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he aim of the eighth edition of this book is to explain the principles involved in designing and

evaluating management and cost accounting information systems. Management accounting systems
accumulate, classify, summarize and report information that will assist employees within an organization
in their decision-making, planning, control and performance measurement activities. A cost accounting
system is concerned with accumulating costs for inventory valuation to meet external financial account-
ing and internal monthly or quarterly profit measurement requirements. As the title suggests, this book is
concerned with both management and cost accounting but emphasis is placed on the former.

A large number of cost and management accounting textbooks have been published. Many of these
books contain a detailed description of accounting techniques without any discussion of the principles
involved in evaluating management and cost accounting systems. Such books often lack a conceptual
framework, and ignore the considerable amount of research conducted in management accounting in the
past three decades. At the other extreme, some books focus entirely on a conceptual framework of
management accounting with an emphasis on developing normative models of what ought to be. These
books pay little attention to accounting techniques. My objective has been to produce a book which falls
within these two extremes.

This book is intended primarily for undergraduate students who are pursuing a one-year or two-year
management accounting course, and for students who are preparing for the cost and management
accounting examinations of the professional accountancy bodies at an intermediate or advanced profes-
sional level. It should also be of use to postgraduate and higher national diploma students who are
studying cost and management accounting for the first time. An introductory course in financial
accounting is not a prerequisite, although many students will have undertaken such a course.

STRUCTURE AND PLAN OF THE BOOK

A major theme of this book is that different financial information is required for different purposes, but
my experience indicates that this approach can confuse students. In one chapter of a typical book students
are told that costs should be allocated to products including a fair share of overhead costs; in another
chapter they are told that some of the allocated costs are irrelevant and should be disregarded. In yet
another chapter they are told that costs should be related to people (responsibility centres) and not
products, whereas elsewhere no mention is made of responsibility centres.

In writing this book I have devised a framework that is intended to overcome these difficulties. The
framework is based on the principle that there are three ways of constructing accounting information.
The first is cost accounting with its emphasis on producing product (or service) costs for allocating costs
between cost of goods sold and inventories to meet external and internal financial accounting inventory
valuation and profit measurement requirements. The second is the notion of decision relevant costs with
the emphasis on providing information to help managers to make good decisions. The third is respon-
sibility accounting and performance measurement which focuses on both financial and non-financial
information; in particular the assignment of costs and revenues to responsibility centres.

st
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PREFACE

This book is divided into six parts. Part One consists of two chapters and provides an introduction to
management and cost accounting and a framework for studying the remaining chapters. The following
three parts reflect the three different ways of constructing accounting information. Part Two consists of
five chapters and is entitled ‘Cost Accumulation for Inventory Valuation and Profit Measurement’. This
section focuses mainly on assigning costs to products to separate the costs incurred during a period
between costs of goods sold and the closing inventory valuation for internal and external profit
measurement. The extent to which product costs accumulated for inventory valuation and profit
measurement should be adjusted for meeting decision-making, cost control and performance measure-
ment requirements is also briefly considered. Part Three consists of seven chapters and is entitled
‘Information for Decision-making’. Here the focus is on measuring and identifying those costs which
are relevant for different types of decisions.

The title of Part Four is ‘Tnformation for Planning, Control and Performance Measurement’. It consists
of six chapters and concentrates on the process of translating goals and objectives into specific activities
and the resources that are required, via the short-term (budgeting) and long-term planning processes, to
achieve the goals and objectives. In addition, the management control systems that organizations use are
described and the role that management accounting control systems play within the overall control
process is examined. The emphasis here is on the accounting process as a means of providing information
to help managers control the activities for which they are responsible. Performance measurement and
evaluation within different segments of the organization is also examined.

Part Five consists of two chapters and is entitled ‘Strategic Cost Management and Strategic Manage-
ment Accounting.’” The first chapter focuses on strategic cost management and the second on strategic
management accounting. Part Six consists of three chapters and is entitled “The Application of Quanti-
tative Methods to Management Accounting’.

In devising a framework around the three methods of constructing financial information there is a risk
that the student will not appreciate that the three categories use many common elements, that they
overlap, and that they constitute a single overall management accounting system, rather than three
independent systems. I have taken steps to minimize this risk in each section by emphasizing why
financial information for one purpose should or should not be adjusted for another purpose. In short,
each section of the book is not presented in isolation and an integrative approach has been taken.

When I wrote this book an important consideration was the extent to which the application of
quantitative techniques should be integrated with the appropriate topics or considered separately. I have
chosen to integrate quantitative techniques whenever they are an essential part of a chapter. For example,
the use of probability statistics are essential to Chapter 12 (Decision-making under conditions of risk and
uncertainty) but my objective has been to confine them, where possible, to Part Six.

This approach allows for maximum flexibility. Lecturers wishing to integrate quantitative techniques
with earlier chapters may do so but those who wish to concentrate on other matters will not be hampered
by having to exclude the relevant quantitative portions of chapters.

MAJOR CHANGES IN THE CONTENT OF THE EIGHTH EDITION

The feedback relating to the structure and content of the previous editions has been extremely favourable
and therefore only minor changes have been made to the existing structure. Chapter 11 (Pricing decisions
and profitability analysis) followed Chapter 10 (Activity-based costing) in the seventh edition. The order
of these chapters has been reversed in the eighth edition with the chapter on activity-based costing
assigned to Chapter 11 and the material relating to pricing decisions and profitability analysis assigned to
Chapter 10.

The major objective in writing the eighth edition has been to produce a less complex and more
accessible text. This objective created the need to thoroughly review the entire content of the seventh
edition and to rewrite, simplify and improve the presentation of much of the existing material. Many of
the chapters have been rewritten and some new material has been added (e.g. operating leverage in
Chapter 8 and the strategic planning, budgeting and control process in Chapter 15). The end result has
been an extensive rewrite of the text.



PREFACE

Substantial changes have been made to the end-of-chapter assessment material that contains the
solutions in a separate section at the end of the book. The new text design, including the presentation
of the end-of-chapter assessment material and the section on the answers to the review problems at the
end of the book has been improved and is now presented in a more accessible format. Finally, most of the
‘Real World Views’ that provide examples of the practical application of management accounting have
been replaced by more recent examples that provide better illustrations of the practical applications.
Suggested outline solutions to the answers to the questions accompanying the ‘Real World Views’ have
been added to the Instructor’s Manual accompanying this book.

LEARNING NOTES

Feedback from previous editions indicated that a significant majority of the respondents identified
specific topics contained in the text that were not included in their teaching programmes, whereas a
minority of respondents indicated that the same topics were included in their teaching programmes. In
order to meet the different requirements of lecturers and different course curriculum, various topics are
included as learning notes that can be accessed by students and lecturers on the CourseMate digital
support resources accompanying this book. Examples of topics that are incorporated as learning notes
include: determining the cost driver denominator level for use with ABC systems, the contingency
approach to management accounting and statistical variance investigation models. The learning notes
tend to include the more complex issues that often do not feature as part of the content of other
management accounting textbooks. All learning notes are appropriately referenced within the text. For
example, at appropriate points within specific chapters the reader’s attention is drawn to the fact that, for
a particular topic, more complex issues exist and that a discussion of these issues can be found by
referring to a specific learning note on the CourseMate digital support resources accompanying this book.

CASE STUDIES

Over 30 case studies are available on the dedicated CourseMate digital support resources for this book.
Both lecturers and students can download these case studies from CourseMate (students use the printed
access card provided in the front of the book). Teaching notes for the case studies are only available for
lecturers to download. The cases generally cover the content of several chapters and contain questions to
which there is no ideal answer. They are intended to encourage independent thought and initiative and to
relate and apply your understanding of the content of this book in more uncertain situations. They are
also intended to develop your critical thinking and analytical skills.

HIGHLIGHTING OF ADVANCED READING SECTIONS

Feedback relating to previous editions has indicated that one of the major advantages of this book has
been the comprehensive treatment of management accounting. Some readers, however, will not require a
comprehensive treatment of all of the topics that are contained in the book. To meet the different
requirements of the readers, the more advanced material that is not essential for those readers not
requiring an in-depth knowledge of a particular topic has been highlighted using a vertical green line. If
you do require an in-depth knowledge of a topic you may find it helpful to initially omit the advanced
reading sections, or skim them, on your first reading. You should read them in detail only when you fully
understand the content of the remaining parts of the chapter. The advanced reading sections are more
appropriate for an advanced course and may normally be omitted if you are pursuing an introductory
course. For some chapters all of the content represents advanced reading. Where this situation occurs
readers are informed at the beginning of the relevant chapters and the highlighting mechanism is not
used.
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PREFACE

INTERNATIONAL FOCUS

The book has now become an established text in many different countries throughout the world. Because
of this a more international focus has been adopted. A major feature is the presentation of boxed exhibits
of surveys and practical applications of management accounting in companies in many different
countries, particularly the European mainland. Most of the assessment material has incorporated ques-
tions set by the UK professional accountancy bodies. These questions are appropriate for worldwide use
and users who are not familiar with the requirements of the UK professional accountancy bodies should
note that many of the advanced level questions also contain the beneficial features described above for
case study assignments.

RECOMMENDED READING

A separate section is included at the end of most chapters providing advice on key articles or books which
you are recommended to read if you wish to pursue topics and issues in more depth. Many of the
references are the original work of writers who have played a major role in the development of manage-
ment accounting. The contribution of such writers is often reflected in this book but there is frequently no
substitute for original work of the authors. The detailed references are presented in the Bibliography
towards the end of the book.

ASSESSMENT MATERIAL

Throughout this book I have kept the illustrations simple. You can check your understanding of each
chapter by answering the review questions. Each question is followed by page numbers within parentheses
that indicate where in the text the answers to specific questions can be found. More complex review
problems are also set at the end of each chapter to enable students to pursue certain topics in more depth.
Each question is graded according to the level of difficulty. Questions graded ‘Basic’ are appropriate for a
first-year course and normally take less than 20 minutes to complete. Questions graded ‘Intermediate’ are
also normally appropriate for a first-year course but take about 30-45 minutes to complete, whereas
questions graded ‘Advanced’ are normally appropriate for a second-year course or the final stages of the
professional accountancy examinations. Fully worked solutions to the review problems not prefixed by
the term IM’ (Instructor’s Manual) are provided in a separate section at the end of the book.

This book is part of an integrated educational package. A Student Manual provides additional review
problems with fully worked solutions. Students are strongly recommended to purchase the Student
Manual, which complements this book. In addition, the Instructor’s Manual provides suggested solutions
to the questions at the end of each chapter that are prefixed by the term ‘IM.” The solutions to these
questions are not available to students. The Instructor’s Manual can be downloaded free by lecturers. Case
studies are also available for students and lecturers to access on the accompanying CourseMate digital
support resources for this book. Case study teaching notes are only available to lecturers.

Also available to lecturers is an Examview™ testbank offering 1800+ questions and answers tailored to
the content of the book, for use in classroom assessment.

ALTERNATIVE COURSE SEQUENCES

Although conceived and developed as a unified whole, the book can be tailored to the individual
requirements of a course, and so the preferences of the individual reader. For a discussion of the
alternative sequencing of the chapters see Guidelines to Using the Book in Chapter 1.
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SUPPLEMENTARY MATERIAL

The eighth edition of the print Student Manual helps you work through the text and is available from all
good bookshops (ISBN 9781408048566).

The eighth edition of Colin Drury’s Management and Cost Accounting text is accompanied by the
following dedicated digital support resources:

® Dedicated instructor resources only available to lecturers, who can register for access either at
http://login.cengage.com or by speaking to their local Cengage Learning representative.

® Replacing the former www.drury-online.com is Cengage Learning’s CourseMate, which brings
course concepts to life with interactive learning, study and exam preparation tools which support
the printed textbook. Students can access this using the unique personal access card included in the
front of the book, and lecturers can access it by registering at http://login.cengage.com or by
speaking to their local Cengage Learning representative.

® Cengage Learning’s Aplia, an online homework solution dedicated to improving learning by
increasing student effort and engagement. A demo is available at www.aplia.com. Instructors can
find out more about accessing Aplia by speaking to their local Cengage Learning representative, and
on the advice of their instructor, students can purchase access to Aplia at www.cengagebrain.com.

DEDICATED INSTRUCTOR RESOURCES

This includes the following resources for lecturers:

® Instructor’s Manual which includes answers to IM Review Problems’ in the text
ExamView Testbank provides over 1800 questions and answers
PowerPoint slides to use in your teaching

Teaching Notes to accompany the Case Studies on CourseMate

Downloadable figures and tables from the book to use in your teaching

%
COURSEMATE g CourseMate

CourseMate offers students a range of interactive learning tools tailored to the eighth edition, including:

® Case Studies (internationally focussed)

Quizzes

Beat the Clock question and answer games

Outline solutions to Real World View questions in the book
PowerPoint slides

Interactive ebook

Learning Notes (relating either to specific topics that may only be applicable to the curriculum for a
minority of readers, or a discussion of topics where more complex issues are involved)

® Glossary

® Accounting and Finance definitions (handy introductions to Accounting and Finance techniques,
disciplines and concepts)

® Crossword puzzles and flashcards
® Guide to Excel
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® Useful weblinks (links to the main accounting firms, magazines, journals, careers and job search
pages)
® Spreadsheet exercises

The lecturer view on CourseMate also gives lecturers access to the integrated Engagement Tracker, a
first-of-its-kind tool that monitors students preparation and engagement in the course.

APLIA %liﬂ

| Frpage . Frvpmés  Bidwaade

Cengage Learning’s Aplia is a fully tailored online homework solution, dedicated to improving learning
by increasing student effort and engagement. Aplia has been used by more than 1 million students at over
1300 institutions worldwide, and offers automatically graded assignments and detailed explanations
for every question, to help students stay focussed, alert and thinking critically. A demo is available at
www.aplia.com.

Aplia accounting features include:

Embedded eBook
An easy-to-use course management system

Personalized customer support

Automatically graded chapter assignments with instant detailed feedback
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WALK THROUGH TOUR

discussed inthe book. We begin by lookingat the users of accourting information and deniying their
requirements. This is followed by d process an
environment. Finally, the different functions of management accounting are described.

THE USERS OF ACCOUNTING INFORMATION

Accounting i a language that communicates economic information to people who have an interest in an
organization. These people (known as stakeholders) fall into several groups (e.g. managers, shareholders
and potential investors, employees, creditors and the government) and each of these groups has ts own
requirements for information:
* Managers e formtion il st the i thet declon: kg and conrol st
for example, information is neded on the estimated seling prices, costs, demand, competitv
position and profitablity of various products/services that are provided by the organization.

Sharcholders require m[nm\anon o the value of their investment and the income that is derived
from their shareholding

oy e Cnfotion o e ability of the firm to meet wage demands and avoid

i

o Crotosand e providers of loan capital require information on a firm's abilty to meet ts
financial obligations.

Gorerment agenissch s the el St Ofiscollect secsaning formto and

reqire such information s the details of sales actviy, profits,investments, stocks (c. inventorics),

iidends pid,the proporton af prois absorbed by tuation and 85 on. Tnaddiion, government

taxation authorities require information on the amount of profits that are subjet to taxation. All

this information is important for determining poliies to manage the economy.

1
1‘ INTRODUCTION
} TO MANAGEMENT

REAL WORLD T
VIEWS 1.1 L

Accounting information for human
resource professionals

Peaple Management, the joumal of the Chartered
Institte of Personnel and Development (CIPD), pro-
vides an example of the Importance of accounting
information to human resources (HR) professionals.

professionals appreciate the full costs of people in
an organization.

According to Vanessa Robinson of the GIPD, HR.
professions shouldn't merely say ‘people are our great
est asset’, but look at the income statement and see
‘What they costl The problem i that many HR profes:
sionals may not have suffient basic accounting know
de o understand basic accounting principles. They

andthe statementof cash flows —as wellas understand
basic cost concepts. What this articl telsus s some-

accounting, they 6o need to make business decisions.
‘which are underpinned by sound financial information,
.8 recrut and reain staff. Having an understanding of
‘accounting informaton (ather than just accepting it
from the accountants) will benefit HR and other profes-
sionals in an organizatio

Questions

1 What kind of accounting nformation would you
communicate to HR professionals?

2 What format would you use?

References

“You do the mateh’, People Management, 30/7/2009,

availabe at

position

<. ACCOUNTING

LEARNING OBJECTIVES After studying this chapter, you should be able to:

distinguish ‘accounting and financial ing;

identify and describe the elements involved in the decisionmaking, planning and control process;
justity the view that a major abjective of commercial organizations s to broadly seek to maximize.
future profts;

explain the factors that have influenced the changes in the competitve environment;

outline and describe the key success factors that directy affect customer satisfaction;

identify and describe the functions of a cost and management accounting systerm;

provide a brief historical description of management accounting.

here are many definitions of accounting, but the one that captures the theme of this book is the

definition formulated by the American Accounting Association. It describes accounting as

the process of dentfying. measuring and communicating economic information o permit informed judgements

and decisions by uses of the information.
In other word: s concerned financial and non-financial information that
wil help decision-makers to make good decisions. In order to understand accounting, you need to know
something about the decision-making process, and also to be aware of the various users of accounting
information.

During the past two decades many organizations in both the manufacturing and service sectors have
faced dramatic changes in their business environment, Deregulation and extensive onpetten from

asituation where most
has b

a duction i produc life

s i echnalogicl innovatons and he need 1o et nereasingly disceminaing cusomer

cceed in today's highly competiive environmes spanies have made customer

tiction an ovening prorty. They have e adopted new management pproschcs and manufc

turing companies have changed their manufacturing systems and invested in new technologies. These
changes have had a significant influence on management accounting systems.

aim of this first chapter i to give you the background knowledge that will enable you to achieve a

more meaningful insight into the issues and problems of cost and management accounting that are

Real world views Real world cases are provided
throughout the text, helping to demonstrate theory

Learning objectives Listed at the start of each
chapter highlighting the core coverage contained
within.

in practice and the practical application of

accounting in real companies around the world.

216 CHAPTER S MEASURING RELEVANT COSTS AND REVENUES FOR DECISION-MAKING

restatement of the contribution per limiting factor described in the main body of this chapter and the
allocation of scace resources using linear programming 3 desrbedin Chape 25, However it s
possible to distinguish between th approach. Cc

throughput accounting differ in terms of their definition of variable cost. Contribution treats direct

short-term period. In contrast, contribution assumes that the short-term represents a longer period than
that assumed with throughput accounting and thus classifies direct labour and varisble overheads as
variable costs that vary with output in the longer term,

Goldratt and Cox (1992) do not advocate any specific accounting practices. Instead, accountants
are encouraged 1o learn TOC ideas and apply them to accounting in ways that
circumstances. However, traditional techniques that have been described in management accounting
textbooks for many product e made when
apply, can be viewed as an attempt to apply TOC ideas. Thus, applying TOC ideas to accounting does
ot represent a radical innovation in accounting but a move towards the widespread adoption of short
run variable costing techniques. Hence, the same critcisms that have been applied to variable costing
can also be made to the application of TOC ideas. That is, all expenses other than direct materials are
assumed to be fixed and unavoidable. For a more detaled discussion of the TOC and throughput
accounting you should refer to Dugdale and Jones (1998), Jones and Dugdale (1998) and the solution to

VARIASLE COSTING 149

EXAMPLE 7.1

T olown orraton s smisi o 1-8 e v Cooaey

©
Unit seling price 10
Unit variable cost 6
Fixed costs per each period 300000

The company produces only one product. Budgeted activity is expected to average 150000 urits per period,
and production and seles for each period are as follows:

Period 1 Period2  Period3  Periodd  PeriodS  Period §

Review problem 9.25

KEY TERMS AND CONCEPTS

Difee e cash flows that will be affected
o decision ht 10 b ke, 50 krown
ncremental cash i

Facilty sustaining costs Common costs that ae incuned
1o support the organzation as a whole and are rlevant
forcecisionmaking,

00ds or providing the same senices within the
Qualtaive factors Nonmenetary factors that mey affect a
ot costs and revenues. Fulurecosts and revenues that

illo changod by paier oo, horess it
decision.

by a decison tha s 1 be taken, also known as
differental cash flows.
Limiting factors Scarce resources that constaln th level

porturity costs Costs that measure the opportunty that
is sacrficed when the chaice of ane course of action
requires that an altemative s given up.

ptimized production technology (OPT) An approseh to
production management that s based on the principle
that profis are expanded by ncreasing the throughput of
the piant, which it ams to achieve by dentfying and
dealing with botlenecks.

utsourcing The process of obtaining £000s or sences.
ffom outside supplers Instead of poducng the same.

RECOMMENDED READING

Fora discussion of the arguments for and against using
the contrbution analysis approach you should refer
0 the Journal of Management Accounting Research
(USA) Fall 1990, 1-32, ‘Contribution margin analysis:

Special studies A detalled non-outine study tha fs
undertaken rlating to choosing between atemative
courses of action

Sunk coste Costs that have been Incured by a decision
made n the past and that cannot be changed by any
decision that wil be made n the fuure.

E A fvestep process
masimiing operaing roft when ocedwithbleneck

and nonbottencck aperatons.

roughput accounting. A management accounting,

methadology that gives priry to throughput over
inventories and operational expenses.

Witten down value. The original costof an asset minus
depreciation

o longer relevant. Strategic cost management: the.
new paradgm’, which reproduces the contibutions.
from a panel of speakers at the American Accounting
Association Annual Meeting: Ferrara (pp. 1-2), Keplan

Key terms and concepts Highlighted throughout the
text where they first appear alerting students to the

core concepts and techniques. These are also listed
at the end of each chapter with brief definitions.

Units s0id (000s) 150 120 180 150 140 160
Units produced (000s) 150 150 150 150 170 140

was £300000 per perlod. We shall aiso assume that non manufacturing overheads are £100000 per period.

EXHIBIT 7.2 Variable costing statements

Period 1  Period2  Perod3  Perodd  Period5  Period 6
(50005 (£0005)  (£000s) (50005  (£000s)  (£000s)

Opening stock = I = =
rducton cos %0  s0 w0 %o 1020 80
Closing stock — (180 _180) (0)
Gostof sles % 0 w0 s %0
Fired costs 30 0 0 0 a0 sw
Totalcosts Do oz Dm0 o 140 %0

100 10 10 150 40 160
Gross prof 0 10 4@ 30 o 30
Lessnonmanuscurngcoss 100 100 o0 100 100 100
Net vt S0 Twm w0 2o w2

inventory and deduct this sum from the production cost. Using the variable costng
anits in inventory are valued at £6 per unit. A closing inventory of £180000 will then be deducted from
the production costs, giving a cost of sales figure of £720000. Note that the closing inventory valuation
does not include any fixed overheads.

he 30000 units of closing inventory in period 2 becomes the opening inventory for period 3 and
therefore an expense for this period. The production cost for the 150000 units made in period 3 is 3dded.
o this opening inventory valuation. The overal effct is that costs for 180000 units are matched against
sales for 180000 units. The profits for periads 4-6 are calculated in the same way.

Exhibits and Examples lllustrations of accounting
techniques and information are presented
throughout the text.
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AN ILLUSTRATION OF THE TWO-STAGE PROCESS i KEY TERMS AND CONCEPTS
FOR AN ABC SYSTEM Absorption costing system Acostingsystem that llocates.  Penetration prcin poicy An spproach to pricing that
al i 2, ou prces

Barlieinthis chapter Figure 3.3 was used to ontrast the geneal fstues of ABC systemns withtraditional ho mp,wmm;j‘mmmmm”m e m‘p.m;mm, o

costing systenn. It was pointd out that ABC systems dife from traditonal systems by having  greater cotof manutsctrs, e seters Fim tat have some dicretion ove sting
ber o cost centes i the first stage, and a grater number, and variety of cost drversallocation s g A aporoch o g customized e seling price of e aducts r semies

bases in the second sage of the two-stage allocaton process. We shll now loo at ABC sysems in more eacats and sonies ht Imoos clousing procict Pric takers s that ha It of o fence over

deti cots and adingth dosird roft margn. Stting e seling priceoftheepoccs o saces.
Vo will e from Figure 3.3 that another mjor distnguishin festur of ABC is that overheads are Customerpoftabiltyanayss Toeanaysisof s by Pricoskimming policy A approsc o pricin e tampts

assigned to cach major activity, rather than departments, which normally represent cost centres with indiidual customers orcustomer categores o exlot sectons of the market tha are relatvely

traditional systems. Activiies consist of the aggregation of many different tasks, vents or units of vork Direct costin

that cause the consumption of resources. They tend to consists of verbs associated with objects. Typical manufactuing costs, not fed o Prodct e ycle
production support activities include schedule production, set-up machines, move materials, purchase procucts and includes them i he on
materals,inspec s and process supplirecrds. When costs re accumulated by acivies they are il costThe estimated sum of all esources that arc Support 0 customers.
Known as acvity cost centres. Production proces activites include machine products and assemble committed to a product inthe fong run, also known @s Tt costing Atechniaue tht focuses on managing costs
produts. Thus, ilhin he producton proces, sty ost cetesar sometimcs el (0 the cost fongrun cost uring a poduct's lanning and design phase
centres used by traditional cost systems. Generally with ABC systems cost centres are ofien decomposed Long run cost The estimated sum of al resources that estabisting th targt cost for @ product or senvio that
o many e sty s are committet 0 a roduct n the long run, also known 1< Gt Tom sttt i . et s e and
A further distinguishing feature is that traditional systems normally assign service/support costs by as full ost. Geducting a desired roft margin.
Pareto anaysie Atype o anayss based o the obsenvation  Target rate of rotum on invested capital An approach o

centre cost driver rates. In contrast, ABC systems tend to establish separate cost driver rates for support that o very s propertion offlems sccourt for the pricgtet iruives esimeting the amountof investment

maorty of value. atrioutable t a prouct and seting  pi hat ensures o

Satsfactoryretuan on investment for @ gen volume.

tres
We shall now use Example 3.1 for the Enterprise Company to illustrate ABC in more detail. ABC

systems normally decompose production cost centres into many different activity centres but to keep
things smple e shal assume tha he the prodscton cenires . he iwo machin cntres and the
b

f centres

assembly centre)

with the ABC system. Therefore, the prod Ve

oo
activity centres have

by the traditional costsystem. However,

for each of the two support functions, For materials procurement the following activity centres have been

RECOMMENDED READING

Sizer (1989) has writen extensively on priing. His writ
ngs on this topic are st relevant today. You are recom:
et e Captrs 11310 2.1 i ook Trese

apters focus o diffeent pricing policies and the infor-
ot menagemat eros s sound o

common costs in pricing decisions you should refer 0
Burtows (1984). You should refe to Lucas (2003) for an
evaluation of research supportig the accountants' and
economists’ respective positions 1o pricing. A more
detailed description of target costing can be found in

established:
decisions. Fow empircal tudies have been undertaken an article by Kato (1993) and  book writen by Yoshi-
on priing decisons but one such study is that by Mils kawa et al. (1993) For a suey of target costng in Dutch
ity ‘ Aty ot v ik o an o anaas of e alcaion o i v shokd e 1 Ot nd S 2009
Purchasing materals 960000 Number of purchase orders
Receiving materials 00000 Number of material receipts
Disburse materils 20000 Number of production runs KEY EXAMINATION POINTS

Questions requing the use of difieental calculus are  incorporate estimated revenues and costs for diferent
set by the professional

tion badies (e.g, Review problem 10.18). Whre demand  the maximum profit. You should also be prepared to dis-

Information is given you should avoid calcuating and  cuss the limtations of cost plus picig and indicate wy it

recommending costpius sellng prices. Wherever possible, 15 widely used In spie of these limtations.

You can see that the total costs assigned to the purchase, receiving and disburse materials actiities
total £1760000, the same as the total allocated to the materials procurement cost centre by the
traditional costing system,. The process of allocating the costs to the three activity cost centres is the
same as that used to allocate the costs of £1760000 to the materials procurement cost centre with

t shown. To

S o

materials activity. The number of receipts for receiving materials and the number of production runs
for the disbursement of materials have been identified as cost drivers for the receipt of materials and
disbursement of materials activities.

MATERIAL

he review questions are short questions that enable you to assess your understanding of the main

topics included in the chapter. The numbers in parentheses provide you with the page numbers to
refer (o if you cannot answer a specifc question.

iew problems are more complex and require you to relte and apply the content to various

business problems. The problems are graded by theirleve of diffculy. Soluions to review problems that

Recommended readings Further reading lists to
supplement key topics.

Advanced reading More advanced material has
been highlighted, this is not essential for a basic
understanding of each chapter. These sections
should be read when you have fully understood the
remaining chapter content.

ASSESSMENT MATERAL 217 ASSESSMENT MATERIAL 161
(9p. 2-15), Shank (pp. 15-21), Homgren (pp. 21-4),  constraints and throughput accounting you should refer s K
Boor (pp. 24-7), together with concluding remarks 1o Jones and Dugdale (1998) and Dugdale and Jones L, Eots nen cosapien cosing? . 153 g Iy o g sy .15
(pp. 27-32). For a detalled discussion of the theory of  (1998) costng? (op. 152-153) massuros ot can b used o estimte xd cvehend
77 What sguments can o acvanced i avur of sbsorpion {ats. (0. 155-156)

costng? (5. 154 73 gy v o of s st cramnnor
KEY EXAMINATION POINTS 7.8 Explin how absorton costing can oncourae e, oo 55157

ganieton 5. 154) measu? (. 157)

A common mistake that students make when present-
ing information for decision-making i to compare unit
costs. With this approach, there Is a daner that fixed
costs will be uniized and treated as variable costs. In

conceay. Tere are maryatemate ways of preert
ing e stollist

you should ask yourself what difference it will make if
the altemative s selectes
Never alocate common fxed costs to the altematies.
You should focus on how each altemative il affec future
cash flows of the organization. Changes i the apportion-
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Review problems Graded by difficulty level, these
more complex questions have worked solutions
either at the back of the book, or in the
accompanying Instructor’'s Manual.

Review questions Short questions that enable you
to assess your understanding of the main topics
included in the chapter.
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