-
able costs. The financial reporting view of cost accounting
was not challenged. The 1950s debate over “direct costing”
shows the continuing dominance of the view.*? In that liter-
ature no one challenged the idea of attaching “integrated”
costs to products. The debate merely focused on which costs
to attach, full or direct.

To avoid anticipating income, nonmanufacturing over-
heads were never attached to inventory. This policy virtually
terminated academic discussion of cost accounting for dis-
tribution, research, development, marketing, administra-
tion, and capital. Indeed, the public accountants’ refusal to
countenance capitalization of imputed interest led to a bit-
ter dispute among American accountants that culminated in
the formation of the National Association of Cost Account-
ants in 19193 While the issue remained alive in that orga-
nization, it disappeared from writings by public account-
ants and academics.

Many authorities eventually challenged the prevailing
view, none more distinguished than William Paton. As we
mentioned previously, Paton in his 1922 treatise was among
the earliest authorities to legitimize the “costs attach” idea
of costing. He also coauthored with Littleton in 1940 the
most influential statement of the “costs attach” idea ever
published 3* Speaking at a conference in 1970, however, Pa-
ton disparaged the “costs attach” idea by saying,

The basic difficulty with the idea that cost dollars, as incurred,
attach like barnacles to the physical flow of materials and stream
of operating activity is that it is at odds with the actual process of
valuation in a free competitive market. The customer does not buy
a handful of classified and traced cost dollars; he buys a product,
at prevailing market price. And the market price may be either
above or below any calculated cost figure 3
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Paton did not offer an alternative to attaching when he
made this statement. He might have noted that the common
nineteenth-century method of determining periodic income
did not require inventory costing.* The bookkeepers in early
American textile companies used market replacement costs
(or close approximations of them) to value ending invento-
ries. They charged off all manufacturing costs—direct, in-
direct, fixed, and variable—as costs of the period; no cost
“flowed” into inventory.” Or Paton might have mentioned
Church’s proposal to attach all costs to products. Although
never taken seriously by academicians, accountants, or au-
ditors in this century, Church'’s approach to product costing,
which appears to eliminate the concept of period costs,
would make product cost a bridge between pre-industrial
venture accounting and modern periodic income determi-
nation.*

Acceptance of the inventory costing view of cost ac-
counting is today so complete that all memory or knowledge
of cost and managerial accounting practices in pre-1914
American manufacturing firms seems dead. Nowhere is this
absence of memory more evident than in the following quo-
tations from three contemporary and representative cost
and managerial accounting textbooks:

Managerial accounting is in its infancy. Historically, it has
played a secondary role to financial accounting, and in many or-
ganizations it still is little more than a by-product of the financial
reporting process. However, events of the last two decades have
spurred the development of managerial accounting, and it is be-
coming widely recognized as a field of expertise separate from
financial accounting.? (Italics added.)

Originally, the label cost accounting referred to the ways of
accumulating and assigning historical costs to units of product
and departments, primarily for purposes of inventory valuation and
income determination.*® (Italics added.)

While the traditional role of cost accounting to record full prod-
uct cost data for external reporting and pricing remains strong, cost
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accounting for decision making and performance evaluation has
gained importance in recent decades.*' (Italics added.)

The authors of these well-known textbooks are in fact ex-
pressing Littleton’s questionable version of cost accounting
history.

One of the coauthors of this book himself enunciated the
same belief about the origins of management accounting in
the following passage from a textbook that he published in
1982:

Management accounting is a relatively recent phenomenon,
especially when compared to the long historical development of
financial reporting for external parties such as owners, creditors,
regulators, and tax authorities. Cost accounting was the first man-
ifestation of the current management accounting system. Cost ac-
counting was developed to fill a need generated by the financial
reporting process. Costs had to be allocated so that product-.
related expenditures could be separated between cost of goods
sold and inventory. . . .

During the 1950s and 1960s, . .. accountants began devising
cost accounting procedures that would be most relevant to partic-
ular decisions. Emphasis shifted from external to internal users of
cost accounting data. One could now think of recording cost data
for internal purposes in a manner different from that used for
external purposes.*?

The historical material found in the preceding four chapters
refutes two central ideas in the above quotations: that man-
agement accounting is a more recent phenomenon than fi-
nancial accounting and that “cost accounting was developed
to fill a need generated by the financial reporting process.”

Cost Accounting and Cost Management
Contrasted in the U. S. and the U. K.

Evidence from Victorian England casts additional
doubt on the academic accountants’ (e.g., Littleton’s) version
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of the historical development of cost accounting in American
manufacturing. We know today that management account-
ing, including cost accounting in the nineteenth century, de-
veloped much sooner in the United States than in the United
Kingdom.* Also, public accountants promoted “integration”
of cost and financial accounts soon after establishing their
presence in the United States, around 1900. In Britain, how-
ever, where auditors had established a professional presence
nearly fifty years sooner, they did not evince an interest in
integrated accounts until long after World War 1.4 Believers
in the Littleton hypothesis would have trouble explaining
either observation because for Littleton the motive force be-
hind the evolution of cost accounting is financial reporting
and the consequent need to account for industrial fixed
costs. Britain’s early lead in industrial development would
presumably have put British cost and managerial account-
ing ahead of American practice, at least to the end of the
nineteenth century. Yet this did not happen.

The earlier, more sophisticated development of cost and
managerial accounting in America than in Britain can be
explained by differences in the way that industrial activity
was organized in the two economies. British industrial
firms, at least to the 1920s, tended to specialize in single
processes, whereas American industrial firms tended to in-
tegrate several processes within the same organization.* In
recent studies of this contrasting situation, scholars empha-
size that Britain’s market system was much more sophisti-
cated and more efficient than America’s.* A leading business
historian describes the British situation as follows:

In the last few decades of the nineteenth century and the first
decades of the twentieth Britain was perhaps nearer to the ideal
of the free market than any other major country at any stage in
history. Transport improvements and the densely packed highly
urbanized population provided a uniform national market; levels
of industrial concentration were low, monopoly positions were al-
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most unknown, and competitive pressures within the economy
were strong; international trade was entirely free of tariffs; migra-
tion and capital movements were free of control; market institu-
tions were highly developed within a well-understood legal frame-
work; the currency and financial system were stable.*’

With such extensive market opportunities, there was little
need for British industrialists to coordinate economic ex-
changes within firms. Relying on market prices, the indus-
trialists coordinated a far higher percentage of their ex-
changes among firms than did their American counterparts.

The accounting implications of these different organi-
zational patterns are by now obvious. British companies,
because they tended to specialize in a single process, did not
need accounting records to ascertain the cost of intermedi-
ate outputs; market prices supplied virtually all the cost
information they needed. American companies, because
they tended to integrate two or more processes under one
management, needed cost accounts to compute the cost of
their internally made intermediate outputs. The so-called
“failure” of British companies to adopt what often are con-
sidered advanced American cost accounting procedures was
actually the natural consequence of the higher effectiveness
of market institutions in Britain. This effectiveness made it
beneficial for British companies to coordinate different pro-
duction processes through market exchanges, thereby elim-
inating the need for sophisticated internal cost accounting
procedures.*

In retrospect, British industrialists paid a high price.
Heeding strictly to domestic market signals in the late Vic-
torian era, British manufacturing firms remained special-
ized at a time when the tide was turning in favor of inte-
grated hierarchy. Eventually the British were swamped by
the economies of scale achieved by American and German
corporations, whose large-scale industrial hierarchies cap-
tured world markets for standardized mass-produced goods.
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But how does one explain why nineteenth-century Brit-
ish public accountants were uninterested in the “integra-
tion” of cost and financial accounts? Public accountants de-
veloped a professional presence earlier in Britain than in
America and the British market for securities created a de-
mand for audited financial reports in the second half of the
nineteenth century. The much simpler structure of British
organizations, however, enabled the information from a
company'’s general ledger to be used directly to compile au-
ditable financial reports. Virtually all of a British manufac-
turing company’s transactions were market transactions,
and the ledger accounts fully reflected these transactions.
British auditors had no reason to press for integration of
cost and financial accounts since the general accounts al-
ready provided everything needed to prepare auditable fi-
nancial reports. For instance, British accountants could as-
certain directly from double-entry purchase accounts the
“cost of sales” figure that caused so much concern to Amer-
ican authorities such as Sanders. Indeed, British auditors
argued for separating managerial cost accounts (such as they
were) from general financial accounts.

Conclusion: Cost Accounting’s Lost
Relevance for Cost Management

Our discussion in this chapter suggests that little
evidence exists to believe that auditors after 1900 persuaded
managers to substitute inventory cost accounting figures for
strategic product cost information. That managers were not
inclined to compile accurate product costs data in the dec-
ades after 1900 likely reflects their judgment on the costs
and benefits of such information, not a lost sense of what
information is relevant to management decisions. Yet having
the accounts used to value inventories for financial reporting
purposes be the only source of product cost information un-
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doubtedly has affected how accountants and managers sub-
sequently thought about cost management during the past
sixty years. Many accountants and managers have come to
believe that inventory cost figures give an accurate guide to
product costs, when they do not.

Accounting historians should examine carefully the ex-
tent to which the writings and teachings by academic ac-
countants (as distinct from auditors and managers) have
contributed to cost accounting’s lost relevance for cost man-
agement. Academic accountants devoted much energy in the
last sixty years to forging managerial relevance out of finan-
cial accounting information. The forging used a model of a
simple manufacturing firm, producing a homogeneous line
of goods—scarcely as complex as an early nineteenth-cen-
tury textile mill. In such a simple setting, academic writers
recast inventory cost information to solve contrived produc-
tion problems. In more complex real-world settings, how-
ever, inventory cost information is irrelevant for actual man-
agement decisions. That was, of course, the point made by
Church and other early twentieth-century writers. Moreover,
academic management accountants tend to characterize
management decisions in terms of “decision models” derived
from the economists’ neoclassical theory of the firm. The
models portray situations that grossly oversimplify the de-
cision problems managers face in real life. But the forced
simplification permits academic writers to show how inven-
tory cost information from financial reports can be made
“relevant” to managerial decisions. Academic cost account-
ants, more than auditors or managers, may have contributed
to accounting’s lost relevance for cost management, espe-
cially since World War II.

Although financial reporting rules per se did not thwart
managerial cost accounting after World War I, they did have
a deleterious impact on the accounting information used to
evaluate subordinates’ performance in complex industrial
organizations. As we remarked previously, large firms used
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accounting measures of efficiency and productivity to eval-
uate subordinate managers’ performance well before multi-
divisional organizations first appeared around 1920. Critics
of present-day American management practice often note
that successful Japanese and German manufacturing firms
also focus on similar measures of performance. But the
emergence of the multidivisional structure in the 1920s en-
couraged top managers to entrust divisional heads with re-
sponsibility for achieving accounting profit or ROI targets,
not merely efficiency or productivity targets. Using profit
performance targets allowed top managers to delegate a
broad variety of operating responsibilities. It also increased
the risk that subordinate managers’ local goals might not
conform to the goals of the organization as a whole.

This risk is a topic of great concern today. The spread of
the multidivisional structure throughout American industry
has catalyzed an enthusiasm for motivating every member
of a business organization to meet profit goals. Yet undesir-
able outcomes can occur when subordinates are asked to
respond to profit signals. This and other consequences of
modern financial reporting will be examined as we next con-
sider the continuing evolution of management accounting in
America after 1925.
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