


Australia ● Brazil ● Mexico ● Singapore ● United Kingdom ● United States

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



This is an electronic version of the print textbook. Due to electronic rights restrictions,

some third party content may be suppressed. Editorial review has deemed that any suppressed 

content does not materially affect the overall learning experience. The publisher reserves the right 

to remove content from this title at any time if subsequent rights restrictions require it. For

valuable information on pricing, previous editions, changes to current editions, and alternate 

formats, please visit www.cengage.com/highered to search by ISBN#, author, title, or keyword for 

materials in your areas of interest.

Important Notice: Media content referenced within the product description or the product 
text may not be available in the eBook version.

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



© 2018, Colin Drury

ALL RIGHTS RESERVED. No part of this work covered by the 

 copyright herein may be reproduced or distributed in any form 

or by any means, except as permitted by U.S. copyright law, 

 without the prior written permission of the copyright owner.

For product information and technology assistance,  

contact us at emea.info@cengage.com.

For permission to use material from this text or product  

and for permission queries, 

email emea.permissions@cengage.com.

British Library Cataloguing-in-Publication Data 

A catalogue record for this book is available from the British 

Library

ISBN: 978-1-4737-4887-3

Cengage Learning EMEA 

Cheriton House, North Way,  

Andover, Hampshire SP10 5BE  

United Kingdom

Cengage Learning is a leading provider of customized  learning 

solutions with employees residing in nearly 40 different 

 countries and sales in more than 125 countries around the 

world. Find your local representative at: www.cengage.co.uk

Cengage Learning products are represented in Canada by  

Nelson Education, Ltd.

For your course and learning solutions, visit  

www.cengage.co.uk

Purchase any of our products at your local college store or at 

our preferred online store www.cengagebrain.com.

Management and Cost Accounting, 

10th Edition

Colin Drury

Publisher: Annabel Ainscow

List Manager: Jenny Grene

Development Editor: Hannah Close

Content Project Manager: Sue Povey

Manufacturing Buyer: Elaine Bevan

Marketing Manager: Sophie Clarke

Typesetter: MPS Limited

Cover design: Simon Levy Associates

Text design: Design Deluxe Ltd

Cover Image: © Kalisson/Thinkstock Photos

Printed in China by RR Donnelley

Print Number: 01  Print Year: 2017

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.

WCN: 02-300



iii

PART ONE

introduction to management 

and cost accounting 2

1 Introduction to management accounting 4

2 An introduction to cost terms 
and concepts 22

PART TWO  

Cost accumulation for inventory 

valuation and profit measurement 42

3 Cost assignment 44

4 Accounting entries for a job  
costing system 82

5 Process costing 104

6 Joint and by-product costing 132

7 Income effects of alternative cost 
accumulation systems 149

PART THREE

information for decision-making 170

8 Cost–volume–profit analysis 172

9 Measuring relevant costs and revenues 
for decision-making 197

10 Pricing decisions and profitability 
analysis 230

11 Activity-based costing 255

12 Decision-making under conditions 
of risk and uncertainty 285

13 Capital investment decisions: appraisal 
methods 308

14 Capital investment decisions: the impact 
of capital rationing, taxation, inflation 
and risk 338

PART FOUR 

information for planning, control 

and performance measurement 366

15 The budgeting process 368

16 Management control systems 403

17 Standard costing and variance 
analysis 1 432

18 Standard costing and variance analysis 2: 
further aspects 469

19 Divisional financial performance 
measures 494

20 Transfer pricing in divisionalized 
companies 525

PART FiVE  

Strategic performance and cost 

management and challenges for 

the future 558

21 Strategic performance management 560

22 Strategic cost management and 
value creation 590

23 Challenges for the future 626

PART SiX 

The application of quantitative 

methods to management 

accounting 644

24 Cost estimation and cost behaviour 646

25 Quantitative models for the planning 
and control of inventories 671

26 The application of linear programming 
to management accounting 694

BRiEF CONTENTS

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Preface IX

About the author  XIV

Acknowledgements XV

PART ONE

introduction to management 

and cost accounting 2

1 introduction to management 

accounting 4

The users of accounting information 5

Differences between management accounting 
and financial accounting 6

The decision-making, planning and control 
process 6

The impact of the changing business environ-
ment on management accounting 10

Focus on customer satisfaction and new man-
agement approaches 14

Functions of management accounting 16

Summary of the contents of this book 17

Guidelines for using this book 18

2 An introduction to cost terms 

and concepts 22

Cost objects 22

Manufacturing, merchandising and service 
organizations 23

Direct and indirect costs 23

Period and product costs 26

Cost behaviour 28

Relevant and irrelevant costs and revenues 31

Avoidable and unavoidable costs 32

Sunk costs 32

Opportunity costs 33

Incremental and marginal costs 34

The cost and management accounting informa-
tion system 36

PART TWO 

Cost accumulation for 

inventory valuation and profit 

measurement 42

3 Cost assignment 44

Assignment of direct and indirect costs 45

Different costs for different purposes 46

Cost-benefit issues and cost systems 
design 47

Assigning direct costs to cost objects 48

Plant-wide (blanket) overhead rates 48

The two-stage allocation process 49

An illustration of the two-stage process for a 
traditional costing system 51

An illustration of the two-stage process for an 
ABC system 56

Extracting relevant costs for 
decision-making 60

Budgeted overhead rates 61

Under- and over-recovery of overheads 62

Non-manufacturing overheads 63

Cost assignment in non-manufacturing 
organizations 64

The indirect cost assignment process 66

Appendix 3.1: Inter-service department 
reallocations 68

4 Accounting entries for a job 

costing system 82

Materials recording procedure 83

Pricing the issues of materials 84

Control accounts 85

iV

CONTENTS

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CONTENTS V

Recording the purchase of raw materials 86

Recording the issue of materials 88

Accounting procedure for labour costs 89

Accounting procedure for manufacturing 
overheads 91

Non-manufacturing overheads 92

Accounting procedures for jobs completed and 
products sold 92

Costing profit and loss account 93

Job-order costing in service organizations 93

Interlocking accounting 93

Accounting entries for a JIT manufacturing 
system 94

5 Process costing 104

Flow of production and costs in a process 
costing system 105

Process costing when all output is fully 
complete 106

Process costing with ending work in progress 
partially complete 111

Beginning and ending work in progress of 
uncompleted units 114

Partially completed output and losses in 
process 119

Process costing in service organizations 119

Batch/operating costing 119

Appendix 5.1: Losses in process and partially 
completed units 121

6 Joint and by-product costing 132

Joint products and by-products 133

Methods of allocating joint costs 134

Irrelevance of joint cost allocations for 
decision-making 139

Accounting for by-products 140

7 income effects of alternative 

cost accumulation systems 149

External and internal reporting 150

Variable costing 152

Absorption costing 153

Variable costing and absorption costing: a 
comparison of their impact on profit 154

Some arguments in support of variable 
costing 155

Some arguments in support of absorption 
costing 157

Alternative denominator-level measures 158

Appendix 7.1: Derivation of the profit 
function for an absorption costing 
system 161

PART THREE

information for 

decision-making 170

8 Cost–volume–profit analysis 172

Curvilinear CVP relationships 173

Linear CVP relationships 174

A numerical approach to cost–volume–profit 
analysis 175

The profit–volume ratio 178

Relevant range 179

Margin of safety 179

Constructing the break-even chart 180

Alternative presentation of cost–volume–profit 
analysis 181

Multi-product cost–volume–profit analysis 182

Operating leverage 184

Cost–volume–profit analysis assumptions 187

The impact of information technology 188

9 Measuring relevant costs and 

revenues for decision-making 197

Identifying relevant costs and revenues 198

Importance of qualitative/non-financial 
factors 198

Special pricing decisions 199

Product mix decisions when capacity 
constraints exist 203

Replacement of equipment – the irrelevance of 
past costs 206

Outsourcing and make-or-buy decisions 207

Discontinuation decisions 210

Determining the relevant costs of direct 
materials 213

Determining the relevant costs of direct 
labour 213

Appendix 9.1: The theory of constraints and 
throughput accounting 215

10 Pricing decisions and profitability 

analysis 230

The role of cost information in pricing 
decisions 231

A price-setting firm facing short-run pricing 
decisions 231

A price-setting firm facing long-run pricing 
decisions 232

A price-taking firm facing short-run product mix 
decisions 236

A price-taking firm facing long-run product mix 
decisions 236

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CONTENTSVi

Surveys of practice relating to pricing 
decisions 238

Limitations of cost-plus pricing 239

Reasons for using cost-plus pricing 239

Pricing policies 240

Customer profitability analysis 242

Appendix 10.1: Calculating optimal selling 
prices using differential calculus 246

11 Activity-based costing 255

The need for a cost accumulation system in 
generating relevant cost information for 
decision-making 256

Types of cost system 257

A comparison of traditional and ABC 
systems 257

The emergence of ABC systems 259

Volume-based and non-volume-based cost 
drivers 260

Designing ABC systems 263

Activity hierarchies 265

Cost versus benefits considerations 267

Time-driven ABC 267

Activity-based costing profitability analysis 270

Resource consumption models 272

Periodic review of an ABC database 274

ABC cost management applications 274

12 Decision-making under 

conditions of risk and 

uncertainty 285

Risk and uncertainty 286

Probability distributions and expected 
value 288

Measuring the amount of risk 289

Attitudes to risk by individuals 290

Decision tree analysis 292

Buying perfect and imperfect information 293

Maximin, maximax and regret criteria 295

Risk reduction and diversification 296

13 Capital investment decisions: 

appraisal methods 308

The opportunity cost of an investment 310

Compounding and discounting 311

The concept of net present value 312

Calculating net present values 313

The internal rate of return 315

Relevant cash flows 318

Timing of cash flows 319

Comparison of net present value and internal 
rate of return 319

Techniques that ignore the time value of 
money 321

Payback method 321

Accounting rate of return 325

The effect of performance measurement 
on capital investment decisions 326

Qualitative factors 327

14 Capital investment decisions: 

the impact of capital rationing, 

taxation, inflation and risk 338

Capital rationing 338

Taxation and investment decisions 340

The effect of inflation on capital 
investment appraisal 343

Calculating risk-adjusted discount rates 345

Weighted average cost of capital 349

Sensitivity analysis 349

Initiation, authorization and review of 
projects 352

PART FOUR

information for planning, 

control and performance 

measurement 366

15 The budgeting process 368

The strategic planning, budgeting and control 
process 369

The multiple functions of budgets 371

Conflicting roles of budgets 372

The budget period 373

Administration of the budgeting process 373

Stages in the budgeting process 374

A detailed illustration 377

Computerized budgeting 386

Activity-based budgeting 386

The budgeting process in non-profit-making 
organizations 388

Zero-based budgeting 389

Criticisms of budgeting 391

16 Management control 

systems 403

Control at different organizational levels 404

Different types of control mechanism 404

Feedback and feed-forward controls 406

Harmful side-effects of controls 407

Management accounting control systems 408

Responsibility centres 409

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CONTENTS Vii

The nature of management accounting 
control systems 411

The controllability principle 413

Setting performance targets and determining 
how challenging they should be 416

Determining how much influence managers 
should have in setting targets  417

Different approaches that managers use to 
evaluate budgetees’ performance  418

Contingency theory 419

Alternative uses of management accounting 
information 420

17 Standard costing and variance 

analysis 1 432

Operation of a standard costing system 433

Establishing cost standards 435

Purposes of standard costing 438

A summary of variance analysis for a variable 
costing system 439

Material variances 441

Labour variances 444

Variable overhead variances 445

A generic routine approach to variance analy-
sis for variable costs 447

Fixed overhead expenditure or spending 
variance 447

Sales variances 447

Reconciling budgeted profit and actual 
profit 451

Standard absorption costing 451

Reconciliation of budgeted and actual profit for 
a standard absorption costing system 455

Appendix 17.1: A generic routine approach to 
variance analysis 458

18 Standard costing and variance 

analysis 2: further aspects 469

Recording standard costs in the accounts 469

Direct materials mix and yield variances 474

Sales mix and sales quantity variances 478

Distinguishing between planning and operating 
variances 479

The investigation of variances 480

The role of standard costing when ABC has 
been implemented 482

19 Divisional financial performance 

measures 494

Divisional organizational structures 495

Advantages and disadvantages of 
divisionalization 496

Pre-requisites for successful divisionalization 497

Distinguishing between the managerial and 
economic performance of the division 497

Alternative divisional profit measures 498

Surveys of practice 500

Return on investment 500

Residual income 501

Economic value added (EVA(™)) 502

An illustration of the calculation of EVA(™) 503

Determining which assets should be included 
in the investment base 506

The impact of depreciation 507

The effect of performance measurement on 
capital investment decisions 508

Addressing the dysfunctional consequences 
of short-term financial performance 
measures 511

20 Transfer pricing in divisionalized 

companies 525

Purpose of transfer pricing 526

Alternative transfer pricing methods 527

Market-based transfer prices 527

Cost plus a mark-up transfer price 529

Marginal/variable cost transfer prices 531

Full cost transfer prices without a mark-up 532

Negotiated transfer prices 532

Marginal/variable cost plus opportunity cost 
transfer prices 533

Comparison of cost-based transfer pricing 
methods 533

Proposals for resolving transfer pricing 
conflicts 534

Domestic transfer pricing 
recommendations 538

International transfer pricing 538

Appendix 20.1: Economic theory of 
transfer pricing 542

PART FiVE

Strategic performance and cost 

management and challenges for 

the future 558

21 Strategic performance 

management 560

The performance management framework 561

Strategy and strategic positioning 561

Performance measurement and performance 
management systems 562

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CONTENTSViii

Alternative performance management 
frameworks 562

The balanced scorecard 564

Linking performance evaluation with the 
balanced scorecard 573

Benefits and limitations of the balanced 
scorecard approach 575

22 Strategic cost management 

and value creation 590

Life cycle cost management 591

Target costing 592

Kaizen costing 597

Activity-based management 598

Benchmarking 602

Business process reengineering 603

Just-in-time systems 603

Quality cost management 608

Cost management and the value chain 613

23 Challenges for the future 626

A brief historical review of 
management accounting 627

Environmental and sustainability issues 628

Focus on ethical behaviour 633

Information technology 634

Globalization and management accounting 
international practices 636

Intellectual capital and the knowledge base 
economy 637

Integrated reporting 638

PART SiX

The application of quantitative 

methods to management 

accounting 644

24 Cost estimation and cost 

behaviour 646

General principles applying to estimating cost 
functions 647

Cost estimation methods 648

Tests of reliability 654

Relevant range and non-linear cost 
functions 655

A summary of the steps involved in estimating 
cost functions 656

Cost estimation when the learning effect is 
present 657

Estimating incremented hours and incremental 
cost 660

Appendix 24.1: Multiple regression 
analysis 662

25 Quantitative models for 

the planning and control 

of inventories 671

Why do firms hold inventories? 672

Relevant costs for quantitative models under 
conditions of certainty 672

Determining the economic order  
quantity 673

Assumptions of the EOQ formula 675

Application of the EOQ model in determining 
the optimum batch size for a production 
run 676

Quantity discounts 677

Determining when to place the order 678

Uncertainty and safety stocks 678

The use of probability theory for determining 
safety stocks 679

Control of inventory through  
classification 681

Other factors influencing the choice of order 
quantity 682

Materials requirement planning 683

Just-in-time (JIT) purchasing  
arrangements 683

26 The application of linear 

programming to management 

accounting 694

Linear programming 695

Graphical method 696

Simplex method 701

Uses of linear programming 704

Bibliography 716

Glossary 725

Appendices 736

Answers to review problems 739

Credits 832

Index 834

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



iX

PREFACE

The aim of the tenth edition of this book is to explain the principles involved in designing and 
evaluating management and cost accounting information systems. Management accounting sys-

tems 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 accounting and internal monthly or quarterly profit measurement requirements. 
As the title suggests, this book is concerned with both management and cost accounting, but with 
emphasis 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 that 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 study-
ing cost and management accounting for the first time. An introductory course in financial accounting 
is not a pre-requisite, 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 infor-
mation. 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 
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PREFACEX

decisions. The third is responsibility accounting and performance measurement that focuses on 
both financial and non-financial information; in particular, the assignment of costs and revenues 
to responsibility centres.

This book is divided into six parts. Part One consists of two chapters and provides an introduc-
tion 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 exter-
nal 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 
measurement 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 
that are relevant for different types of decision.

The title of Part Four is ‘Information for Planning, Control and Performance Measurement’. It con-
sists 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 orga-
nizations 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 pro-
viding 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 three chapters and is entitled ‘Strategic Performance and Cost Management and 
Challenges for the Future’. The first chapter focuses on strategic performance management, the second 
on strategic cost management and value creation. The third chapter concentrates on the emerging issues 
that are likely to have an impact on management accounting and considers some potential future devel-
opments in management accounting. Part Six consists of three chapters and is entitled ‘The Application 
of Quantitative 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 inde-
pendent 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 sec-
tion of the book is not presented in isolation and an integrative approach has been taken.

When I wrote this book, one 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 exam-
ple, 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 ham-
pered by having to exclude the relevant quantitative portions of chapters.

MAJOR CHANGES IN THE CONTENT OF THE TENTH EDITION

The feedback relating to the structure and content of the previous editions has been extremely favour-
able and therefore no major changes have been made to the existing structure. The major objective in 
writing the tenth edition has been to produce a less complex and more accessible text and incorporate 
appropriate recent developments in the management accounting literature. This objective created the 
need to thoroughly review the entire content of the ninth 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. time-driven activity-based costing, environmental and sustainability 

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



PREFACE Xi

issues, ethical considerations and the impact of the emergence of the knowledge base economy).  In 
addition, a new chapter (‘Challenges for the future’) has been added that focuses on the emerging issues 
that are likely to have an impact on management accounting and considers some potential future devel-
opments in management accounting. The end result has been an extensive rewrite of the text.

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. 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 in the digital support resources accompany-
ing 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 chap-
ters 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 in the digital support 
resources accompanying this book.

CASE STUDIES

Over 30 case studies are available in the digital support resources for this book. Both lecturers and stu-
dents can download these case studies from the book’s companion website at [insert url when available]. 
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 coloured 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 
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advanced reading. Where this situation occurs, readers are informed at the beginning of the relevant 
chapters and the highlighting mechanism is not used.

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 on the European mainland. Most of the assessment material has incor-
porated questions 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 accoun-
tancy 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 parenthe-
ses 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 appropri-
ate for a first-year course and normally take less than 20 minutes to complete. Questions graded ‘Inter-
mediate’ 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 has been extensively rewrit-
ten and provides additional review problems with fully worked solutions. Students are strongly recom-
mended 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. 

Also available to lecturers is a Cognero testbank offering 18001questions 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 alterna-
tive sequencing of the chapters see ‘Guidelines to using the book’ in Chapter 1.
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SUPPLEMENTARY MATERIAL

The tenth edition of the print Student Manual helps you work through the text and is available from all 
good bookshops (ISBN 9781408093948).

The tenth edition of Colin Drury’s Management and Cost Accounting text is accompanied by the fol-
lowing dedicated digital support resources:

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

 ● Cengage MindTap, an online learning solution that allows lecturers to easily customize and com-
bine learning tools such as readings, interactive content and assessment activities to create a per-
sonalized learning path for students. Lecturers can add or remove existing content within the 
learning path or add their own content in order to deliver a seamless student experience that 
aligns exactly with the way they teach their course.

 ● Cengage Aplia, an online homework solution dedicated to improving learning by increasing stu-
dent 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 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

 ● Online Testbank provides over 1800 questions and answers

 ● PowerPoint slides to use in your teaching

 ● Teaching notes to accompany the case studies

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

APLIA

Cengage Aplia is a fully tailored online homework solution, dedicated to improving learning by increas-
ing 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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1 Introduction to management accounting

2 An introduction to cost terms and concepts

T
he 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. 

This is followed by an examination of the role of management accounting in providing information to man-

agers for decision-making, planning, control and performance measurement. We also consider the important 

changes that are taking place in the business environment. As you progress through the book you will learn 

how these changes are influencing management accounting systems. In Chapter 2, the basic cost terms and 

concepts that are used in the cost and management accounting literature are described.
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1
INTRODUCTION  
TO MANAGEMENT 
ACCOUNTING

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

nition 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. 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 competition from 

overseas companies in domestic markets have resulted in a situation in which most companies now 

operate in a highly competitive global market. At the same time there has been a significant reduction 

in product life cycles arising from technological innovations and the need to meet increasingly discrimi-

nating customer demands. To succeed in today’s highly competitive environment, companies have made 

customer satisfaction an overriding priority. They have also adopted new management approaches and 

manufacturing companies have changed their manufacturing systems and invested in new technologies. 

These changes have had a significant influence on management accounting systems.

LEARNiNG OBJECTiVES After studying this chapter, you should be able to: 

 ● distinguish between management accounting and financial accounting;

 ● identify and describe the elements involved in the decision-making, planning and control 
process;

 ● justify the view that a major objective of commercial organizations is to broadly seek to 
maximize future profits;

 ● explain the important changes that have taken place in the business environment that have 
influenced management accounting practice;

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

 ● identify and describe the functions of a cost and management accounting system. 
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THE USERS OF ACCOUNTiNG iNFORMATiON 5

The aim of this first chapter is 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 

discussed in the book. We begin by looking at the users of accounting information and identifying their 

requirements. This is followed by a description of the decision-making, planning and control process 

and the changing business environment. Finally, the different functions of management accounting are 

described.

THE USERS OF ACCOUNTiNG iNFORMATiON

Accounting is a language that communicates economic information to various parties (known as 

 stakeholders) who have an interest in the organization. Stakeholders fall into several groups (e.g. man-

agers, shareholders and potential investors, employees, creditors and the government) and each of these 

groups has its own requirements for information:

 ● Managers require information that will assist them in their decision-making and control activities; 

for example, information is needed on the estimated selling prices, costs, demand, competitive 

position and profitability of various products/services that are provided by the organization.

 ● Shareholders 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 such as the Central Statistical Office collect accounting information and 

require such information as the details of sales activity, profits, investments, stocks (i.e. inventories), 

dividends paid, the proportion of profits absorbed by taxation and so on. In addition, government 

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

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

The need to provide accounting information is not confined to business organizations. Individuals 

sometimes have to provide information about their own financial situation; for example, if you want to 

obtain a mortgage or a personal loan, you may be asked for details of your 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 tennis 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 to its members. Similarly, municipal authorities, such as local government and public sector 

organizations, 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.

As you can see, there are many different 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.

The users of accounting information can be divided into two categories:

1 internal users within the organization;

2 external users such as shareholders, creditors and regulatory agencies, outside the organization.

It is 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 infor-

mation to people within the organization to help them make better decisions and improve the efficiency 

and effectiveness of existing operations, whereas financial accounting is concerned with the provision 
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CHAPTER 1 iNTRODUCTiON TO MANAGEMENT ACCOUNTiNG 6

of information to external parties outside the organization. Thus, management accounting could be 

called internal reporting and financial accounting could be called external reporting. This book con-

centrates on management accounting.

DiFFERENCES BETWEEN MANAGEMENT ACCOUNTiNG  

AND FiNANCiAL ACCOUNTiNG

The major differences between these two branches of accounting 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 information should be produced only 

if it is considered that the benefits it offers management exceed the cost of collecting it.

 ● Focus on individual parts or segments of the business. Financial accounting reports describe 

the whole of the business, whereas management accounting focuses on small parts of the 

organization; for example, the cost and profitability of products, services, departments, customers 

and activities.

 ● Generally accepted accounting principles. Financial accounting statements must be prepared 

to conform with the legal requirements and the generally accepted accounting principles 

established by the regulatory bodies such as the Financial Accounting Standards Board (FASB) 

in the USA, the Financial Reporting Council (FRC) in the UK and the International Accounting 

Standards Board (IASB). These requirements are essential to ensure uniformity and consistency, 

which make intercompany and historical comparisons possible. Financial accounting data should 

be verifiable and objective. In contrast, management accountants are not required to adhere to 

generally accepted accounting principles when providing managerial information for internal 

purposes. Instead, the focus is on the serving management’s needs and providing information 

that is useful to managers when they are carrying out their decision-making, planning and 

control functions.

 ● Time dimension. Financial accounting reports what has happened in the past in an organization, 

whereas management accounting is concerned 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 and less emphasis on precision. A detailed set of financial accounts is published 

annually and less detailed accounts are published semi-annually. Management usually requires 

information more quickly than this if it is to act on it. Managers are often more concerned with 

timeliness rather than precision. They prefer a good estimate now rather than a precise answer 

much later. Consequently, management accounting reports on various activities may be prepared at 

daily, weekly or monthly intervals.

THE DECiSiON-MAKiNG, PLANNiNG  

AND CONTROL PROCESS

Information produced by management accountants must be judged in the light of its ultimate effect on 

the outcome of decisions. It is therefore important to have an understanding of the decision-making, 

planning and control process. Figure 1.1 presents a diagram of the decision-making, planning and con-

trol process. The first four stages represent the decision-making or planning process. The final two 

stages represent the control process, which is the process of measuring and correcting actual perfor-

mance to ensure the alternatives that are chosen and the plans for implementing them are carried out. 

We will now examine the stages in more detail.
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THE DECiSiON-MAKiNG, PLANNiNG AND CONTROL PROCESS 7

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 choosing one course of action over another. Hence, the 

first stage in the decision-making process should be to specify the company’s goals or organizational 

objectives.

1. Identify objectives

2. Search for alternative courses of action

3. Select appropriate courses of action

4. Implement the decisions

5. Compare actual and planned outcomes

6. Respond to divergencies from plan

Planning
process

Control
process

FiGURE 1.1

The decision-
making, planning 
and control 
process

Chartered Institute of Management 

Accountants (CIMA) – activities and skills

What is management accounting?

Management accounting combines accounting, 
finance and management with the leading edge 
techniques needed to drive successful businesses.
Chartered management accountants:

 ● Advise managers about the financial 
implications of projects.

 ● Explain the financial consequences of business 
decisions.

 ● Formulate business strategy.

 ● Monitor spending and financial control.

 ● Conduct internal business audits.

 ● Explain the impact of the competitive landscape.

 ● Bring a high level of professionalism and 
integrity to business.

Management accounting skillset

Our members are qualified to work across an organ-
ization, not just in finance. In addition to strong 

accounting fundamentals, CIMA teaches strategic 
business and management skills:

 ● Analysis – they analyse information and using 
it to make business decisions.

 ● Strategy – they formulate business strategy to 
create wealth and shareholder value.

 ● Risk – they identify and manage risk.

 ● Planning – they apply accounting techniques to 
plan and budget.

 ● Communication – they determine what 
information management needs and explain 
the numbers to non-financial managers.

Question

1 Provide more detailed illustrations for each of 
the first four items in the first category of the 
above list of how the management accountant 
can be of assistance in an organization with 
which you are familiar.

Reference
Extracted from the website of Chartered Institute  

of Management Accountants (www.cimaglobal 
.com/About-us/What-is-management 
-accounting/)

REAL WORLD 

ViEWS 1.1
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This is an area in which there is considerable controversy. Economic theory normally assumes that 

firms seek to maximize profits for the owners of the firm or, more precisely, the maximization of 

shareholders’ wealth, which, we as shall see in Chapter 13, is equivalent to the maximization of the 

present value of future cash flows. Various arguments have been used to support the profit maximiza-

tion 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 will be better served by a larger profit than by a 

smaller profit, so that maximization is at least a useful approximation. Some writers (e.g. Simon, 1959) 

believe that many managers are content to find a plan that provides satisfactory profits rather than to 

maximize profits.

Cyert and March (1969) have argued that the firm is a coalition of various different groups – 

shareholders, employees, customers, suppliers and the government – each of whom must be paid 

a minimum to participate in the coalition. Any excess benefits after meeting these minimum con-

straints are seen as being the object of bargaining between the various groups. In addition, a firm 

is subject to constraints of a societal nature. Maintaining a clean environment, employing disabled 

workers and providing social and recreation facilities are all examples of social goals that a firm 

may pursue.

Clearly it is too simplistic to say that the only objective of a business firm is to maximize profits. 

Some managers seek to establish a power base and build an empire. Another common goal is security, 

and the removal of uncertainty regarding the future may override the pure profit motive. Organiza-

tions may also pursue more specific objectives, such as producing high-quality products or being the 

market leader within a particular market segment. Nevertheless, the view adopted in this book is that, 

broadly, firms seek to maximize future profits. There are three reasons for us to concentrate on this 

objective:

1 It is unlikely that any other objective is as widely applicable in measuring the ability of the 

organization to survive in the future.

2 It is unlikely that maximizing future profits can be realized in practice, but by establishing the 

principles necessary to achieve this objective you will learn how to increase profits.

3 It enables shareholders as a group in the bargaining coalition to know how much the pursuit of 

other goals is costing them by indicating the amount of cash distributed among the members of 

the coalition.

The search for alternative courses of action

The second stage in the decision-making model is a search for a range of possible courses of action (or 

strategies) that might enable the objectives to be achieved. If the management of a company concen-

trates entirely on its present product range and markets, and market shares and profits are allowed to 

decline, there is a danger that the company will be unable to survive in the future. If the business is to 

survive, management must identify potential opportunities and threats in the current environment and 

take specific steps now so that the organization will not be taken by surprise by future developments. In 

particular, the company should consider one or more of the following courses of action:

1 developing new products for sale in existing markets;

2 developing new products for new markets;

3 developing new markets for existing products.

The search for alternative courses of action involves the acquisition of information concerning future 

opportunities and environments; it is the most difficult and important stage of the decision-making 

process. We shall examine this search process in more detail in Chapter 15.
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Select appropriate alternative courses of action

In order for managers to make an informed choice of action, data about the different alternatives must 

be gathered. For example, managers might ask to see projected figures on:

 ● the potential growth rates of the alternative activities under consideration;

 ● the market share the company is likely to achieve;

 ● projected profits for each alternative activity.

The alternatives should be evaluated to identify which course of action best satisfies the objectives of 

an organization. The selection of the most advantageous alternative is central to the whole decision-

making process and the provision of information that facilitates this choice is one of the major functions 

of management accounting. These aspects of management accounting are examined in Chapters 8 to 14.

Implementation of the decisions

Once the course of action has been selected, it should be implemented as part of the budgeting and 

long-term planning process. The budget is a financial plan for implementing the decisions that man-

agement has made. The budgets for all of the various decisions a company takes are expressed in 

terms of cash inflows and outflows, and sales revenues and expenses. These budgets are initially 

prepared at the departmental/responsibility centre level (i.e. a unit or department within an orga-

nization where a manager is held responsible for performance) and merged together into a single 

unifying statement for the organization as a whole that specifies the organization’s expectations for 

future periods. This statement is known as a master budget and consists of budgeted profit and cash 

flow statements. The budgeting process communicates to everyone in the organization the part that 

they are expected to play in implementing management’s decisions. We shall examine the budgeting 

process in Chapter 15.

Comparing actual and planned outcomes  

and responding to divergencies from plan

The final stages in the process outlined in Figure 1.1 involve comparing actual and planned outcomes 

and responding to divergencies from plan. The managerial function of control consists of the measure-

ment, reporting and subsequent correction of performance in an attempt to ensure that the firm’s objec-

tives and plans are achieved.

To monitor performance, the accountant produces performance reports and presents them to the 

managers who are responsible for implementing the various decisions. These reports compare actual 

outcomes (actual costs and revenues) with planned outcomes (budgeted costs and revenues) and should 

be issued at regular intervals. Performance reports provide feedback information and should highlight 

those activities that do not conform to plans, so that managers can devote their limited time to focusing 

mainly on these items. This process represents the application of management by exception. Effec-

tive control requires that corrective action is taken so that actual outcomes conform to planned out-

comes. Alternatively, the plans may require modification if the comparisons indicate that the plans are 

no  longer attainable.

The process of taking corrective action or modifying the plans if the comparisons indicate that actual 

outcomes do not conform to planned outcomes is indicated by the arrowed lines in Figure 1.1 linking 

stages 6 and 4 and 6 and 2. These arrowed lines represent ‘feedback loops’. They signify that the process 

is dynamic and stress the interdependencies between the various stages in the process. The feedback 

loop between stages 6 and 2 indicates that the plans should be regularly reviewed, and if they are no 

longer attainable then alternative courses of action must be considered for achieving the organization’s 

objectives. The second loop stresses the corrective action taken so that actual outcomes conform to 

planned outcomes. Chapters 15 to 18 focus on the planning and control process.
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