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PREFACE

Preface

The aim of the fourth edition of this book is to provide an introduction to the
theory and practice of cost and management accounting. A cost accounting
system accumulates financial information for stock valuation and profit
measurement, whereas a management accounting system accumulates,
classifies and reports information that will assist managers in their deci-
sion-making, planning and control activities. This book is concerned with
both cost and management accounting, with equal emphasis being placed on
both systems.

Intended primarily for students who are pursuing a one year cost and
management accounting course, the book is ideal for those approaching this
subject for the first time. The more advanced topics contained in the final
stages of the cost and management accounting syllabuses of the professional
accountancy bodies and final year of degree courses are not included. These
topics are covered in the author’s successful Management and Cost Accounting,
the fourth edition of which is also published by International Thomson
Business Press.

Feedback from teachers in a large number of colleges and universities
indicates that they have found the structure and presentation of Management
and Cost Accounting extremely satisfactory and most appropriate for students
pursuing a two year management accounting course at an advanced
professional or degree level. It was also indicated that there was a need for
a book (based on Management and Cost Accounting) tailored to meet the
specific needs of a one year introductory course in cost and management
accounting. Many lecturers, in particular those running introductory
accounting courses, felt there was a need for an introductory text which
covered the required ground in an academically sound manner and which
was also appropriate for students on non-advanced courses. This book is
aimed specifically at students who are pursuing a one year non-advanced
course and is particularly suitable for the following courses:

Foundation preliminary professional (ACCA, CIMA and one year college
foundation courses)

Association of Accounting Technicians

BTEC higher and national diploma

A first level costing course for undergraduate degree students

An introductory course in financial accounting is not a prerequisite, although
many students will have undertaken such a course.

Major changes in the content

Feedback from teachers in many colleges and universities has indicated
that the structure of the first three editions was most satisfactory. The
organizational structure of the book has therefore remained unchanged.
The notable alterations are:
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1. New text in Chapter 1 describing the new management practices that
companies are adopting to compete in today’s changing business
environment.

2. New text in Chapter 2 describing how a single database should be

maintained, with costs appropriately classified and coded, so that

relevant information can be extracted for meeting the different user
requirements.

Rewriting the material in Chapter 5 relating to contract costing.

4. Rewriting and the simplification of accounting for by-products in

Chapter 7.

5. New text in Chapter 11 on the classification of activities and the factors

to be considered when designing ABC systems.

6. The introduction of new text in the Appendix to Chapter 12 on the

effects of taxation on capital investment decisions.

7. New text in Chapter 16 on just-in-time production methods.

8. Rewriting of Chapter 17 relating to the emerging issues in management

accounting.

9. The introduction of multiple choice questions for most of the

end-of-chapter questions.

10. A substantial number of new end-of-chapter questions have been

added from the professional accounting examinations set subsequent
to the previous edition.

w

Structure and plan of the book

In writing this book I have adopted the same structure as that in Management
and Cost Accounting. The major theme is that different financial information is
required for different purposes. The framework is based on the principle that
there are three ways of constructing accounting information. One is conven-
tional cost accounting with its emphasis on producing product costs for stock
valuation and profit measurement. The second is the notion of relevant costs
with the emphasis on providing information to help managers to make good
decisions. The third is responsibility accounting which focuses on the costs
and revenues of responsibility centres.

The book has 17 chapters divided into five parts. Part One consists of two
chapters and provides an introduction to cost and management accounting,.
The following three parts reflect the three different ways of constructing
accounting information. Part Two has six chapters and is entitled ‘Cost
Accumulation for Stock Valuation and Profit Measurement’. The focus here
is on cost accounting, with the emphasis on allocating manufacturing costs to
products to separate costs between the cost of goods sold and the closing
stock valuation. We also consider briefly the extent to which product costs
accumulated for stock valuation and profit measurement are suitable or
unsuitable for decision-making and responsibility accounting. Part Three
consists of four chapters and is entitled ‘Information for Decision-Making’.
Here we consider the notion of relevant cost and the information which
should be presented to help managers make good decisions. Part Four
consists of four chapters and is entitled ‘Information for Planning and
Control’. We emphasize here the process for integrating the decisions into
a meaningful, coordinated package via the budget process. We also focus on
responsibility accounting and the assignment of costs to managers. The
emphasis here is on the accounting process as a means of providing
information to help managers control the activities for which they are
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responsible. Finally, in Part Five we focus on current developments in
management accounting. The major criticisms that have been made against
existing management accounting practices are described and the impact of
advanced manufacturing technologies and potential future developments in
management accounting are discussed.

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 management accounting system, rather than three
separate systems. [ 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 other words, each section of the book is
not presented in isolation and an integrative approach has been taken.

Assignment materials and supplementary manuals

Throughout this book I have kept the illustrations simple. Students can check
their understanding of each chapter by answering the self-assessment ques-
tions, answers to which are contained in a separate section at the end of the
book. More complex problems are set at the end of each chapter to enable
students to pursue certain topics in more depth. A Students” Manual and a
Teachers” Manual accompany this book. The former provides suggested
answers to the problems which are marked with an asterisk immediately
after the question number and the latter answers to the remaining questions.
Students are strongly recommended to purchase the accompanying manual
which complements this book and contains suggested answers to approxi-
mately 100 questions. Both manuals have been revised and extended. New
answers have been added and the content of both manuals has been
substantially increased. Where possible, problems are arranged in ascending
order of difficulty.

Acknowledgements

I wish to acknowledge the valuable assistance of Alan Nelson from Interna-
tional Thomson Business Press and my wife Bronwen whose task it has been
to convert my original manuscripts into one final typewritten form. My
appreciation also goes to the Chartered Institute of Management Accoun-
tants, the Chartered Association of Certified Accountants, the Institute of
Chartered Accountants in England and Wales, the Association of Accounting
Technicians, the Institute of Chartered Secretaries and Administrators,
the Associated Examining Board and the Joint Matriculation Board for
permission to reproduce examination questions. Questions are designated as
follows:

Chartered Institute of Management Accountants (CIMA)
Chartered Association of Certified Accountants (ACCA)

Institute of Chartered Accountants in England and Wales (ICAEW)
Association of Accounting Technicians (AAT)

Joint Matriculation Board ‘A’ Level (JMB ‘A’ Level)

Associated Examining Board ‘A’ Level (AEB ‘A’ Level)

Institute of Chartered Secretaries and Administrators (ICSA)

The answers in the accompanying teachers’ and students’ manuals are my
own and are in no way the approved solutions of the above examining
bodies.

xiii




CONTENTS

Contents

Preface

Part One: Introduction to Management and Cost Accounting

I

['he scope of management accounting

The users of accounting information

Comparison between management accounting and financial accounting
The decision-making process

Changing competitive environment

Focus on customer satisfaction and new management approaches
Traditional manufacturing systems

The management process

The role of the management accountant in the management process
Functions of management accounting

Summary of the contents of this book

Cost and revenue classification

Cost objects

Classification of costs

Cost accounting: classification of costs for stock valuation and
profit measurentent

Elements of manufacturing costs

Classtfication for decision-making and planning

Classification for control

Maintaining a cost database

Part Two: Cost Accumulation for Stock Valuation and
Profit Measurement

=
Al

-

Accounting for materials and labour
Materials control procedure

Pricing the issues of raw materials
Treatment of stores losses

Treatment of transportation costs
Treatment of material-handling costs
Just-in-time purchasing

Accounting for labour

Incentive schemes

Accounting treatment of various labour cost items
Decision-making and cost control
Appendix 3.1:  Stores pricing methods

\ccounting for overhead expenditure using traditional
product costing systems

An overview of the procedure for allocating overheads to products
Blanket overhead rates

o1 U1 W

10

14
14
17
18
19

23
24

25
27
29
36
38

31
83
85




vi

Procedure for calculating cost-centre overhead rates 86

An illustration of the overhead allocation procedure 88
Predetermined overhead rates 92
Under- and over-recovery of overheads 93
Overhead absorption rates and new manufacturing technology 94
Non-manufacturing overheads 95
Overheads for decision-making 96
Owerheads for control 96
Appendix 4.1:  Inter-service department transfers 100
Appendix 4.2:  Overhead absorption costs 104

4

Accounting entries for a job costing system 119
[ J o]

Control accounts 119
Recording the purchase of raw materials 122
Recording the issue of materials 123
Accounting procedure for labour costs 124
Accounting procedure for manufacturing overheads 126
Non-manufacturing overheads 127
Accounting procedures for jobs completed and products sold 128
Costing profit and loss account 128
Interlocking accounting 129
Contract costing 130
Work in progress valuation and amounts recoverable on contracts 135
Process costing 149
Flow of costs in a process costing system 150
Normal and abnormal losses 151
Accounting for the sales of scrap 153
Abnormal gains 155
Opening and closing work in progress 157
Previous process cost 159
Opening work in progress 161
Weighted average method 162
First in, first out (FIFO) method 163
Equivalent production and normal losses 165
Equivalent production and abnormal losses 168
Process costing for decision-making and cost control 169
Batch costing 171
Joint product and by-product costing 185
Methods of apportioning joint costs to joint products 186
Limitations of joint cost allocations for decision-making 191
Accounting for by-products 192
By-products, scrap and waste 193
Defective units 194
Absorption costing and variable costing 205
External and internal reporting 206
Variable costing and absorption costing: a comparison of their impact

on profit 209
Some arguments in support of variable costing 211

CONTENTS




CONTENTS

Some arguments in support of absorption costing
Current cost accounting

Part Three: Information for Decision-making

L

Cost-volume-profit analysis

The economist’s cost—volume—profit model

The accountant’s cost—volume—profit model

A mathematical approach to cost—volume—profit analysis
Margin of safety

Constructing the break-even chart

Alternative presentation of cost—volume—profit analysis
Cost—volume—profit analysis assumptions
Cost—volume—profit analysis and computer applications

Special studies: measuring relevant costs for decision-making

Measuring relevant costs and benefits

Quantitative and qualitative factors

Deleting a segment

Special selling price decisions

Decision-making and the influence of limiting factors
Make or buy decisions

Activity-based costing

The emergence of activity-based costing systems

A comparison of ABC and traditional product costs
Activity-based cost sestems

An illustration of ABC and traditional product costing systems
Impact of volume diversity

Factors to be considered when designing ABC systems
Classification of activities

Resource consumption models

A comparison of activity-based systems with decision-relevant costs
Activity-based cost management

Capital investment decisions

The opportunity cost of an investment
Compounding and discounting

The concept of net present value

Calculating net present values

Constant annual cash inflows

The internal rate of return

Relevant cash flows

Timing of cash flows

Techniques that ignore the time value of money
Payback method

Accounting rate of return

Surveys of practice

Qualitative factors

Appendix 12.1:  Taxation and investment decisions

212
213

228
229
232
235
235
236
238
240

260
263
263
266
269
271

294
295
296
297
299
301
303
304
305
306

314
315
317
318
319
320
323
324
324
324
326
327
328
332

vii




viii

13

Part Four: Information for Planning and Control 343
[he budgeting process 345
Why do we produce budgets? 346
Conflicting roles of budgets 348
The budget period 348
Administration of the annual budget 349
Stages in the budgeting process 350
A detailed illustration 353
Sales budget 356
Production budget and budgeted stock levels 357
Direct materials usage budget 357
Direct materials purchase budget 358
Direct labour budget 358
Factory overhead budget 359
Selling and administration budget 359
Departmental budgets 360
Master budget 361
Cash budgets 362
Final review 363
Computerized budgeting 363
Operational control, management control and performance
measurement 382
Control systems 383
Feedback and feed-forward controls 384
Responsibility accounting and cost control 385
Flexible budgeting 389
Activity-based cost management 391
Non-financial performance measures 393
Standard costing and variance analysis 408
Operation of a standard costing system 409
Establishing costs standards 411
Types of cost standards 414
Purposes of standard costing 415
Variance analysis 416
Material variances 417
Material price variances 417
Material usage variance 420
Total material variance 421
Labour variances 421
Wage rate variance 422
Labour efficiency variance 422
Total labour variance 423
Variable overhead variances 423
Variable overhead expenditure variance 424
Variable overhead efficiency variance 425
Similarities between materials, labour and overhead variances 425
Fixed overhead expenditure or spending variance 426
Sales variances 426
Total sales margin variance 426

CONTENTS




CONTENTS

Sales margin price variance

Sales margin volume variance

Reconciling budgeted profit and actual profit

Standard absorption costing

Volume variance

Volume efficiency variance

Volume capacity variance

Summary of fixed overhead variances

Reconciliation of budgeted and actual profit for a standard absorption
costing system

Performance reports

Appendix 15.1:  Accounting entries for a standard costing system

16 Quantitative models for the planning and control of stocks
Relevant costs for quantitative models under conditions of certainty
Determining the economic order quantity
Assumptions of the EOQ formula
Application of the EOQ miodel in determining the length of a

production run
Determining when to place the order
Maximum, minimum and re-order levels
Control of stocks through classification
Other considerations
Materials requirement planning
The just-in-time approach
Just-in-time purchasing

Part Five: Past, Current and Future Developments in Management
Accounting

17 Current developments in management accounting
Criticisms of management accounting practice
Emerging issues in management accounting

Appendices
Appendix A: Present value of £1
Appendix B: Present value of £1 received annually for n years

Answers to self-assessment questions

Index

427
428
428
429
430
431
432
432

433
435
439

464
464
465
468

469
469
470
471
472
473
475
478

o
e
Ji

487
491

499

499
500




Introduction to
management and
cost accounting

The objective of this section is to provide an introduction to management and cost accounting.
In Chapter 1 we define accounting and distinguish between financial, management and cost
accounting. We then examine the role of management accounting in providing information to
managers for decision-making, planning and control. In Chapter 2 we consider the various
ways in which costs can be classified to meet the various requirements of the different users of
accounting information.

The two chapters in this part provide a framework that is used to develop the remaining
sections of this book. A thorough understanding of Chapters 1 and 2 is therefore essential.
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The scope of management
accounting

Learning objectives

After studying this chapter, you should be able to:

differentiate between management accounting, cost accounting and financial accounting;
list and describe each of the seven factors involved in the decision-making, planning and
control process;

e justify the view that, broadly, firms seek to maximize the present value of future net cash
inflows;
explain the factors that have influenced the changes in the competitive environment;
outline the key success factors that directly affect customer satisfaction;
explain the role of management accounting in the management process.

There 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 identifying, measuring
and communicating economic
information to permit informed
judgements and decisions by users of
the information.

In other words, accounting is concerned
with providing both financial and non-
financial information that will help

decision-makers to make good decisions.

An understanding of accounting therefore
requires an understanding of the decision-
making process and an awareness of the
users of accounting information. The
objective in this first chapter is to provide a
framework that will enable you to achieve
a more meaningful insight into the issues
and problems of accounting that are
discussed in this book. We shall begin by
looking at the users of accounting
information and identifying their
requirements.

The users of accounting information

Accounting is a language that communicates financial and non-financial
information to people who have an interest in an organization — managers,
shareholders and potential investors, employees, creditors and the
government. Managers require information that will assist them in their
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decision-making and control activities; for example, information is needed
on the estimated selling prices, costs, demand, competitive position and
profitability of various products that are made by the organization. Share-
holders require information on the value of their investment and the income
that is derived from their shareholding. Employees require information on
the ability of the firm to meet wage demands and avoid redundancies.
Creditors and the providers of loan capital require information on a firm'’s
ability to meet its financial obligations. Government agencies like the Central
Statistical Office collect accounting information and require such information
as the details of sales activity, profits, investments, stocks, dividends paid, the
proportion of profits absorbed by taxation and so on. In addition, the Inland
Revenue needs information on the amount of profits that are subject to
taxation. All this information is important for determining policies to manage
the economy.

Accounting information is not confined to business organizations.
Accounting information about individuals is also important and is used by
other individuals; for example, credit will be extended to an individual only
after the prospective borrower has furnished a reasonable accounting of
his private financial affairs. Non-profit-making organizations such as
churches, charitable organizations, clubs and government units such as
local authorities also require accounting information for decision-making,
and for reporting the results of their activities. For example, a cricket club will
require information on the cost of undertaking its various activities so that a
decision can be made as to the amount of the annual subscription that it will
charge its members. Similarly, local authorities need information on the costs
of undertaking specific activities so that decisions can be made as to which
activities will be undertaken and the resources that must be raised to finance
them.

The foregoing discussion has indicated that there are many users of
accounting information who require information for decision-making. The
objective of accounting is to provide sufficient information to meet the needs
of the various users at the lowest possible cost. Obviously, the benefit derived
from using an information system for decision-making must be greater than
the cost of operating the system.

An examination of the various users of accounting information indicates
that they can be divided into two categories:

1. internal parties within the organization;
2. external parties outside the organization.

Itis possible to distinguish between two branches of accounting, which reflect
the internal and external users of accounting information. Management
accounting is concerned with the provision of information to people within
the organization to help them make better decisions, whereas financial
accounting is concerned with the provision of information to external
parties outside the organization. In this book we shall focus on management
accounting, and for simplicity we shall concentrate mainly on the applications
of management accounting to manufacturing business organizations that are
operated for the purpose of making a profit. Note, however, that many of the
applications are equally appropriate to non-manufacturing and non-profit
organizations, and the questions at the end of each chapter include many
problems that are relevant to these entities. Solutions to selected problems are
contained in the Students” Manual to this book.
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Comparison between management accounting and financial

accounting

The major differences are:

® Legal requirements There is a statutory requirement for public
limited companies to produce annual financial accounts regardless of
whether or not management regards this information as useful.
Management accounting, by contrast, is entirely optional and informa-
tion should be produced only if it is considered that the benefits of the
use of the information by management exceed the cost of collecting it.

e Precision Management requires information rapidly, as many deci-
sions cannot be delayed until the information is available. Approximate
information which is processed speedily is normally sufficient for
management decision-making. With financial accounting, information
must be reasonably accurate, otherwise external parties would have
little confidence in the content of the published accounts. Consequently,
management accounting makes greater use of approximations than
does financial accounting.

e Segments Financial accounting reports describe the whole of the
organization, whereas management accounting focuses on small parts
of the organization, for example individual products and activities,
departments and sales territories.

® Accepted accounting principles With financial accounting, outside
parties require assurance that the published annual financial statements
are prepared in accordance with generally accepted accounting
principles so that comparisons are possible. Consequently, financial
accounts must be prepared so as to meet the requirements of the
Companies Acts and Statements of Standard Accounting Practice
(SSAPs). Outside users must normally accept the information as the
company provides it. In contrast, the management of an organization
can use whatever accounting rules it finds most useful for decision-
making, without worrying whether it conforms to standards or legal
requirements.

e Time dimension Financial accounting reports what has happened in
the past in an organization, whereas management accounting is con-
cerned with future information as well as past information. Decisions
are concerned with future events and management therefore requires
details of expected future costs and revenues.

® Report frequency A detailed set of financial accounts is published
annually and less detailed accounts are published semi-annually.
Management requires information quickly if it is to act on it. Conse-
quently, management accounting reports on various activities may be
prepared at daily, weekly or monthly intervals.

The decision-making process

Because information produced by management accountants must be
judged in the light of its ultimate effect on the outcome of decisions, a
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Figure 1.1 The decision-making, planning and control process.

necessary precedent to an understanding of management accounting is an
understanding of the decision-making process.

Figure 1.1 presents a diagram of a decision-making model. The first five
stages represent the decision-making or the planning process. Planning
involves making choices between alternatives and is primarily a decision-
making activity. The final two stages represent the control process, which
is the process of measuring and correcting actual performance to ensure
that the alternatives that are chosen and the plans for implementing
them are carried out. Let us now consider each of the elements of the
decision-making and control process.

Identifying objectives
Before good decisions can be made there must be some guiding aim or
direction that will enable the decision-makers to assess the desirability of
favouring one course of action over another. Hence the first stage in the
decision-making process should be to specify the objectives or goals of the
organization

Considerable controversy exists as to what the objectives of firms are or
should be. Economic theory normally assumes that firms seek to maximize
profits for the owners of the firm (the ordinary shareholders in a limited
company) or, more precisely, seek the maximization of shareholders’ wealth.
Various arguments have been used to support the profit-maximization
objective. There is the legal argument that the ordinary shareholders are
the owners of the firm, which therefore should be run for their benefit by
trustee managers. Another argument supporting the profit objective is that
profit maximization leads to the maximization of overall economic welfare.
That is, by doing the best for yourself you are unconsciously doing the best
for society. Moreover, it seems a reasonable belief that the interests of firms
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