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Preface

This book is directed primarily at those following an introductory course in management 
accounting. Many readers will be studying at a university or college, perhaps majoring in 
accounting or in another area, such as business studies, IT, tourism or engineering. Other 
readers, however, may be studying independently, perhaps with no qualification in mind.

The book is written in an ‘open learning’ style, which has been adopted because we 
believe that readers will find it to be more ‘user-friendly’ than the traditional approach. 
Whether they are using the book as part of a taught course or for personal study, we feel that 
the open learning approach makes it easier for readers to learn.

Management accounting is concerned with ensuring that managers have the information 
needed to plan and control the direction of their organisation. In writing a book on this 
subject, we have taken into account the fact that most readers will not have studied the 
subject before. We have therefore tried to write in an accessible style, avoiding technical 
jargon. Where technical terminology is unavoidable, we have tried to give clear explana-
tions. At the end of the book (in Appendix A) there is a glossary of technical terms, which 
readers can use to refresh their memory where they come across a term whose meaning is 
in doubt. We have tried to introduce topics gradually, explaining everything as we go. We 
have included a variety of questions and tasks designed to help readers to grasp the sub-
ject more thoroughly, just as a good lecturer might do in lectures and tutorials. In framing 
these questions and tasks, we have tried to encourage critical thinking by requiring analysis 
and evaluation of various concepts and techniques. To help broaden understanding, ques-
tions and tasks often require readers to go beyond the material in the text and/or to link the 
current topic with material covered earlier in the book. More detail on the nature and use of 
these questions and tasks is given in the ‘How to use this book’ section immediately fol-
lowing this preface.

The book covers all the areas required to gain a firm foundation in the subject. Chapter 1 
provides a broad introduction to the nature and purpose of management accounting. 
Chapters 2, 3, 4 and 5 are concerned with identifying cost information and using it to make 
short-term and medium-term decisions. Chapters 6 and 7 deal with the ways in which man-
agement accounting can be used in making plans and in trying to ensure that those plans are 
actually achieved. Chapter 8 considers the use of management-accounting information in 
making investment decisions, typically long-term ones. Chapter 9 is concerned with the all-
important area of risk in financial decision making and how to handle it. Chapter 10 deals with 
performance evaluation and pricing, including strategic management accounting. This is an 
increasingly important area of management accounting that focuses on factors outside the 
organisation but which have a significant effect on its success. Chapter 11 deals with the 
problems of measuring performance where the business operates through a divisional organ-
isation structure, which is common among large businesses. It also considers the use of 
non-financial measures in measuring performance. Finally, Chapter 12 looks at the way in 
which management accounting can help in the control of short-term assets, such as inven-
tories (stock) and cash.
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In this ninth edition, we have taken the opportunity to improve the book. We have intro-
duced a new chapter, Chapter 9, which focuses on risk in decision making. In earlier editions 
of the book, risk had been covered, but we decided that it should be given greater emphasis, 
thereby justifying a separate chapter. The new chapter expands on the coverage of risk in the 
earlier editions. We have continued to highlight the changing role of management accoun-
tants, enabling them to retain their place at the centre of the decision-making and planning 
process. We have also added more, as well as more up-to-date, examples of management 
accounting in practice.

We would like to thank those at Pearson Education who were involved with this book for 
their support and encouragement. Without their help it would not have materialised.

We hope that readers will find the book readable and helpful.
Peter Atrill

Eddie McLaney
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How to use this book

Whether you are using the book as part of a lecture/tutorial-based course or as the basis for 
a more independent mode of study, the same approach should be broadly followed.

Order of dealing with the material
The contents of the book have been ordered in what is meant to be a logical sequence. For 
this reason, it is suggested that you work through the book in the order in which it is pre-
sented. Every effort has been made to ensure that earlier chapters do not refer to concepts 
or terms which are not explained until a later chapter. If you work through the chapters in the 
‘wrong’ order, you may encounter points that have been explained in an earlier chapter which 
you have not read.

Working through the chapters
You are advised to work through the chapters from start to finish, but not necessarily in one 
sitting. Activities are interspersed within the text. These are meant to be like the sort of ques-
tions which a good lecturer will throw at students during a lecture or tutorial. Activities seek 
to serve two purposes:

■	 To give you the opportunity to check that you understand what has been covered so far.
■	 To try to encourage you to think beyond the topic that you have just covered, sometimes 

so that you can see a link between that topic and others with which you are already familiar. 
Sometimes, activities are used as a means of linking the topic just covered to the next one.

You are strongly advised to do all the activities. The answers are provided immediately after 
the activity. These answers should be covered up until you have arrived at a solution, which 
should then be compared with the suggested answer provided.

Towards the end of Chapters 2–12, there is a ‘self-assessment question’. This is rather 
more demanding and comprehensive than any of the activities. It is intended to give you an 
opportunity to see whether you understand the main body of material covered in the chapter. 
The solutions to the self-assessment questions are provided in Appendix B at the end of the 
book. As with the activities, it is very important that you make a thorough attempt at the ques-
tion before referring to the solution. If you have real difficulty with a self-assessment question 
you should go over the chapter again, since it should be the case that careful study of the 
chapter will enable completion of the self-assessment question.

End-of-chapter assessment material
At the end of each chapter, there are four ‘review’ questions. These are short questions 
requiring a narrative answer and intended to enable you to assess how well you can recall 
main points covered in the chapter. Suggested answers to these questions are provided in 
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Appendix C at the end of the book. Again, a serious attempt should be made to answer these 
questions before referring to the solutions.

At the end of each chapter, there are normally eight exercises. These are more demanding 
and extensive questions, mostly computational, and should further reinforce your knowledge 
and understanding. We have attempted to provide questions of varying complexity.

Answers to five out of the eight exercises in each chapter are provided in Appendix D at 
the end of the book. These exercises are marked with a coloured number, but a thorough 
attempt should be made to answer these questions before referring to the answers. Answers 
to the three exercises that are not marked with a coloured number are given in a separate 
teacher’s manual.
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ACCOUNTING

INTRODUCTION
Welcome to the world of management accounting! Management 
accounting is concerned with collecting and analysing financial and other 
information and then communicating this information to managers. This 
information is intended help mangers within businesses and other 
organisations make better decisions. In this introductory chapter, we 
examine the role of management accounting within a business. To 
understand the context for management accounting, we begin by 
examining the nature and purpose of a business. Thus, we first consider 
what businesses seek to achieve, how they are organised and how they 
are managed. Having done this, we go on to explore how management-
accounting information can be used within a business to improve the 
quality of managers’ decisions. We also identify the characteristics that 
management-accounting information must possess to fulfil its role. 
Management accounting has undergone many changes in response to 
developments in the business environment and to the increasing size and 
complexity of businesses. In this chapter we shall discuss some of the 
more important changes that have occurred.

Learning outcomes
When you have completed this chapter, you should be able to:

■	 Identify the purpose of a business and discuss the ways in which a 
business may be organised and managed.

■	 Discuss the issues to be considered when setting the long-term 
direction of a business.

■	 Explain the role of management accounting within a business and 
describe the key qualities that management-accounting information 
should possess.

■	 Explain the changes that have occurred over time in both the role of the 
management accountant and the type of information provided by 
management-accounting systems.
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WhAT IS ThE pURpOSE OF A BUSINESS?

Peter Drucker, an eminent management thinker, has argued that ‘The purpose of business is 
to create and keep a customer’ (see reference 1 at the end of the chapter). Drucker defined 
the purpose of a business in this way in 1967, at a time when most businesses did not adopt 
this strong customer focus. His view therefore represented a radical challenge to the 
accepted view of what businesses do. Fifty years later, however, his approach is part of the 
conventional wisdom. It is now widely accepted that, in order to succeed, businesses must 
focus on satisfying the needs of the customer.

Although the customer has always provided the main source of revenue for a business, 
this has often been taken for granted. In the past, too many businesses assumed that the 
customer would readily accept whatever services or products were on offer. When competi-
tion was weak and customers were passive, businesses could operate under this assumption 
and still make a profit. However, the era of weak competition has passed. Today, customers 
have much greater choice and are much more assertive concerning their needs. They now 
demand higher quality services and goods at cheaper prices. They also require that services 
and goods be delivered faster with an increasing emphasis on the product being tailored to 
their individual needs. If a business cannot meet these needs, a competitor often can. Thus 
the business mantra for the current era is ‘the customer is king’. Most businesses now rec-
ognise this fact and organise themselves accordingly.

Real World 1.1 describes how the internet and social media have given added weight to 
this mantra. It points out that dissatisfied customers now have a powerful medium for broad-
casting their complaints.

The customer is king
The mantra that the “customer is king” has gained even greater significance among busi-
nesses in recent years because of the rise of the internet and social media. In the past, a 
dissatisfied customer might tell only a few friends about a bad buying experience. As a 
result, the damage to the reputation of the business concerned would normally be fairly 
limited. However, nowadays, through the magic of the internet, several hundred people, or 
more, can be very speedily informed of a bad buying experience.

Businesses are understandably concerned about the potential of the internet to damage 
reputations, but are their concerns justified? Do customer complaints, which wing their way 
through cyberspace, have any real effect on the businesses concerned? A Harris Poll survey 
of 2,000 adults in the UK and US suggests they do and so businesses should be concerned. 
It seems that social media can exert a big influence on customer buying decisions.

The Harris Poll survey, which was conducted online, found that around 20 per cent of 
those surveyed use social media when making buying decisions. For those in the 18-34 age 
range, the figure rises to almost forty per cent.  Furthermore, 60 percent of those surveyed 
indicated that they would avoid buying from a business that receives poor customer reviews 
for its products or services.

 The moral of this tale appears to be that, in this internet age, businesses must work even 
harder to keep their customers happy if they are to survive and prosper.

Source: Based on information in Miesbach, A.(2015) Yes, the Customer is Still King, 30 October www.icmi.com

Real World 1.1

http://www.icmi.com
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hOW ARE BUSINESSES ORGANISED?

Nearly all businesses that involve more than a few owners and/or employees are set up as 
limited companies. Finance will come from the owners (shareholders) both in the form of a 
direct cash investment to buy shares (in the ownership of the business) and through the 
shareholders allowing past profits, which belong to them, to be reinvested in the business. 
Finance will also come from lenders (banks, for example) as well as through suppliers provid-
ing goods and services on credit.

In larger limited companies, the owners (shareholders) tend not to be involved in the daily 
running of the business; instead they appoint a board of directors to manage the business on 
their behalf. The board is charged with three major tasks:

■	 setting the overall direction for the business;
■	 monitoring and controlling the activities of the business; and
■	 communicating with shareholders and others connected with the business.

Each board has a chairman who is elected by the directors. The chairman is responsible 
for the smooth running of the board. In addition, each board has a chief executive officer 
(CEO) who leads the team that is responsible for running the business on a day-to-day 
basis. Occasionally, the roles of chairman and CEO are combined, although it is usually 
considered to be good practice to separate them. It prevents a single individual having 
excessive power.

The board of directors represents the most senior level of management. Below this level, 
managers are employed, with each manager being given responsibility for a particular part of 
the business’s operations.

Why are larger businesses not managed as a single unit by just one manager? Try to 
think of at least one reason.

Three common reasons are:

■	 The sheer volume of activity or number of employees makes it impossible for one person 
to manage them.

■	 Certain business operations may require specialised knowledge or expertise.
■	 Geographical remoteness of part of the business operations may make it more practical 

to manage each location as a separate part, or set of separate parts.

Activity 1.1

The operations of a business may be divided for management purposes in different ways. 
For smaller businesses offering a single product or service, separate departments are often 
created. Tasks are grouped according to functions (such as marketing, human resources and 
finance) with each department responsible for a particular function. The managers of each 
department will then be accountable to the board of directors. In some cases, a departmental 
manager may also be a board member. A typical departmental structure, organised along 
functional lines, is shown in Figure 1.1.
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Figure 1.1 a departmental structure organised according to business functions

This is a typical organisational structure for a business that has been divided into separate 
operating divisions.

Departments based around functions permit greater specialisation, which, in turn, can 
promote greater efficiency. The departmental structure, however, can become too rigid. This 
can lead to poor communication between departments and, perhaps, a lack of responsive-
ness to changing market conditions.

The structure set out in Figure 1.1 may be adapted according to the particular needs of the 
business. Where, for example, a business has few employees, the human resources function 
may not form a separate department but rather form part of another department. Where busi-
ness operations are specialised, separate departments may be created to deal with each 
specialist area. Example 1.1 illustrates how Figure 1.1 may be modified to meet the needs of 
a particular business.

Example 1.1

Supercoach Ltd owns a small fleet of coaches that it hires out with drivers for private 
group travel. The business employs about 60 people. It could be departmentalised as 
follows:

■	 Marketing department, dealing with advertising, dealing with enquiries from potential 
customers, maintaining good relationships with existing customers and entering into 
contracts with customers.

■	 Routing and human resources department, responsible for the coach drivers’ routes, 
schedules, staff duties and rotas and problems that arise during a particular job or 
contract.

■	 Coach maintenance department, looking after repair and maintenance of the coaches, 
buying spares, and giving advice on the need to replace old or inefficient coaches.

■	 Finance department, responsible for managing cash flows, costing business activities, 
pricing new proposals, measuring financial performance, preparing budgets, borrow-
ing, paying wages and salaries, billing and collecting amounts due from customers, 
and processing and paying invoices from suppliers.

For large businesses with a diverse geographical spread and/or a wide product range, 
the simple departmental structure set out in Figure 1.1 will usually have to be adapted. 
Separate divisions are often created for each geographical area and/or major product 
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group. Each division will be managed separately and will usually enjoy a degree of auton-
omy. This can produce more agile responses to changing market conditions. Within each 
division, however, departments are often created and organised along functional lines. 
Those functions that provide support across the various divisions, such as human 
resources, may be carried out at head office to avoid duplication. The managers of each 
division will be accountable to the board of directors. In some cases, individual board mem-
bers may also be divisional managers.

A typical divisional organisational structure is set out in Figure 1.2. Here the main basis of 
the structure is geographical. Thus, North Division deals with production and sales in the 
north and so on.

Figure 1.2 a divisional organisational structure

This is a typical departmental structure organised according to business functions.

Once a particular divisional structure has been established, it need not be permanent. 
Successful businesses constantly strive to improve their operational efficiency. This could 
well result in revising their divisional structure. Real World 1.2 is an extract from an article 
that describes how one well-known business has reorganised in order to simplify operations 
and to reduce costs.

Engineering change
The chief executive of Rolls-Royce has shaken up its senior management team and 
scrapped two divisions as part of his attempt to turnaround the struggling engineer. Warren 
East will scrap the aerospace and land & sea divisions that split Rolls into two parts.

Real World 1.2

➔
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While both divisional and departmental structures are very popular in practice, it should be 
noted that other organisational structures may be found.

hOW ARE BUSINESSES MANAGED?

Over the past three decades, the environment in which businesses operate has become 
increasingly turbulent and competitive. Various reasons have been identified to explain these 
changes, including:

■	 the increasing sophistication of customers (as we have seen);
■	 the development of a global economy where national frontiers have become less 

important;
■	 rapid changes in technology;
■	 the deregulation of domestic markets (for example, electricity, water and gas);
■	 increasing pressure from owners (shareholders) for competitive economic returns; and
■	 the increasing volatility of financial markets.

The effect of these environmental changes has been to make the role of managers more 
complex and demanding. This, along with the increasing size of many businesses, has led 
managers to search for new ways to manage their businesses. One important tool that has 
been developed in response to managers’ needs is strategic management. This is con-
cerned with establishing the long-term direction for the business. It involves setting long-term 
goals and then ensuring that they are implemented effectively. To help the business develop 
a competitive edge, strategic management focuses on doing things differently rather than 
simply doing things better.

Strategic management provides a business with a clear sense of purpose along with a 
series of steps to achieve that purpose. The steps taken should link the internal resources of 
the business to the external environment of competitors, suppliers, customers and so on. This 
should be done in such a way that any business strengths, such as having a skilled workforce, 

The move means that Rolls will operate with five smaller businesses all reporting directly 
to East. The Rolls chief executive plans to bring in a chief operating officer to assist him in 
running the company. Rolls said the revamp will “simplify the organisation, drive operational 
excellence and reduce cost”.

The Rolls boss is overhauling the company after it issued five profit warnings in less than 
two years. East wants to cut costs by between £150m and £200m a year. The level of con-
cern about the future of Rolls was underlined earlier this week when it emerged the govern-
ment has drawn up contingency plans to nationalise its nuclear submarine business or force 
it to merge with defence manufacturer BAE Systems in the event the company’s perfor-
mance worsens.

East said: “The changes we are announcing today are the first important steps in driving 
operational excellence and returning Rolls-Royce to its long-term trend of profitable growth. 
This is a company with world-class engineering capability, strong market positions and 
exceptional long-term prospects.”

Under the new structure Rolls will operate with five divisions from January 1 2016 – civil 
aerospace, defence aerospace, marine, nuclear, and power systems.

Source: Extracts from Ruddick, G. (2016), Rolls-Royce to scrap two divisions amid restructuring, www.theguardian 
.com, 16 December.

http://www.theguardian.com
http://www.theguardian.com
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are exploited and any weaknesses, such as being short of investment finance, are not 
exposed. To achieve this requires the development of strategies and plans that take account 
of the business’s strengths and weaknesses, as well as the opportunities offered and threats 
posed by the external environment. Access to a new, expanding market is an example of an 
opportunity; the decision of a major competitor to reduce prices is an example of a threat.

Real World 1.3 provides an indication of the extent to which strategic planning is carried 
out in practice.

The strategic management process may be approached in different ways. One popular 
approach, involving five steps, is described below.

1 Establish mission, vision and objectives
The first step is to establish the mission of a business, which may be set out in the form of a 
mission statement. This is a concise declaration of the overriding purpose of the business. 
It addresses the question ‘What business are we in?’ To answer this question, managers 

Strategic planning high on the list
A recent survey investigated the use of various management tools throughout the world. It 
found that strategic planning is used by more than 40 per cent of those businesses that took 
part. This made it the fourth most popular management tool. The survey, which is con-
ducted annually, has placed strategic planning in first position for three of the past five years 
and in second position for one of those years. Figure 1.3 indicates the level of usage and 
satisfaction concerning this technique.

Real World 1.3

Figure 1.3 the usage of strategic planning

The results were based on a survey of 1,067 senior executives throughout the world.
Source: Rigby, D. and Bilodeau, B. (2015) Management Tools and Trends 2015, Bain and Company.
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should focus on those customer needs that the business seeks to satisfy rather than on the 
products currently produced. Thus, a publisher of novels might, for example, conclude that it 
is really in the entertainment business. The vision statement is closely connected to the mis-
sion statement and declares the business’s aspirations. It addresses the question ‘What do 
we want to achieve?’ Once again, it should be in as concise a form as possible. By answering 
both questions, managers are provided with a clear focus for decision making.

Can you think why mission statements and vision statements should be concise?

Having to produce concise statements will force managers to think very carefully about the 
essential nature of their business and the aspirations that they have for it. In practice, this 
can prove more difficult than it may sound. Concise statements have the added advantages 
that they are easier to remember and to communicate to employees, owners and others.

Activity 1.2

The mission and vision of a business will often adorn its website. Real World 1.4 provides 
an example of these strategic statements for one large business.

power trip
Aggreko plc provides power generation and temperature control solutions to customers 
who need them quickly or for a short period of time. Its mission is:

To offer specialist energy solutions that are delivered by our high-quality people in such a way 
that we continually grow our global list of satisfied and long-term customers.

Its stated vision is:

To be the leading global player in the specialist energy marketplace.

Source: www.aggreko.com, accessed 7 November 2016.

Real World 1.4

Having established the purpose and aspirations of the business, objectives must be devel-
oped in order to translate these into specific commitments. Objectives help to bring real 
discipline into the strategy process. They should provide clear targets, or outcomes, which 
are both challenging and achievable. They should also provide the basis for assessing actual 
performance. Although quantifiable objectives provide the clearest targets, some areas of 
performance, such as employee satisfaction, may be capable of only partial quantification. 
Other areas, such as business ethics, may be impossible to quantify.

In practice, the objectives set by a business are likely to range across all key areas and 
might include a commitment to achieve:

■	 a specified percentage share of the market in which the business competes;
■	 a high level of customer satisfaction;
■	 a high degree of employee involvement;
■	 a specified percentage of sales revenue being generated from newly-developed products;
■	 high standards of ethical behaviour in business dealings;

http://www.aggreko.com
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■	 a specified percentage operating profit margin (operating profit as a percentage of sales 
revenue); and

■	 a specified percentage return on capital employed.

Businesses do not normally make their statement of objectives public.

Can you think why they may not wish to do so?

It is often because they do not wish to make their intentions clear to their competitors.

Activity 1.3

2 Undertake a position analysis
The position analysis seeks to discover how, given its attributes, the business is placed in 
relation to its environment (customers, competitors, suppliers, technology, the economy, 
political climate and so on). This will be carried out in the context of its mission, vision and 
objectives. The position analysis is often approached within the framework of the business’s 
strengths, weaknesses, opportunities and threats (a SWOT analysis). It involves identifying 
the business’s strengths and weaknesses as well as the opportunities provided and threats 
posed by the external environment. Strengths and weaknesses are internal attributes of the 
business, whereas opportunities and threats are present in the environment within which the 
business operates.

Activity 1.4
Ryanair Holdings plc is a highly successful ‘no-frills’ airline. Can you suggest some fac-
tors that could be strengths, weaknesses, opportunities and threats for this business? 
Try to think of two for each of these (eight in all).

Strengths could include such things as:

■	 a strong, well-recognised brand name;
■	 a modern fleet of aircraft requiring less maintenance;
■	 reliable customer service concerning punctuality and baggage loss; and
■	 an Internet booking facility used by virtually all passengers, which reduces administration 

costs.

Weaknesses might include:

■	 limited range of destinations;
■	 use of secondary airports situated some distance from city centres;
■	 poor facilities at secondary airports; and
■	 poor customer service concerning complaints.

Opportunities might include:

■	 new destinations becoming available, particularly in eastern Europe;
■	 increasing acceptance of ‘no-frills’ air travel among business travellers; and
■	 the development of new fuel-efficient aircraft.

➔
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The SWOT framework is not the only way to carry out a position analysis; nevertheless, it 
seems to be very popular. A 2009 survey of businesses covering different industry sectors, 
geographical locations and size found that about 65 per cent of the total used SWOT analysis 
(see reference 2 at the end of the chapter).

3 Identify and assess the strategic options
This involves trying to identify possible courses of action. Each of the options identified 
should assist the business in reaching its objectives by using its strengths to exploit oppor-
tunities while not exposing its weaknesses to threats. The strengths, weaknesses, opportuni-
ties and threats are, of course, those identified using SWOT analysis. Having identified the 
available strategic options, each will then be assessed according to agreed criteria.

4 Select strategic options and formulate plans
The business will select what appears to be the best of the courses of action or strategies 
(identified in Step 3) available. When doing this, the potential for the selected strategies to 
achieve the mission, vision and objectives must be the key criterion. While the strategies 
selected provide a the broad outline, a more detailed plan is required to specify the particular 
actions to be taken. This overall plan will normally be broken down into a series of plans, one 
for each aspect of the business.

In an effort to match the chosen strategies with the opportunities available, a business may 
decide to acquire other businesses. Real World 1.5 is an extract from a Wall Street Journal 
article that discusses an example of an acquisition made because of its ‘strategic fit’.

Threats to the business might come from:

■	 increased competition – either new low-fare competitors entering the market or tradi-
tional airlines reducing fares to compete;

■	 increases in fuel prices and airport charges;
■	 increasing congestion at airports, making it more difficult to turn aircraft around quickly;
■	 changes in the regulatory environment (for example, changes in regulations concerning 

the maximum monthly flying hours for a pilot) making it harder to operate; and
■	 vulnerability to a downturn in economic conditions.

You may have thought of others.

Fit for purpose
News Corp is buying the owner of the radio station talkSPORT for £220.3 million ($296 mil-
lion), the latest move by the media company to increase its exposure to U.K. sports content 
including the lucrative English Premier League soccer competition.

News Corp said the purchase of Wireless Group plc “represents an excellent strategic fit 
with its existing operations, broadening News Corp’s range of services in the U.K., Ireland 
and internationally.”

Source: Extract from Gallivan, R. (2016), News Corp Buys Wireless Group for $296 Million The Wall Street Journal, 
25 June.

Real World 1.5
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The fact that News Corp describes the acquisition as an ‘excellent strategic fit’, suggests 
that it represented better value to News Corp than it would for a different acquirer, paying the 
same price, but for which the strategic fit was not as good.

5 perform, review and control
Finally, the business must implement the plans derived in Step 4. The actual outcome will be 
monitored and compared with the plans to see whether things are progressing satisfactorily. 
Steps must be taken to exercise control where actual performance fails to match earlier 
planned performance.

Figure 1.4 shows the strategic management framework in diagrammatic form. This framework 
will be considered further in later chapters. We shall see, for example, how the business’s mission 
and vision links, through objectives and long-term plans, to detailed budgets in Chapters 6 and 7.

Figure 1.4 the strategic management framework

The business should set out its mission, vision and objectives and then develop plans in a 
systematic manner to achieve them.

ThE ChANGING BUSINESS LANDSCApE

Factors such as increased global competition and advances in technology, mentioned earlier, 
have had a tremendous impact on the kind of businesses that survive and prosper. They have 
also had an impact on the kind of business structures and processes adopted. Examples of 
the changes that have occurred in many countries in recent years, including the UK, are:

■	 The growth of the service sector. This includes businesses such as financial services, 
 communications, tourism, transportation, consultancy, leisure and so on. This growth of 
the service sector has been matched by the decline of the manufacturing and extractive 
(for example, coal mining) sectors.
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■	 The emergence of new industries. This includes science-based industries such as genetic 
engineering and biotechnology.

■	 The growth of e-commerce. Consumers are increasingly drawn to buying a wide range of 
goods including groceries, books, music and computers online. Businesses also use 
e-commerce to order supplies, monitor deliveries and distribute products.

■	 Automated manufacturing. Many manufacturing processes are now fully automated and 
computers are used to control the production process.

■	 Lean manufacturing. This involves a systematic attempt to identify and eliminate waste, 
surplus production, delays, defects and so on in the production process.

■	 Greater product innovation. There is much greater pressure to produce new, innovative 
products. The effect has been to increase the range of products available and to shorten 
the life cycles of many products.

■	 Faster response times. There is increasing pressure on businesses to develop products 
more quickly, to produce products more quickly and to deliver products more quickly.

These changes have presented huge challenges for the management accountant. New tech-
niques have been developed and existing techniques adapted to try to ensure that management 
accounting retains its relevance. These issues will be considered in more detail as we progress 
through the book.

WhAT IS ThE FINANCIAL OBJECTIVE OF A BUSINESS?

A business is normally created to enhance the wealth of its owners. Throughout this book we 
shall assume that this is its main objective. This may come as a surprise, as there are other 
objectives that may be pursued that relate to the needs of others associated with the business.

Can you think of two examples of what these other objectives may be?

A business may seek to:

■	 provide good working conditions for its employees;
■	 conserve the environment for the local community;
■	 develop safer products for its customers; and
■	 offer fair trading terms to suppliers in underdeveloped countries.

You may have thought of others.

Activity 1.5

While a business may pursue these objectives, it is normally set up primarily with a view 
to increasing the wealth of its owners. In practice, the behaviour of businesses over time 
appears to be consistent with this objective.

Within a market economy there are strong competitive forces at work that ensure that 
failure to enhance owners’ wealth will not be tolerated for long. Competition for the funds 
provided by the owners and competition for managers’ jobs will normally mean that the own-
ers’ interests will prevail. If the managers do not provide the expected increase in ownership 
wealth, the owners have the power to replace the existing management team with a new team 
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that is more responsive to owners’ needs. Does this mean that the needs of other groups 
associated with the business (employees, customers, suppliers, the community and so on) 
are not really important? The answer to this question is almost certainly no, if the business 
wishes to survive and prosper over the longer term.

Satisfying the needs of other groups is usually consistent with increasing the wealth of the 
owners over the longer term. Disaffected customers, for example, may turn to another sup-
plier, resulting in a loss of shareholder wealth for the original supplier. A dissatisfied workforce 
may result in low productivity, strikes, high labour turnover rates and so forth, which will in 
turn have an adverse effect on owners’ wealth. Similarly, a business that upsets the local 
community by unacceptable behaviour, such as polluting the environment, may attract bad 
publicity, resulting in a loss of customers and heavy fines.

Real World 1.6 is an article that discusses how one well-known business responded to 
damaging allegations.

The price of clothes
Nike is king. From its dominance in the athletic world, its popularity amongst consumers 
and being one of the most globally recognised brands, Nike is riding a wave of success that 
shows no signs of slowing down. But it wasn’t always like that.

In the late ‘90s, Nike was embroiled in controversy over its reported use of sweatshops, 
an issue that threatened to derail Nike’s popularity and undoubtedly hurt its company image. 
In a recent report by Business Insider, we’re able to read just some of the things Nike has 
done to improve and change the way people perceive the brand. “The sweatshop perception 
was one of the biggest challenges Nike has faced,” University of Southern California profes-
sor Jeetendr Sehdev said. “It seemed impossible they could ever shake the perception.”

Nike used sweatshops. There’s no denying that. BI’s report mentions the 14 cents an hour 
earned by Indonesian workers, while also referencing a New York Times article from 1997 
that documented abuse of workers by a Vietnamese sub-contractor. It’s a part of Nike’s his-
tory that the brand isn’t proud of. But since then, it has been doing its part to upgrade its 
overseas conditions and to help make sure that the abuses of the past never occur again.

In 1998, Nike’s Phil Knight helped lead the change in the company. Knight vowed Nike 
would be more upfront with the issues, promising to be more transparent in overseas deal-
ings and becoming more committed to addressing and improving the issues and abuses it 
was confronted with and accused of. “The Nike product has become synonymous with 
slave wages, forced overtime, and arbitrary abuse,” Knight said. “I truly believe the 
American consumer doesn’t want to buy products made under abusive conditions.”

Since then, Nike has done just that having raised minimum wage rates, improving factory 
conditions, and ensuring the factories have clean air. Also, Nike publishes public reports 
documenting its general responsibility and factory conditions following through on the 
promise of being more transparent.

Source: Allarey, R (2015) This Is How Nike Managed to Clean Up Its Sweatshop Reputation, www.complex.com, 8 June.

Real World 1.6

We should be clear that generating wealth for the owners is not the same as seeking to 
maximise the current year’s profit. Wealth creation is concerned with the longer term and so 
it relates not only to this year’s profit but to that of future years as well. In the short term, 
corners can be cut and risks taken that improve current profit at the expense of future profit. 
Real World 1.7 is a Financial Times article that provides some examples of how emphasis on 
short-term profit can be damaging.

http://www.complex.com
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Short-term gains, long-term problems
For many years, under the guise of defending capitalism, we have been allowing ourselves 
to degrade it. We have been poisoning the well from which we have drawn wealth. We 
have misunderstood the importance of values to capitalism. We have surrendered to the 
idea that success is pursued by making as much money as the law allowed without regard 
to how it was made.

Thirty years ago, retailers would be quite content to source the shoes they wanted to sell as 
cheaply as possible. The working conditions of those who produced them was not their con-
cern. Then headlines and protests developed. Society started to hold them responsible for previ-
ously invisible working conditions. Companies like Nike went through a transformation. They 
realised they were polluting their brand. Global sourcing became visible. It was no longer via-
ble to define success simply in terms of buying at the lowest price and selling at the highest.

Financial services and investment are today where footwear was thirty years ago. Public 
anger at the crisis will make visible what was previously hidden. Take the building up of 
huge portfolios of loans to poor people on US trailer parks. These loans were authorised 
without proper scrutiny of the circumstances of the borrowers. Somebody else then 
deemed them fit to be securitised and so on through credit default swaps and the rest 
without anyone seeing the transaction in terms of its ultimate human origin.

Each of the decision makers thought it okay to act like the thoughtless footwear buyer 
of the 1970s. The price was attractive. There was money to make on the deal. Was it 
responsible? Irrelevant. It was legal, and others were making money that way. And the 
consequences for the banking system if everybody did it? Not our problem.

The consumer has had a profound shock. Surely we could have expected the clever and wise 
people who invested our money to be better at risk management than they have shown them-
selves to be in the present crisis? How could they have been so gullible in not challenging the 
bankers whose lending proved so flaky? How could they have believed that the levels of 
bonuses that were, at least in part, coming out of their savings could have been justified in 
‘incentivising’ a better performance? How could they have believed that a ‘better’ performance 
would be one that is achieved for one bank without regard to its effect on the whole banking 
system? Where was the stewardship from those exercising investment on their behalf?

The answer has been that very few of them do exercise that stewardship. Most have stood 
back and said it doesn’t really pay them to do so. The failure of stewardship comes from the 
same mindset that created the irresponsible lending in the first place. We are back to the 
mindset that has allowed us to poison the well: never mind the health of the system as a 
whole, I’m making money out of it at the moment. Responsibility means awareness for the 
system consequences of our actions. It is not a luxury. It is the cornerstone of prudence.

Real World 1.7

Source: Adapted from Goyder, M. (2009) How we’ve poisoned the well of wealth, Financial Times, 
15 February.
© The Financial Times Limited 2009. All Rights Reserved. We would like to thank Mark Goyder, 
Founder Director of Tomorrow’s Company for permission to quote his article ‘How we’ve poisoned 
the well of wealth’ as published in the Financial Times.

BALANCING RISK AND RETURN

All decisions attempt to influence future outcomes, and financial decisions are no exception. 
The only thing certain about the future, however, is that we cannot be sure what will happen. 
There is a risk that things may not turn out as planned and this should be taken into account 
when making financial decisions.
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As in other aspects of life, risk and return tend to be related. Evidence shows that returns 
relate to risk in something like the way shown in Figure 1.5.

This relationship between risk and return has important implications for setting financial 
objectives for a business. The owners will require a minimum return to induce them to invest 
at all, but will require an additional return to compensate for taking risks; the higher the risk, 
the higher the required return. Managers must be aware of this and must strike the appropri-
ate balance between risk and return when setting objectives and pursuing particular courses 
of action.

The turmoil in the banking sector has shown, however, that the right balance is not always 
struck. Some banks have taken excessive risks in pursuit of higher returns and, as a conse-
quence, have incurred massive losses. They are now being kept afloat with taxpayers’ 
money. Real World 1.8 discusses the collapse of one leading bank, in which the UK govern-
ment took a majority stake, and argues that the risk appetite of banks must now change.

Figure 1.5 relationship between risk and return

Even at zero risk a certain level of return will be required. This will increase as the level of risk 
increases.

Look at Figure 1.5 and state, in broad terms, where an investment in

(a) a government savings account and
(b) a lottery ticket

should be placed on the risk–return line.

A government savings account is normally a very safe investment. Even if the government 
is in financial difficulties, it can always print more money to repay investors. Returns from 
this form of investment, however, are normally very low.

Investing in a lottery ticket runs a very high risk of losing the whole amount invested. This 
is because the probability of winning is normally very low. However, a winning ticket can 
produce enormous returns.

Thus, the government savings account should be placed towards the far left of the risk–
return line and the lottery ticket towards the far right.

Activity 1.6
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WhAT IS MANAGEMENT ACCOUNTING?

Having considered what businesses are and how they are organised and managed, we can 
now turn our attention to the role of management accounting. A useful starting point for 
our discussion is to understand the general role of accounting, which is to help people 
make informed business decisions. All forms of accounting, including management 
accounting, are concerned with collecting and analysing financial, and other, information 
and then communicating this information to those making decisions. This decision-making 
perspective of accounting provides the theme for the book and shapes the way that we 
deal with each topic.

For accounting information to be useful for decision making, the accountant must be 
clear about for whom the information is being prepared and for what purpose it will be 
used. In practice there are various groups of people (known as ‘user groups’) with an inter-
est in a particular organisation, in the sense of needing to make decisions about that 
organisation. For the typical private-sector business, the most important of these groups 
of users of accounting information are shown in Figure 1.6. Each of these groups will have 
different needs.

This book is concerned with providing accounting information for only one of the groups 
identified – the managers. It is, however, a particularly important user group. Managers are 
responsible for running the business, and their decisions and actions play a vital role in 

Banking on change
The taxpayer has become the majority shareholder in the Royal Bank of Scotland (RBS). 
This change in ownership, resulting from the huge losses sustained by the bank, will shape 
the future decisions made by its managers. This does not simply mean that it will affect the 
amount that the bank lends to homeowners and businesses. Rather it is about the amount 
of risk that it will be prepared to take in pursuit of higher returns.

In the past, those managing banks such as RBS saw themselves as producers of finan-
cial products that enabled banks to grow faster than the economy as a whole. They did not 
want to be seen as simply part of the infrastructure of the economy. It was too dull. It was 
far more exciting to be seen as creators of financial products that created huge profits and, 
at the same time, benefited us all through unlimited credit as low rates of interest. These 
financial products, with exotic names such as ‘collateralised debt obligations’ and ‘credit 
default swaps’, ultimately led to huge losses that taxpayers had to absorb in order to pre-
vent the banks from collapse.

Now that many banks throughout the world are in taxpayers’ hands, they are destined to 
lead a much quieter life. They will have to focus more on the basics such as taking depos-
its, transferring funds and making simple loans to customers. Is that such a bad thing?

The history of banks has reflected a tension between carrying out their core functions 
and the quest for high returns through high risk strategies. It seems, however, that for some 
time to come they will have to concentrate on the former and will be unable to speculate 
with depositors’ cash.

Source: Based on information in Peston, Robert (2008) We own Royal Bank, BBC News, www.bbc.co.uk, 
28 November.

Real World 1.8

http://www.bbc.co.uk
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determining its success. Planning for the future and exercising day-to-day control over a 
business involves a wide range of decisions being made. For example, managers may need 
to decide whether to:

■	 develop new products or services (as with a computer manufacturer developing a new 
range of computers);

■	 increase or decrease the price or quantity of existing products or services (as with a tele-
communications business changing its mobile phone call and text charges);

■	 increase or decrease the operating capacity of the business (as with a beef farming busi-
ness reviewing the size of its herd); and/or

■	 change the methods of purchasing, production or distribution (as with a clothes retailer 
switching from local to overseas suppliers).

The accounting information provided should help in identifying and assessing the financial 
consequences of the kind of decisions listed above. In later chapters, we shall consider each of 
the types of decisions in the list and see how their financial consequences can be assessed.

hOW USEFUL IS MANAGEMENT-ACCOUNTING 
INFORMATION?

There are arguments and convincing evidence that managers regard management-
accounting information as useful. There have been numerous research surveys that have 
asked managers to rank the importance of management-accounting information, in relation 

Figure 1.6 Main users of accounting information relating to a business

Several user groups have an interest in accounting information relating to a business. The 
majority of these are outside the business but, nevertheless, have a stake in it. This is not meant 
to be an exhaustive list of potential users; however, the groups identified are normally the most 
important.
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to other sources of information, for decision-making purposes. These studies have almost 
invariably found that managers rank accounting information very highly. It is also worth not-
ing that businesses of any size will normally produce management-accounting information 
even though there is no legal compulsion for businesses to do so. Presumably, the cost of 
producing this information is justified on the grounds that managers believe it is useful. Such 
arguments and evidence, however, leave unanswered the question as to whether the infor-
mation is actually useful for decision-making purposes: that is, does it really affect manag-
ers’ behaviour?

It is impossible to measure just how useful management-accounting information is to 
managers. We should remember that this information usually represents only one input to 
a particular decision. The precise weight attached to it by managers, and the benefits that 
flow as a result, cannot be accurately assessed. We shall shortly see, however, that it is at 
least possible to identify the kinds of qualities that accounting information must possess in 
order to be useful. Where these qualities are lacking, the usefulness of the information will 
be undermined.

pROVIDING A SERVICE

One way of viewing management accounting is as a form of service. Management account-
ants provide economic information to their ‘clients’, the managers. The value of this service 
can be judged according to whether the managers’ information needs have been met.

To be useful, management-accounting information should possess certain qualities, or 
characteristics. In particular, it must be relevant and it must faithfully represent what it is sup-
posed to represent. These two qualities, relevance and faithful representation, are regarded 
as fundamental qualities and are now explained in more detail.

■	 Relevance. Management-accounting information should make a difference. That is, it 
should be capable of influencing managers’ decisions. To do this, it must help to predict 
future events (such as predicting the next year’s profit), or help to confirm past events 
(such as establishing the previous year’s profit), or do both. By confirming past events, 
managers can check on the accuracy of their earlier predictions. This may, in turn, help 
them to improve the ways in which they make predictions in the future.

Management-accounting information often relies on the use of estimates. These can 
cover a wide range and may, for example, include estimates of future sales, costs and 
cash flows. By their very nature, however, estimates contain a degree of uncertainty.

Do you think that the use of estimates will weaken the relevance of accounting informa-
tion provided to managers?

Estimates will vary in the degree of uncertainty that they contain. The higher the degree of 
uncertainty, the less relevant estimates are likely to be.

Activity 1.7

	 This does not imply, however, that estimates with a high degree of uncertainty should not 
be reported. There may be situations where they still provide managers with the most 
relevant information available.
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To be relevant, management-accounting information must cross a threshold of materiality. 
An item of information should be considered material, or significant, if its omission or mis-
statement could alter the decisions that managers make.

Do you think that information that is material for one business will also be material for all 
other businesses?

No. It will often vary from one business to the next. What is material will normally depend 
on factors such as the size of the business, the nature of the information and the amounts 
involved.

Activity 1.8

Ultimately, what is considered material is a matter of judgement. In making this judgement, consideration 
should be given as to how this information is likely to be used by managers. Where a piece of information 
is not material, it should not be included within the management-accounting reports. It will merely clutter 
them up and, perhaps, interfere with the managers’ ability to interpret them.

■	 Faithful representation. Management-accounting information should represent what it is 
supposed to represent. To do so, the information provided must reflect the substance of 
what has occurred rather than its legal form. Take, for example, a manufacturer that pro-
vides goods to a retailer on a sale-or-return basis. The manufacturer may wish to treat this 
arrangement as two separate transactions. Thus, a contract may be agreed for the sale of 
the goods and a separate contract agreed for the return of the goods if unsold by the 
retailer. This may result in a sale being reported as soon as the goods are delivered to the 
retailer even though they are returned at a later date. The economic substance, however, 
is that the manufacturer has made no sale as the goods were subsequently returned. They 
have simply been moved from the manufacturer’s business to the retailer’s business and 
then back again. Management-accounting reports should reflect this economic substance. 
To do otherwise would be misleading.

To provide a perfectly faithful representation, the information provided should be complete. 
In other words, it should incorporate everything needed for managers to understand what is 
being portrayed. It should also be neutral, which means that the information should be pre-
sented and selected without bias. Finally, it should be free from error. This is not the same as 
saying that information must be perfectly accurate; this may not be possible. We saw earlier 
that management-accounting information often contains estimates and these may turn out to 
be inaccurate. Nevertheless, estimates can still be faithfully represented provided they are 
properly described and prepared. In practice, management-accounting information is unlikely 
to reflect perfectly these three aspects of faithful representation. It should aim to do so, how-
ever, insofar as possible.

Management-accounting information must contain both of these fundamental qualities if it is 
to be useful. There is little point in producing information that is relevant, but which lacks faith-
ful representation, or producing information that is irrelevant, even if it is faithfully represented.

Further qualities
Where management-accounting information is both relevant and faithfully represented, there 
are other qualities that, if present, can enhance its usefulness. These are comparability, 
verifiability, timeliness and understandability. Each of these qualities is now considered.
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■	 Comparability. When using management-accounting information, managers often want 
to make comparisons. They may want to compare performance of the business over 
time (for example, profit this year compared to last year). They may also want to compare 
certain aspects of business performance to those of similar businesses (such as the level 
of sales achieved during the year). Better comparisons can be made where the 
management-accounting system treats items that are basically the same in the same 
way and where policies for measuring and presenting management-accounting informa-
tion are made clear.

■	 Verifiability. This quality provides assurance to users that the management-accounting 
information provided faithfully represents what it is supposed to represent. Management 
accounting information is verifiable where different, independent experts could reach a 
consensus that it provides a faithful portrayal. Verifiable information tends to be supported 
by evidence, such as an invoice stating the cost of some item of inventories.

■	 Timeliness. Management-accounting information should be produced in time for managers 
to make their decisions. A lack of timeliness will undermine the usefulness of the informa-
tion. Normally, the later management-accounting information is produced, the less useful 
it becomes.

■	 Understandability. Management-accounting information should be set out as clearly and 
concisely as possible so as to help those managers at whom the information is aimed.

Do you think that management-accounting reports should be understandable to those 
who have not studied management accounting?

It would be very helpful if everyone could understand management-accounting reports. 
This, however, is unrealistic, as it is not normally possible to express complex financial 
events and transactions in simple, non-technical terms. Any attempts to do so are likely to 
provide a distorted picture of reality.

Activity 1.9

It is probably best that we regard management-accounting reports in the same way that 
we regard a report written in a foreign language. To understand either of these, we need to 
have had some preparation. When management-accounting reports are produced, it is nor-
mally assumed that the relevant manager not only has a reasonable knowledge of business 
and accounting but is also prepared to invest some time in studying the reports. Nevertheless, 
the onus is clearly on management accountants to provide information in a way that makes 
it as understandable as possible to non-accountants.

It is worth emphasising that the four qualities just discussed cannot make management-
accounting information useful. They can only enhance the usefulness of information that is 
already relevant and faithfully represented.

WEIGhING Up ThE COSTS AND BENEFITS

Even though a piece of management-accounting information may have all the qualities 
described, it does not automatically mean that it should be collected and reported to users. 
There is still one more hurdle to jump. Consider Activity 1.10.
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In theory, a particular item of management-accounting information should only be pro-
duced if the costs of providing it are less than the benefits, or value, to be derived from its 
use. Figure 1.7 shows the relationship between the costs and value of providing additional 
management-accounting information.

Figure 1.7 relationship between the cost and value of providing additional management-
accounting information

The benefits of management-accounting information eventually decline. The cost of providing the 
information, however, will rise with each additional piece of information. The optimal level of 
information provision is where the gap between the value of the information and the cost of 
providing it is at its greatest.

Suppose that an item of information is capable of being provided. It is relevant to a par-
ticular decision and can be faithfully represented. It is also comparable, verifiable and 
timely, and could be understood by the manager.

Can you think of a good reason why, in practice, you might decide not to produce the 
information?

The reason is that you judge the cost of doing so to be greater than the potential benefit of 
having the information. This cost–benefit issue will limit the amount of management 
accounting information provided.

Activity 1.10

Figure 1.7 shows how the total value of information received by the manager eventually 
begins to decline. This is, perhaps, because additional information becomes less relevant, or 
because of the problems that a manager may have in processing the sheer quantity of infor-
mation provided. The total cost of providing the information, however, will increase with each 
additional piece of information. The broken line indicates the point at which the gap between 
the value of information and the cost of providing that information is at its greatest. This rep-
resents the optimal amount of information that should be provided. Beyond this optimal level, 
each additional piece of information will cost more than the value of having it. This theoretical 
model, however, poses a number of problems in practice, which we shall now discuss.
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To illustrate the practical problems of establishing the value of information, let us assume 
that when parking our car, we accidentally reversed our car into a wall in a car park. This 
resulted in a dented boot and scraped paintwork. We want to have the dent taken out and 
the paintwork resprayed at a local garage. We have discovered that the nearest garage would 
charge £400, but we believe that other local garages may offer to do the job for a lower price. 
The only way of finding out the prices at other garages is to visit them, so that they can see 
the extent of the damage. Visiting the garages will involve using some fuel and will take up 
some of our time. Is it worth the cost of finding out the price for the job at the various local 
garages? The answer, as we have seen, is that if the cost of discovering the price is less than 
the potential benefit, it is worth having that information.

To identify the various prices for the job, there are several points to be considered, including:

■	 How many garages shall we visit?
■	 What is the cost of fuel to visit each garage?
■	 How long will it take to make all the garage visits?
■	 At what price do we value our time?

The economic benefit of having the information on the price of the job is probably even 
harder to assess, in advance. The following points need to be considered:

■	 What is the cheapest price that we might be quoted for the job?
■	 How likely is it that we shall be quoted a price cheaper than £400?

As we can imagine, the answers to these questions may be far from clear – remember that 
we have only contacted the local garage so far. When assessing the value of accounting 
information, we are confronted with similar problems.

Producing management-accounting information can be very costly. The costs, however, 
are often difficult to quantify. Direct, out-of-pocket costs, such as salaries of accounting 
staff, are not usually a problem, but these are only part of the total costs involved. There are 
other costs such as the cost of users’ time spent on analysing and interpreting the informa-
tion provided.

What about the economic benefits of producing management-accounting information? 
Do you think it is easier, or harder, to assess the economic benefits of management-
accounting information than to assess the costs of producing it?

It is normally much harder to assess the benefits. We saw earlier that, even if we could 
accurately measure the economic benefits arising from a particular decision, we must bear 
in mind that management-accounting information will be only one factor influencing that 
decision. Other factors will also be taken into account. Furthermore, the precise weight 
attached to the management-accounting information by the decision maker cannot nor-
mally be established.

Activity 1.11

There are no easy answers to the problem of weighing costs and benefits. Although it 
is possible to apply some ‘science’ to the problem, a lot of subjective judgement is nor-
mally involved.

The qualities, or characteristics, influencing the usefulness of management-accounting 
information that have been discussed above are summarised in Figure 1.8.
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MANAGEMENT ACCOUNTING AS AN INFORMATION SYSTEM

We have already seen that management accounting can be seen as the provision of a service 
to its ‘clients’, the managers. Another way of viewing management accounting is as a part of 
the business’s total information system. Managers have to make decisions concerning the 
allocation of scarce economic resources. To ensure that these resources are efficiently 
 allocated, managers often require economic information on which to base their decisions. It 
is the role of the management-accounting system to provide that information.

The management-accounting information system has certain features that are common 
to all information systems within a business. These are:

■	 identifying and capturing relevant information (in this case, economic information);
■	 recording the information collected in a systematic manner;
■	 analysing and interpreting the information collected; and
■	 reporting the information in a manner that suits the needs of individual managers.

The relationship between these features is set out in Figure 1.9.
Given the decision-making emphasis of this book, we shall be concerned primarily with the 

last two elements of the process – the analysis and reporting of management-accounting infor-
mation. We shall consider the way in which information is used by, and is useful to, managers 
rather than the way in which it is identified and recorded.

Figure 1.8 the qualities that influence the usefulness of accounting information

There are two fundamental qualities that determine the usefulness of accounting information. In 
addition, there are four qualities that enhance the usefulness of accounting information. The 
benefits of providing the information, however, should outweigh the costs.
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Efficient management-accounting systems are an essential ingredient of an efficient 
organisation. When management-accounting systems fail, the results can be disastrous. Real 
World 1.9 comprises extracts from an article that discusses an example of an almost com-
plete systems failure for the US Army.

Figure 1.9 the management-accounting information system

There are four sequential stages of a management-accounting information system. The first two 
stages are concerned with preparation, whereas the last two stages are concerned with using the 
information collected.

Systems error!
The Defense Department’s Inspector General, in a June report, said the Army made $2.8 
trillion in wrongful adjustments to accounting entries in one quarter alone in 2015, and 
$6.5 trillion for the year. Yet the Army lacked receipts and invoices to support those num-
bers or simply made them up.

As a result, the Army’s financial statements for 2015 were “materially misstated,” the 
report concluded. The “forced” adjustments rendered the statements useless because 
“DoD (Department of Defense) and Army managers could not rely on the data in their 
accounting systems when making management and resource decisions.”

The new report focused on the Army’s General Fund, the bigger of its two main accounts, with 
assets of $282.6 billion in 2015. The Army lost or didn’t keep required data, and much of the data 
it had was inaccurate, the IG said. “Where is the money going? Nobody knows,” said Franklin 
Spinney, a retired military analyst for the Pentagon and critic of Defense Department planning.

The IG report also blamed DFAS [(Defense Finance and Accounting Services), which 
handles a wide range of Defense Department accounting services], saying it too made 
unjustified changes to numbers. For example, two DFAS computer systems showed differ-
ent values of supplies for missiles and ammunition, the report noted – but rather than solv-
ing the disparity, DFAS personnel inserted a false “correction” to make the numbers match.

DFAS also could not make accurate year-end Army financial statements because more 
than 16,000 financial data files had vanished from its computer system. Faulty computer 
programming and employees’ inability to detect the flaw were at fault, the IG said.

Source: Extracts from Paltrow, S. (2016) U.S. Army fudged its accounts by trillions of dollars, auditor finds, www.
reuters.com, 19 August.

Real World 1.9

IT’S JUST A phASE

Although management accounting has always been concerned with helping managers to 
manage, the information provided has undergone profound changes over the years. This has 
been in response to changes in both the business environment and in business methods. The 
development of management accounting can be seen as having four distinct phases.

http://www.reuters.com
http://www.reuters.com
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phase 1
Until 1950, or thereabouts, businesses enjoyed a fairly benign economic environment. 
Competition was weak and, as products could easily be sold, there was no pressing need for 
product innovation. The main focus of management attention was on the internal processes 
of the business. In particular, there was a concern for determining the cost of goods and 
services produced and for exercising financial control over the relatively simple production 
processes that existed during that period. In this early phase, management-accounting infor-
mation was not a major influence on decision making. Although cost and budget information 
was produced, it was not widely supplied to managers at all levels of seniority.

phase 2
During the 1950s and 1960s management-accounting information remained inwardly 
focused; however, the emphasis shifted towards producing information for short-term plan-
ning and control purposes. Management accounting came to be seen as an important part 
of the system of management control and of particular value in controlling the production and 
other internal processes of the business. The controls developed, however, were largely reac-
tive in nature. Problems were often identified as a result of actual performance deviating from 
planned performance. Only then would corrective action be taken.

phase 3
During the 1970s and early 1980s the world experienced considerable upheaval as a result 
of oil price rises and economic recession. This was also a period of rapid technological 
change and increased competition. These factors conspired to produce new techniques of 
production, such as robotics and computer-aided design. These new techniques led to a 
greater concern for controlling costs, particularly through waste reduction. Waste arising from 
delays, defects, excess production and so on was identified as a non-value-added activity – 
that is, an activity that increases costs, but does not generate additional revenue. Various 
techniques were developed to reduce or eliminate waste. To compete effectively, managers 
and employees were given greater freedom to make decisions and this in turn has led to the 
need for management-accounting information to be made more widely available. Advances 
in computing, such as the personal computer, changed the nature, amount and availability of 
management-accounting information. Increasing the volume and availability of information 
to managers meant that greater attention had to be paid to the design of management-
accounting information systems.

phase 4
During the 1990s and 2000s advances in manufacturing technology and in information tech-
nology, such as the World Wide Web, continued unabated. This further increased the level of 
competition which, in turn, led to a further shift in emphasis. Increased competition provoked 
a concern for the more effective use of resources, with particular emphasis on creating value 
for shareholders by understanding customer needs (see reference 3 at the end of the chap-
ter). This change resulted in management-accounting information becoming more outwardly 
focused. The attitudes and behaviour of customers have become the object of much informa-
tion gathering. Increasingly, successful businesses are those that are able to secure and 
maintain competitive advantage over their rivals through a greater understanding of customer 
needs. Thus, information that provides details of customers and the market has become 
vitally important. Such information might include customers’ evaluation of services provided 
(perhaps through the use of opinion surveys) and data on the share of the market enjoyed by 
the particular business.
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It should be emphasised that the effect of these four phases is cumulative. That is to say 
that each successive phase built on what already existed as common practice, rather than 
replacing it. For example, the activities of Phase 1 (principally, cost determination) remain an 
important part of the work of the management accountant during Phase 4.

Figure 1.10 summarises the four phases in the development of modern management 
accounting.

Figure 1.10 the four phases in the development of management accounting

Modern management accounting has developed by passing through four phases. Each of these 
adds to, rather than replaces, the previous phase. Thus, determining the cost of output, which was 
the main focus of the first phase, still plays an important role in management accounting today.

WhAT INFORMATION DO MANAGERS NEED?

We have seen that management accounting can be regarded as a form of service where 
managers are the ‘clients’. This raises the question, however, as to what kind of information 
these ‘clients’ require. It is possible to identify four broad areas of decision making where 
management-accounting information is required:

■	 Developing objectives and plans. We have seen that managers are responsible for estab-
lishing the objectives of the business and then developing appropriate strategies to 
achieve them. Management-accounting information can help in developing objectives and 
in identifying the various strategies available. It can also generate financial plans to reveal 
likely outcomes from implementing the various strategies identified. These plans should 
help managers to evaluate each strategy and to select the most appropriate.

■	 Performance evaluation and control. Management-accounting information can help in 
reviewing the performance of the business against agreed criteria. Controls need to be in 
place to try to ensure that actual performance conforms to planned performance. Actual 
outcomes will, therefore, be compared with plans to see whether the performance is better 
or worse than expected. Where there is a significant difference, some investigation should 
be carried out and corrective action taken where necessary.

■	 Allocating resources. Resources available to a business are limited and it is the duty of 
managers to ensure that they are used as efficiently and effectively as possible. 
Management-accounting information can play a key role in carrying out this duty. 
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Decisions such as the optimum level of output, the appropriate location for production 
facilities, the optimum mix of products and the appropriate type of investment in new 
equipment rely heavily on management-accounting information.

■	 Determining costs and benefits. Many management decisions require knowledge of the 
costs and benefits of pursuing a particular course of action such as providing a service, 
producing a new product or closing down a department. The decision will involve weighing 
the costs against the benefits. The management accountant can help managers by provid-
ing details of particular costs and benefits. In some cases, these may be extremely difficult 
to quantify; however, some approximation is usually better than nothing at all.

These areas of management decision making are set out in Figure 1.11.

Figure 1.11 decisions requiring management-accounting information

Management-accounting information helps managers to make decisions in four broad areas: 
developing long-term plans and strategies, performance evaluation and control, allocating 
resources and determining costs and benefits.

REpORTING NON-FINANCIAL INFORMATION

Adopting a more strategic and customer-focused approach to running a business has high-
lighted the fact that many factors, which are often critical to success, cannot be measured in 
purely financial terms. Many businesses have developed key performance indicators (KPIs). 
These include the traditional financial measures, such as return on capital employed. However, 
KPIs often include a large proportion of non-financial indicators to help assess the prospects 
of long-term success. As the major provider of decision-making information, the management 
accountant has increasingly shouldered responsibility for reporting non-financial measures 
regarding quality, product innovation, product cycle times, delivery times and so on.

It can be argued that non-financial measures, such as those mentioned above, do not, 
strictly speaking, fall within the scope of accounting information and, therefore, could (or 
should) be provided by others. What do you think?

It is true that others could collect this kind of information. As stated, however, management 
accountants are major information providers to managers and may see it as their role to 
provide a broad range of information for decision making.

Activity 1.12
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The boundaries of management accounting are not fixed. Non-financial information is 
often inextricably linked to financial outcomes. A lack of new product innovation, for example, 
may lead to a decline in sales revenue. Management accountants may, therefore, feel obliged 
to report the relationship between the two. To do this will involve collecting both financial and 
non-financial information.

Activity 1.13 considers the kind of information that may be expressed in non-financial 
terms and which the management accountant may provide for an airline business.

In Chapter 10 we shall look at some of the financial and non-financial KPIs that are used 
in practice.

INFLUENCING MANAGERS’ BEhAVIOUR

We have seen that management accounting attempts to measure various aspects of busi-
ness performance. Its ultimate purpose is to improve the quality of managers’ decisions. In 
other words, the various measures are intended to have a positive effect on managers’ 
behaviour. Occasionally, however, things may not turn out this way.

A potential problem is that managers will focus their attention and efforts on those aspects 
of the business that are being measured and will ignore other aspects. This is because the 
aspects being measured are often those used to evaluate managers’ performance. They may 
therefore conclude that ‘the things that count are the things that get counted’. Such a narrow 
focus, however, can have undesirable consequences for the business.

Imagine that you are the chief executive of the ‘no-frills’ airline Ryanair Holdings plc. 
What kinds of non-financial information (that is, information not containing monetary 
values) may be relevant to help you evaluate the performance of the business for a 
 particular period? Try to think of at least six.

Here are some possibilities, although there are many more that might have been chosen:

■	 volume of passengers transported to various destinations;
■	 average load factor (that is, percentage of total passenger seats occupied) per trip;
■	 market share of air passenger travel;
■	 number of new routes established by Ryanair during a period;
■	 percentage of total passenger volume generated by these new routes;
■	 aircraft turnaround times at airports;
■	 punctuality of flights;
■	 levels of aircraft utilisation;
■	 number of flight cancellations;
■	 percentage of baggage losses;
■	 levels of customer satisfaction;
■	 levels of employee satisfaction;
■	 percentage of bookings made over the Internet; and
■	 maintenance hours per aircraft.

Activity 1.13
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There is also the potential problem that a particular measure will be manipulated. Where, 
for example, profit is seen as important, a manager may attempt to boost this measure by 
continuing to use old, fully depreciated, pieces of equipment in order to keep depreciation 
charges low. This may be done despite the fact that the purchase of new equipment would 
produce higher quality products and would help the business to flourish over the longer term. 
The incentive for such behaviour is often linked to managers’ rewards. In the case just 
described, for example, annual, profit-related bonuses may be the key motivation behind the 
manager’s actions.

A further potential problem is that the targets against which performance is measured may 
be ‘gamed’. A sales manager, for example, may provide a deliberately low sales forecast for 
a period where it will be used as the basis for a sales target. The incentive to do so may again 
be related to management rewards, such as when bonuses are given for exceeding sales 
targets. It may also be done, however, to ensure that future sales targets can be achieved 
with relatively little effort.

Management accountants must be aware of the unintended consequences of account-
ing measures on the behaviour of managers. When developing measures, every effort 
should be made to take account of all key aspects of performance, even though some may 
be difficult to quantify. Furthermore, they must be alert to any signs that managers are 
manipulating measures or ‘gaming’ targets rather than striving to achieve the objectives of 
the business.

REApING ThE BENEFITS OF INFORMATION TEChNOLOGY

The impact of information technology (IT) on the volume, quality and timeliness of management-
accounting information, as well as other information, reported to managers is difficult to 
overstate. The ability of computers to process large amounts of information means that rou-
tine reports can be produced quickly and accurately. Some reports may be produced on a 
daily, or even a real-time, basis. This can be vital for businesses operating in a highly com-
petitive environment, which risk losing competitive advantage through making decisions 
based on inaccurate, or out-of-date, reports. IT has also enabled information to be more 
widely available throughout the business. Increasingly, employees at all levels can gain 
access to relevant information and reports to guide their decisions and actions through their 
personal computers.

A departmental manager has been given responsibility for controlling departmental costs 
and this forms an important part of her annual performance appraisal. The manager is 
allocated an amount of money to spend on staff training each year. How might the man-
ager’s focus on ‘the things that get counted’ result in undesirable consequences?

To demonstrate cost consciousness, the manager may underspend during the year by 
cutting back on staff training. Although this may help to exert control over costs, staff 
morale and longer-term profitability may be adversely affected. These adverse effects 
may go unrecognised, at least in the short term, as cost control will be the focus of 
attention.

Activity 1.14



30 ChApTER 1 IntroduCtIon to ManageMent aCCountIng

IT has allowed management reports to be produced in greater detail and in greater 
variety than could be contemplated under a manual system. It has also allowed sophisti-
cated measurement systems to be provided at relatively low cost. IT makes it much 
easier to assess proposals by allowing variables (such as estimates of product price, 
output, product cost and so on) to be changed easily. By just a few keystrokes, the esti-
mated size of key variables may be increased or decreased so as to create a range of 
possible scenarios.

In recent years, enterprise resource planning (ERP) systems have been developed. These 
systems provide an integrated suite of applications, or modules, to track resources across 
the whole of the business. They operate in real time and offer modules covering a range of 
business functions including accounting, manufacturing, marketing and sales, human 
resources and project management. ERP systems offer timeliness and accuracy in reporting 
and generate a wealth of data relating to the various business operations. Managers are, 
therefore, better able to plan and control a range of business operations.

The IT revolution continues and its impact on businesses shows no sign of easing. One 
development that has a potentially profound effect on the role of management accountants 
is that of big data. This term is used to describe the huge volume of data that businesses 
now collect relating to customers, to competitors and to the broader business environment. 
These data, which are varied and often generated at great velocity, are collected from multi-
ple sources such as credit cards, the Internet, social media and so on. Big data poses a major 
challenge to businesses because its volume and complexity is too much for traditional data 
processing systems to handle. Those businesses, however, which are able to capture, shape 
and analyse big data gain a huge competitive advantage. They can scan the environment in 
order to detect trends and patterns to be fed into the planning and decision-making process.

FROM BEAN COUNTER TO TEAM MEMBER

Given the changes described above, it is not surprising that the role of the management 
accountant within a business has been transformed. IT has released the management 
accountant from much of the routine work associated with preparation of management-
accounting reports. This has allowed more time to focus on the design of information systems 
and the analysis and interpretation of the information produced.

The release from routine work has also enabled management accountants to take a more 
proactive role within the business. Their reach now extends beyond providing information, 
and perhaps advice, to managers. Increasingly, they are regarded as part of the manage-
ment team. By taking a lead in the design of information systems and by shaping and inter-
preting their output, they become more directly involved in planning and decision making.

Management accountants are gradually assuming a broader role as information managers 
within a business. They are well placed to do so as their core skills in structuring, analysing 
and reporting information can be applied to both financial and non-financial information. 
Furthermore, these skills are underpinned by commercial awareness as well as an under-
standing of managers’ needs. To carry out this broader role, management accountants must 
work closely with IT professionals. Often, they can provide a bridge between IT professionals 
and the management team.

The enhanced role for management accountants should add value to the business and 
improve its competitive position. However, it requires a wider set of skills than required from 
their more traditional role.
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Changes to the role of the management accountant should benefit the development of 
management accounting as a discipline. While working as part of a cross-functional team, 
there is an opportunity to gain a greater awareness of strategic and operational matters, an 
increased understanding of the information needs of managers and a deeper appreciation 
of the importance of value creation. This is likely to have a positive effect on the design and 
development of management-accounting systems. As a consequence, we should see 
increasing evidence that management accounting systems are being designed to fit the 
particular structure and processes of the business rather than the other way round.

REASONS TO BE EThICAL

The extent to which a business displays honesty, fairness and transparency when dealing 
with its stakeholders (customers, employees, suppliers, the community, the shareholders and 
so on) has become a key issue. There have been many examples of businesses, some of 
them very well known, acting in ways that most people would regard as unethical and unac-
ceptable. Such actions include:

■	 paying bribes to encourage employees of a competitor business to reveal information 
about the competitor that could be useful;

■	 oppressive treatment of suppliers, for example, making suppliers wait excessive periods 
before payment; and

■	 manipulating the financial statements, for example, overstating profit so that senior man-
agers become eligible for performance bonuses.

Despite the many examples of unethical acts that have attracted publicity over recent 
years, it would be very unfair to conclude that most businesses are involved in unethical 
activities. Nevertheless, revelations of unethical practice can be damaging to the entire busi-
ness community. Dishonest, bullying and underhand behaviour can lead to a loss of confi-
dence in business generally, perhaps leading to the imposition of tighter regulatory burdens. 
Most businesses are aware of these consequences and try, therefore, to demonstrate their 
commitment to high standards of behaviour.

As an additional incentive to behave ethically, there is evidence to suggest a link between 
high ethical standards and superior financial performance. Real World 1.10 describes the 
findings of one study claiming to find such a link.

When looking at the enhanced role of management accountants, what kind of skills do 
you think are needed? Try to think of at least two.

The skills needed include:

■	 interpersonal skills for collaborating across boundaries and for working as part of a team;
■	 communication skills for influencing the behaviour of others and for providing advice and 

guidance;
■	 organisation and leadership skills for functioning as part of a management team; and
■	 computing and analytical skills for designing new information systems and for interpreting 

the output that is generated.

You may have thought of others.

Activity 1.15
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Business karma?
The Ethisphere Institute is a well-known organisation that promotes ethical business prac-
tices. Each year it produces a list of the World’s Most Ethical Companies. The criteria used 
for evaluating businesses cover various aspects including corporate governance, compli-
ance programmes, culture of ethics, reputation and corporate citizenship.

To see whether investing in ethical businesses led to superior investor returns, one study 
created an investment portfolio of businesses that were included in the list of the World’s Most 
Ethical Companies as well as being listed on a US stock market. For the period 2007–2011, 
returns from this portfolio were then compared to the market returns, as measured by a market 
index (S&P 500). After adjusting for differences in risk, the study found that the portfolio of 
ethical businesses consistently outperformed the market. Investing in the portfolio generated 
returns up to 8 per cent higher than expected returns during periods when the market was 
rising as well as when it was falling. The authors of the study argued that this latter finding 
suggested that ethical businesses benefit from special protection in times of crises.

Source: Areal, N. and Carvalho, A. (2012) The World’s Most Ethical Companies: does the fame translate into gain? 
www.efmaefm.org. pp. 1–41.

Real World 1.10

While the above findings are interesting, we should be cautious in drawing conclusions. 
Perhaps ethical practices do not drive superior performance but rather well-managed, high-
performing, businesses tend to adopt ethical practices.

Management accountants are likely to find themselves at the forefront with issues relating 
to business ethics. In the three examples of unethical business activity mentioned above, a 
management accountant would probably have to be involved either in helping to commit the 
unethical act or in covering it up. Management accountants are, therefore, particularly vulner-
able to being put under pressure to engage in unethical acts. Many businesses recognise this 
risk and produce an ethical code for their finance and accounting staff. Real World 1.11 
provides an example of one such code.

The only way is ethics
BT plc, the telecommunications business, has a code of ethics for its senior finance and 
accounting staff which states that they must:

■	 Act with honesty and integrity, including ethically handling actual or apparent conflicts of 
interest between their personal relationships or financial or commercial interests and 
their responsibilities to BT;

■	 Promote full, fair, accurate, timely and understandable disclosure in all reports and 
documents that BT files with, or submits to, the US Securities and Exchange Commission 
or otherwise makes public;

■	 Comply with all laws, rules and regulations applicable to BT and to its relationship with 
its shareholders;

■	 Report known or suspected violations of this code of ethics promptly to the chairman of 
the Nominating & Governance Committee; and

■	 Ensure that their actions comply not only with the letter but the spirit of this code of ethics 
and foster a culture in which BT operates in compliance with the law and BT’s policies.

Source: BT plc, Our Business Practice and Code of Ethics, www.BT.com, accessed 8 November 2016.

Real World 1.11

http://www.efmaefm.org
http://www.BT.com
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MANAGEMENT ACCOUNTING AND FINANCIAL ACCOUNTING

Management accounting is one of two main strands in accounting; the other strand is financial 
accounting. The difference between the two is based on the user groups to which each is 
addressed. Management accounting seeks to meet the needs of managers, whereas financial 
accounting seeks to meet the accounting needs of the other users that were identified earlier 
in Figure 1.6 (see p. 17).

The difference in their targeted user groups has led to each strand of accounting develop-
ing along different lines. The main areas of difference are as follows:

■	 Nature of the reports produced. Financial accounting reports tend to be general-purpose. 
Although they are aimed primarily at providers of finance such as owners and lenders, they 
contain financial information that will be useful for a broad range of users and decisions. 
Management accounting reports, on the other hand, are often specific-purpose reports. 
They are often designed with a particular decision in mind and/or for a particular manager.

■	 Level of detail. Financial accounting reports provide users with a broad overview of the per-
formance and position of the business for a period. As a result, information is aggregated (that 
is, added together) and detail is often lost. Management accounting reports, however, often 
provide managers with considerable detail to help them with a particular operational decision.

■	 Regulations. The financial accounting reports of many businesses are subject to regulations 
imposed by the law and by accounting rule makers. These regulations often require a stand-
ard content and, perhaps, a standard format to be adopted. As management accounting 
reports are for internal use only, there are no regulations from external sources concerning 
their content and form. They can be designed to meet the needs of particular managers.

■	 Reporting interval. For most businesses, financial accounting reports are produced on an 
annual basis, although some large businesses produce half-yearly reports and a few pro-
duce quarterly ones. Management accounting reports will be produced as frequently as is 
needed. A sales manager, for example, may require routine sales reports on a daily, weekly 
or monthly basis so as to monitor performance closely. Special-purpose reports can also 
be prepared when the occasion demands: for example, where an evaluation is required of 
a proposed investment in new equipment.

■	 Time orientation. Financial accounting reports reveal the performance and position of a 
business for the past period. In essence, they are backward-looking. Management 
accounting reports, on the other hand, often provide information concerning future perfor-
mance as well as past performance. It is an oversimplification, however, to suggest that 
financial accounting reports never incorporate expectations concerning the future. 
Occasionally, businesses will release forward-looking information to other users in an 
attempt to raise finance or to fight off unwanted takeover bids. Even preparation of finan-
cial accounting reports for the past period typically requires making some judgements 
about the future, for example the residual value of a depreciating asset.

■	 Range and quality of information. Two key points are worth mentioning here. Firstly, finan-
cial accounting reports concentrate on information that can be quantified in monetary 
terms. Management accounting also produces such reports, but is also more likely to 
produce reports that contain information of a non-financial nature, such as physical vol-
ume of inventories, number of sales orders received, number of new products launched, 
physical output per employee and so on. Secondly, financial accounting places greater 
emphasis on the use of objective, verifiable evidence when preparing reports. Management 
accounting reports may use information that is less objective and verifiable, but neverthe-
less provide managers with the information they need.
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We can see from this that management accounting is less constrained than financial 
accounting. It may draw from a variety of sources and use information that has varying 
degrees of reliability. The only real test to be applied when assessing the value of the informa-
tion produced for managers is whether or not it improves the quality of the decisions made.

The main differences between financial accounting and management accounting reports 
are summarised in Figure 1.12.

Figure 1.12 Management and financial accounting reports compared

Although management and financial accounting are closely linked and have broadly common 
objectives, they differ in emphasis in various aspects.

The differences between management accounting and financial accounting reports suggest 
differences in the information needs of managers and those of other users. While differences 
undoubtedly exist, there is also a good deal of overlap between the information needs of both.

Can you think of any areas of overlap between the information needs of managers and 
those of other users? (Hint: Think about the time orientation and the level of detail of 
accounting information.)

Two points that spring to mind are:

■	 Managers will, at times, be interested in receiving a historical overview of business 
operations of the sort provided to other users.

■	 Other users would be interested in receiving detailed information relating to the future, 
such as the planned level of profits, and non-financial information, such as the state of 
the sales order book and the extent of product innovations.

Activity 1.16
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To some extent, differences between the two strands of accounting reflect differences in 
access to financial information. Managers have total control over the form and content of the 
information that they receive. Other users have to rely on what managers are prepared to 
provide or what financial reporting regulations insist must be provided. Although the scope 
of financial accounting reports has increased over time, fears concerning loss of competitive 
advantage and user ignorance about the reliability of forward-looking data have meant that 
other users do not receive the same detailed and wide-ranging information as that available 
to managers.

In the past it has been argued that accounting systems are biased in favour of providing 
information for external users. Financial accounting requirements have been the main priority 
and management accounting has suffered as a result. More recent survey evidence suggests, 
however, that this argument has lost its force. Nowadays, management accounting systems 
will usually provide managers with information that is relevant to their needs rather than that 
determined by external reporting requirements. External reporting cycles, however, retain 
some influence over management accounting. Managers tend to be aware of external users’ 
expectations (see reference 4 at the end of the chapter).

The main points of this chapter may be summarised as follows:

What is the purpose of a business?
■	 To create and keep a customer.

how are businesses organised and managed?

■	 Most businesses of any size are set up as limited companies.

■	 A board of directors is appointed by shareholders to oversee the running of the business.

■	 Businesses are often divided into departments and organised along functional lines; how-
ever, larger businesses may be divisionalised along geographical and/or product lines.

Strategic management

■	 The development of strategic management is in response to changes in the competi-
tive environment and to the increase in size of many businesses.

■	 Strategic management involves five steps:

1 Establish mission, vision and objectives.

2 Undertake a position analysis (for example, a SWOT analysis).

3 Identify and assess strategic options.

4 Select strategic options and formulate plans.

5 Perform, review and control.

The changing business landscape

■	 Increased competition and advances in technology have changed the business landscape.

■	 There have been changes in the kind of businesses in existence as well as changes 
in business structures and processes.

SUMMARY

➔
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Setting financial aims and objectives

■	 A key financial objective for a business is to enhance the owners’ (shareholders’) 
wealth.

■	 When setting financial objectives the right balance must be struck between risk and 
return.

Management accounting and user needs

■	 For management accounting to be useful, it must be clear for whom and for what 
purpose the information will be used.

■	 Managers are an important type of user of financial information concerning the 
business, but there are several others including owners, employees, lenders and 
government.

providing a service

■	 Management accounting can be viewed as a form of service as it involves providing 
information to ‘clients’ – the managers.

■	 To provide a useful service, management accounting information must possess certain 
qualities, or characteristics.

■	 The fundamental qualities are relevance and faithful representation. Other qualities 
that enhance the usefulness of accounting information are comparability, verifiability, 
timeliness and understandability.

■	 Providing a service to managers can be costly and information should be produced 
only if the cost of providing the information is less than the benefits gained.

Management accounting as an information system
■	 Management accounting is part of the total information system within a business. It 

shares the features that are common to all information systems within a business, 
which are the identification, recording, analysis and reporting of information.

What information do managers need?

■	 To meet managers’ needs, information relating to the following broad areas is 
required:

■	 developing objectives and plans;

■	 performance evaluation and control;

■	 allocating resources; and

■	 determining costs and benefits.

■	 Providing non-financial information has become an increasingly important part of the 
management accountant’s role.

Influencing managers’ behaviour

■	 The main purpose of management accounting is to affect people’s behaviour.

■	 Doing so, however, is not always beneficial and may have unintended consequences.
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Reaping the benefits of IT

■	 IT has had a major effect on the ability to provide accurate, detailed and timely information.

■	 Developments in IT have enabled information and reports to be more widely dissemi-
nated throughout the business.

■	 IT has had a profound impact on the role of the management accountant.

Changing role of the management accountant

■	 Management accounting has changed over the years in response to changes in the 
business environment (including the IT revolution) and in business methods.

■	 Less time is spent preparing reports and more time is spent on analysis and on pro-
viding business advice.

■	 The management accountant is often a key member of the management team, which 
requires greater interpersonal, leadership and management skills.

■	 The management accountant often takes on a broader role of information manager 
within a business.

■	 This new dimension to the management accountant’s role should benefit the design 
of more relevant management accounting information systems.

Ethical behaviour

■	 Management accountants may be put under pressure to commit unethical acts.

■	 Many businesses now publish a code of ethics governing the behaviour of accounting staff.

Management accounting and financial accounting

■	 Accounting has two main strands – management accounting and financial accounting.

■	 Management accounting seeks to meet the needs of the business’s managers, and 
financial accounting seeks to meet the needs of providers of finance but will also be 
of use to other user groups.

■	 These two strands differ in terms of the types of reports produced, the level of report-
ing detail, the time orientation, the degree of regulation and the range and quality of 
information provided.

KEY TERMS
For definitions of these terms, see Appendix A.

Strategic management p. 6
Mission statement p. 7
Vision statement p. 8
Position analysis p. 9
SWOT analysis p. 9
Management accounting p. 16
Relevance p. 18
Faithful representation p. 18
Materiality p. 19

Comparability p. 19
Verifiability p. 19
Timeliness p. 19
Understandability p. 19
Management accounting information 

system p. 23
Key performance indicator (KPI) p. 27
Big data p. 30
Financial accounting p. 33
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Solutions to these questions can be found at the back of the book on pp. 526–527.

1.1 Identify the main users of accounting information for a university. For what purposes 
would different user groups need information? Would these groups use the accounting 
information in a different way from the equivalent groups in private-sector businesses?

1.2 Management accounting has been described as ‘the eyes and ears of management’. What 
do you think this expression means?

1.3 Assume that you are a manager considering the launch of a new service. What accounting 
information might be useful to help in making a decision?

1.4 ‘Management accounting information should be understandable. As some managers have 
a poor knowledge of accounting we should produce simplified financial reports to help 
them.’ To what extent do you agree with this view?

REVIEW QUESTIONS

EXERCISES

Solutions to these exercises can be found at the back of the book on pp. 535–536.

Basic-level exercise

1.1 You have been speaking to a friend who owns a small business, and she has said that she 
has read something about strategic management and that no modern business can afford 
not to get involved with it. Your friend has little idea what strategic management involves.
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Required:
Briefly outline the steps in strategic management, summarising what each step involves.

Advanced-level exercise

1.2 Jones Dairy Ltd (Jones) operates a ‘doorstep’ fresh milk delivery service. Two brothers 
carry on the business that they inherited from their father in the early 1980s. They are the 
business’s only directors. The business operates from a yard on the outskirts of Trepont, 
a substantial town in mid Wales.

Jones expanded steadily from when the brothers took over until the early 1980s, by 
which time it employed 25 full-time rounds staff. This was achieved because of four fac-
tors: (1) some expansion of the permanent population of Trepont; (2) expanding Jones’s 
geographical range to the villages surrounding the town; (3) an expanding tourist trade in 
the area; and (4) a positive attitude to ‘marketing’.

As an example of the marketing effort, when new residents move into the area, the 
member of the rounds staff concerned reports this back. One of the directors immediately 
visits the potential customer with an introductory gift, usually a bottle of milk, a bottle of 
wine and a bunch of flowers. He then attempts to obtain a regular milk order. Similar 
methods are used to persuade existing residents to place orders for delivered milk.

By the mid-1990s Jones had a monopoly of doorstep delivery in the Trepont area. A 
combination of losing market share to Jones and the town’s relative remoteness had dis-
couraged the national doorstep suppliers. The little locally-based competition there once 
was had gone out of business.

Supplies of milk come from a bottling plant, owned by one of the national dairy busi-
nesses, which is located 50 miles from Trepont. The bottlers deliver nightly, except 
Saturday nights, to Jones’s depot. Jones delivers daily, except on Sundays.

Profits, after adjusting for inflation, have fallen since the early 1990s. Sales volumes 
have fallen by about a third, compared with a decline of about 50 per cent for doorstep 
deliveries nationally over the same period. New customers are increasingly difficult to find, 
despite a continuing policy of encouraging them. Many existing customers tend to have 
less milk delivered. A sufficient profit has been made to enable the directors to enjoy a 
reasonable income compared with their needs, but only by raising prices. Currently Jones 
charges 81p for a standard pint, delivered. This is fairly typical of prices for milk delivered 
to the doorstep around the UK. The Trepont supermarket, which is located in the centre 
of town, charges 50p a pint and other local stores charge between 55p and 60p.

Currently Jones employs 15 full-time rounds staff, a van maintenance mechanic, a 
secretary/bookkeeper and the two directors. Jones is regarded locally as a good employer. 
Regular employment opportunities in the area are generally few. Rounds staff are expected 
to, and generally do, give customers a friendly, cheerful and helpful service.

The two brothers continue to be the only shareholders and directors and comprise the 
only level of management. One of the directors devotes most of his time to dealing with 
the supplier and with issues connected with details of the rounds. The other director looks 
after administrative matters, such as the accounts and human resources issues. Both 
directors undertake rounds to cover for sickness and holidays.

Required:
As far as the information given in the question will allow, undertake an analysis of the 
strengths, weaknesses, opportunities and threats (a SWOT analysis) of the business.
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RELEVANT COSTS AND 
BENEFITS FOR DECISION 
MAKING

INTRODUCTION
This chapter considers how we should identify relevant costs and benefits 
when making management decisions. The principles outlined will provide 
the basis for much of the rest of the book.

Management decisions should aim to achieve the objectives of the 
business. When considering a proposed course of action, this involves 
weighing the relevant benefits and associated costs. We shall see that not 
all of benefits and costs that can be identified may be relevant to the 
particular course of action. It is important, therefore, to distinguish 
carefully between the costs and benefits that are relevant and those that 
are not. Failure to do so can easily lead to poor decisions being made.

Learning outcomes
When you have completed this chapter, you should be able to:

■	 Define and distinguish between relevant costs, outlay costs and 
opportunity costs.

■	 Identify and quantify the costs and benefits that are relevant to a 
particular decision.

■	 Use relevant costs and benefits to make decisions.

■	 Set out relevant costs and benefits analysis in a logical form so that the 
results can be clearly communicated to managers.
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To help weigh costs and benefits arising from a particular decision, it would be useful if both 
could be measured in monetary terms. This would then provide a common denominator for 
cost–benefit analysis. Some costs and benefits, however, may elude attempts to place a reli-
able monetary value on them. Take, for example, the likely problems of trying to measure the 
costs, in terms of loss of reputation, incurred by selling customers faulty products or the ben-
efits accruing from steps taken to lift morale among the workforce. To add to the measurement 

COST–BENEFIT ANALYSIS

Managers spend much of their time making plans and decisions. As part of this process, they 
try to assess the likely outcome from each course of action being considered. This involves 
a careful weighing of the prospective benefits against the costs involved. Benefits are those 
outcomes, resulting from a course of action, that help a business to achieve its objectives. 
Costs, on the other hand, represent the sacrifice of resources needed to achieve those ben-
efits. For a proposed plan, or decision, to be worthwhile, the likely benefits should exceed the 
associated costs.

Real World 2.1 provides an interesting example of where cost–benefit analysis was used 
to evaluate a possible course of action designed to solve a serious problem faced by many 
businesses.

Stocktaking
Light-fingered employees are a problem for all employers; however, the issue is particu-
larly severe in the retail trade. Tatiana Sandino, an associate professor in accounting and 
management at Harvard Business School, and co-author Clara Xiaoling Chen, an assistant 
professor of accountancy at the University of Illinois at Urbana–Champaign, cite figures 
from the National Retail Security survey in the USA which says that employee theft of 
inventories contributed to a loss of $15.9bn in 2008.

To try to discover what might dissuade employees from stealing, the two academics 
wondered if higher remuneration might help. They hypothesised that higher wages 
might encourage employees to feel more warmly towards their employers, that these 
employees – if they were paid more – would be less inclined to steal because they would 
not want to lose their jobs and paying a larger sum in the first place would attract more 
honest employees.

Using two data sets and including factors such as workers’ different socio-economic envi-
ronments and how many people the stores employed, the authors found that paying a 
larger salary caused a drop in employee theft and could, in certain circumstances, make 
fiscal sense.

A cost–benefit analysis found that what an employer saved in cash and inventories theft 
covered about 39 per cent of the cost of the wage increase. ‘Our study suggests that an 
increase in wages will decrease theft, but won’t fully pay off,’ says Prof. Sandino. The pair 
suggest that raising salaries might be the right course of action if other benefits – such as 
reduced employee turnover or higher employee productivity – account for at least 61 per 
cent of the wage increase.

Real World 2.1

Source: Adapted from Anderson, L. (2012) Something for the weekend, ft.com, 16 November.  
© The Financial Times Limited 2012. All Rights Reserved.
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Any decision that you make with respect to the car’s future should logically take account 
of the figure of £6,000. This is known as the opportunity cost since it is the value of the 
opportunity foregone in order to pursue the other course of action. (In this case, the other 
course of action is to retain the car.)

We can see that the cost of retaining the car is not the same as the purchase price. In one 
sense, of course, the cost of the car in Activity 2.1 is £5,000 because that is how much was 
paid for it. However, this cost, which for obvious reasons is known as the historic cost, is 
only of academic interest. It cannot logically ever be used to make a decision on the car’s 
future. If we disagree with this point, we should ask ourselves how we should assess an offer 
of £5,500, from another person, for the car – assuming that the original offer still stood. The 
answer is that we should compare the offer price of £5,500 with the opportunity cost of 
£6,000. This should lead us to reject the offer as it is less than the £6,000 opportunity cost. 
In these circumstances, it would not be logical to accept the offer of £5,500 on the basis that 
it was more than the £5,000 that we originally paid. The only other figure that should concern 
us is the value to us, in terms of pleasure, usefulness and so on, of retaining the car. If we 
valued this more highly than the £6,000 opportunity cost, we should reject both offers.

problems, the timing and duration of these costs and benefits may be difficult to estimate. 
Nevertheless, the costs just described can have a significant effect on the achievement of 
business objectives. They should not, therefore, be ignored or given less weight when making 
decisions. There is always a risk that managers will take too narrow a view and act on the basis 
that ‘the things that count are the things that get counted’. That is, attention will be paid to 
those aspects where it is easy to assign a monetary value, but aspects that are difficult to value 
are ignored. We shall return to this point a little later in the chapter.

WhAT IS MEANT BY ‘COST’?

The term ‘cost’ is a slippery concept. Although a very broad description was given earlier 
when discussing cost–benefit analysis, it can be defined in different ways. Managers there-
fore need to be clear what it means in the context of decision making. This is an important 
issue to which we now turn.

Identifying and measuring cost may seem, at first sight, to be pretty straightforward: it is 
simply the amount paid for the goods supplied or the service provided. When measuring cost 
for decision-making purposes, however, things are not quite that simple. The following activity 
illustrates why this is the case.

You own a motor car, for which you paid a purchase price of £5,000 – much below the 
list price – at a recent car auction. You have just been offered £6,000 for this car.

What is the cost to you of keeping the car for your own use? Note: Ignore running 
costs and so on; just consider the ‘capital’ cost of the car.

By retaining the car, you are forgoing a cash receipt of £6,000. Thus, the real sacrifice, 
or cost, incurred by keeping the car for your own use is £6,000.

Activity 2.1
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We may still feel, however, that the £5,000 is relevant here because it will help us in 
assessing the profitability of the decision. If we sold the car, we should make a profit of either 
£500 (£5,500 2 £5,000) or £1,000 (£6,000 2 £5,000) depending on which offer we accept. 
Since we should seek to make the higher profit, the right decision is to sell the car for £6,000. 
However, we do not need to know the historic cost of the car to make the right decision. What 
decision should we make if the car cost us £4,000 to buy? Clearly we should still sell the car for 
£6,000 rather than for £5,500 as the important comparison is between the offer price and the 
opportunity cost. We should reach the same conclusion whatever the historic cost of the car.

To emphasise the above point, let us assume that the car cost £10,000. Even in this case 
the historic cost would still be irrelevant. Had we just bought a car for £10,000 and found 
shortly after that it is only worth £6,000, we might well be fuming with rage at our mistake, 
but this does not make the £10,000 a relevant cost. The only relevant factors, in a decision 
on whether to sell the car or to keep it, are the £6,000 opportunity cost and the value of the 
benefits of keeping it. Thus, the historic cost can never be relevant to a future decision.

To say that historic cost is an irrelevant cost is not to say that the effects of having 
incurred that cost are always irrelevant. The fact that we own the car, and are thus in a posi-
tion to exercise choice as to how to use it, is not irrelevant. It is highly relevant.

Opportunity costs are rarely taken into account in the routine accounting processes, such 
as recording revenues, expenses, assets and claims. This is because they do not involve any 
out-of-pocket expenditure. It seems that they are only calculated where they are relevant to 
a particular management decision. Historic costs, on the other hand, do involve out-of-
pocket expenditure and are recorded. They are used in preparing the annual financial state-
ments, such as the statement of financial position and the income statement. This is logical, 
however, since these statements are intended to be accounts of what has actually happened 
and are drawn up after the event. The failure to use opportunity costs when preparing the 
traditional financial statements rather calls into question the usefulness of those statements 
for decision-making purposes. This point is beyond the scope of this book, however.

RELEVANT COSTS: OppORTUNITY AND OUTLAY COSTS

We have just seen that, when we are making decisions concerning the future, past costs 
(that is, historic costs) are irrelevant. It is future opportunity costs and future outlay costs that 
are of concern. An opportunity cost can be defined as the value, in monetary terms, of being 
deprived of the next best opportunity in order to pursue the particular objective. An outlay 
cost is an amount of money that will have to be spent to achieve an objective. We shall shortly 
meet plenty of examples of both of these types of future cost.

To be relevant to a particular decision, a future outlay cost, or opportunity cost, must satisfy 
all three of the following criteria:

1 It must relate to the objectives of the business. Most businesses have enhancing owners’ 
(shareholders’) wealth as their key strategic objective. That is, they are trying to become 
richer (see Chapter 1). Thus, to be relevant to a particular decision, a cost must have an 
effect on the wealth of the business.

2 It must be a future cost. Past costs cannot be relevant to decisions being made about the 
future.

3 It must vary with the decision. Only costs that are different between outcomes can be used 
to distinguish between them. Take, for example, a road haulage business that has decided 
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that it will buy a new additional lorry and the decision lies between two different models. The 
purchase price, the load capacity, the fuel and maintenance costs are different for each lorry. 
The potential costs and benefits associated with these are relevant items. The lorry will require 
a driver, so the business will need to employ one, but a suitably qualified driver could drive 
either lorry equally well, for the same wage. The cost of employing the driver is thus irrelevant 
to the decision as to which lorry to buy. This is despite the fact that this cost is a future one.

If the decision did not concern a choice between two models of lorry but rather whether 
to operate an additional lorry or not, would the cost of employing the additional driver 
be relevant?

Yes – because it would then be a cost that would vary with the decision.

Activity 2.2

Figure 2.1 sets out in diagrammatic form how we determine which costs are relevant to a 
particular decision.

Figure 2.1 a decision flow diagram for identifying relevant costs

To be relevant to a particular decision, a cost must satisfy all three criteria.
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It should be emphasised that the garage will not try to sell the car with its new tyres for 
£10,900; it will try to get as much as possible for it. Any price above the £10,900, however, 
will make the garage better off than would be the case if it did not buy the new tyres.

Real World 2.2 is an extract from an article that discusses the opportunity cost of two 
countries building separate oil pipelines rather than cooperating in a joint venture.

To be relevant, the benefits arising from a particular course of action must also satisfy all 
three criteria mentioned. That is, they should relate to the objectives of the business, they 
should relate to the future and they should vary with the decision.

A garage has a car that it bought several months ago. The car needs new tyres before it 
is roadworthy. A tyre fitting business has offered to fit four new tyres on the car for £400.

The garage paid £9,000 to buy the car. Without the new tyres it could be sold for an 
estimated £10,500. What is the minimum price at which the garage should sell the car 
with new tyres?

The minimum price is the amount required to cover all the relevant costs. At this price, the 
benefits will exactly equal the costs and so neither a profit nor loss is made. Any price that 
is lower than this amount will mean the wealth of the business is reduced. In this case, the 
minimum price is:

£
Opportunity cost of the car 10,500
Cost of the new tyres 400
Total 10,900

The original cost of the car is irrelevant for reasons already discussed. It is the opportu-
nity cost of the car that concerns us. In this case, it is the sales value foregone. If the new 
tyres are purchased, the garage will have to pay £400; but will pay nothing if they are not. 
The £400 is, therefore, a relevant cost as it is a future cost that varies with the decision.

Activity 2.3

Benefits foregone
Tullow Sees Opportunity Cost If Kenya-Uganda Pipeline Plan Fails
• Joint facilty has ‘tangible economic value,’ official says
• London-based oil company has discoveries in both countries
By Joseph Burite
(Bloomberg) — 03/30/2016

Tullow Oil plc, which has oil discoveries in Uganda and Kenya, sees an opportunity cost if 
the two countries don’t collaborate on a pipeline to ship their crude to the Indian Ocean, a 
company official said.

Landlocked Uganda is deciding on whether the pipeline will traverse northern Kenya’s 
desert to a proposed port at Lamu, or south past Lake Victoria to Tanga on Tanzania’s 
coast. While Tullow, which discovered Uganda’s oil, has a seat at the talks, the pipeline 
decision is “above our pay grade,” Tim O’Hanlon, the London-based company’s vice 
president for African business, said in an interview. 

“For us we think of it as an East African integrated regional infrastructure and the opportunity 
cost of Uganda and Kenya not cooperating on the pipeline is enormous,” he said Wednesday 

Real World 2.2

➔
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IRRELEVANT COSTS: SUNK COSTS AND COMMITTED COSTS

A sunk cost is simply another way of referring to a past cost and so the terms ‘sunk cost’ 
and ‘past cost’ can be used interchangeably. A committed cost arises where an irrevocable 
decision has been made to incur the cost. This is often because a business has entered into 
a legally-binding contract. As a result, it is effectively the same as a past cost despite the fact 
that the cash may not be paid until some point in the future. Since the business must eventu-
ally pay, the cost will not vary with the decision. Thus, as with a past cost, a committed cost 
can never be a relevant cost for decision-making purposes.

Past costs are irrelevant costs. Does this mean that what happened in the past is irrelevant?

No, it does not mean this. The fact that the business has an asset that it can deploy in the 
future is highly relevant. What is not relevant is how much it cost to acquire that asset. This 
point was raised in the discussion that followed Activity 2.1.

Another reason why the past can be relevant is that it generally – though not always – 
provides us with our best guide to the future. Suppose that we need to estimate the cost of 
doing something in the future to help us to decide whether it is worth doing. In these cir-
cumstances our own experience, or that of others, on how much it has cost to do the thing 
in the past may provide us with a valuable guide to how much it is likely to cost in the future.

Activity 2.4

in Tanzania’s commercial capital, Dar es Salaam. “A joint pipeline has real tangible economic 
value, measurable value for individual countries Uganda and Kenya, and East Africa in general.”

Tanzanian President John Magufuli said earlier this month he’d agreed with his Ugandan 
counterpart, Yoweri Museveni, to route the conduit via his country at a cost of about $4 
billion, with Total SA helping fund the project. Nagoya, Japan-based Toyota Tsusho Corp. 
estimates the Kenyan route may cost about $5 billion.

Separate Pipelines
A Ugandan decision to route the pipeline through Tanzania would probably mean Kenya 
would need its own facility to transport its oil, according to O’Hanlon. “We are talking about 
two separate pipelines or a joint pipeline through Kenya,” he said.

Tullow along with Total SA and the China National Offshore Oil Corp. are developing 
Uganda’s oil fields in the western region of Hoima. The Chinese company was awarded its 
production license in 2013, the only one so far issued by Uganda’s government.

O’Hanlon said Tullow expects its first production in Uganda about three or four years 
after the company makes its final investment decision in 2017, and that it will be awarded 
production licenses in the next few weeks.

“It’s taken time but it’s going fine and it’s of course one of the key issues that we have to 
have in place before we march into production,” he said. To contact the reporter on this story:

Joseph Burite in Dar es Salaam at jburite@bloomberg.net

To contact the editors responsible for this story:
Paul Richardson at pmrichardson@bloomberg.net 

Michael Gunn

Source: Direct extract from Burite, J. (2016) Tullow Sees Opportunity Cost If Kenya-Uganda Pipeline Plan Fails, 
www.bloomberg.com, 30 March.

mailto:jburite@bloomberg.net
mailto:pmrichardson@bloomberg.net
http://www.bloomberg.com
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SUNK COST FALLACY

Although we should ignore past costs when considering future courses of action, this is often 
easier said than done. It seems that people often display an irrational commitment to past 
costs. We persist in continuing along a particular path because of our previous investment of 
time, effort or money. The end result is often to make poor decisions about the future direc-
tion. Managers can be as guilty of this kind of behaviour as anyone else.

In behavioural economics, the refusal to abandon an attachment to an irrecoverable 
investment is known as the sunk cost fallacy. Various reasons have been suggested as to 
why we act in this way. In Real World 2.4 we consider some of these.

Real World 2.3 provides extracts from a Financial Times article that deals with the possible 
disposal by the UK government of its stake in a bank that came close to collapse during the 
recent recession and had to be rescued. It points out that what the government paid for its 
shares in the bank is a sunk cost and, therefore, an irrelevant one.

Real World 2.3

Bank transfer
Royal Bank of Scotland and George Osborne, the UK chancellor, are both eager to see the 
back of the other. RBS has declared that it should be healthy enough by next year for the 
government to start selling off its 81 per cent, and Mr Osborne has privately mooted a 
similar notion.

Last week, RBS displayed some encouraging signs of progress. For a long time, it seemed 
in such a dire state that it needed either to be fully nationalised, or split into good and bad 
banks and recapitalised by the taxpayer. Those risks, if not eliminated, have been reduced.

This does not mean the bank and its major shareholder can take a victory lap. RBS still 
has plenty of work to do, and concerns linger about whether it has fully acknowledged its 
bad loans. Its shares suffered when it announced its first-quarter results, revealing the 
rapid contraction of its investment arm.

The government must consider two factors before privatisation. The first is what price it 
can achieve, and whether it will match the book value paid by the Labour government in 
2008. It need not get too hung up on the purchase price because that is a sunk cost. But 
neither should it be so enthusiastic to sell that it fails to get the best return for taxpayers.

Source: Extracts from the FT editorial (2013), UK taxpayer will lose in rush to exit, ft.com, 5 May.

Clinging to the past
Perhaps you have said, or heard, the following sort of comments:

‘I might as well finish this book. It’s not very good but I paid for it and now I’m more than half 
was through.’

Real World 2.4

➔
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DETERMINING ThE RELEVANT COST OF LABOUR 
AND MATERIALS

Having set out the broad principles of what constitutes a relevant cost, let us now consider 
two key elements that go to make up the cost of a product or service – labour and materials. 
Determining the relevant costs of each can be quite tricky. This is because, in practice, they 
will vary according to the particular circumstances. By keeping in mind the principles just 
discussed, however, we should be able to separate the relevant costs arising from a course 
of action from any irrelevant costs.

Labour
The relevant cost of labour will vary according to whether the business is operating with spare 
capacity or whether it is operating at full capacity. In Activity 2.5 on the next page, we con-
sider the situation where a business has temporary spare capacity but does not intend to lay 
off its workers.

‘I can’t throw out these shoes. They are almost new and, although they hurt my feet, I paid a 
fortune for them’

‘I really don’t want to buy the car any more. However, I paid the dealer a non-refundable 
deposit  and so I suppose I should go ahead.’

‘I hate my job as an accountant but I’ve invested too many years of my life to achieve the 
qualifications just to throw it all away.’

These sort of comments show an attachment to past decisions rather than a concern for 
the future. They are irrational because costs previously incurred are not a good guide to 
maximising future utility.  The investment of time, money or other resources should not be 
determined by what has already been spent.

Why do we do this? It may be because we suffer from loss aversion, which is a strong 
dislike of wasting resources. This is a strong negative emotion: the greater the amount 
wasted, the greater the suffering. The pain of incurring losses is usually much greater than 
the pleasure achieved by making equivalent gains. We may, therefore, stick with the book 
or the job in the hope that things improve in the future.

To abandon an investment may lead to feelings of regret and failure, which we may seek 
to avoid. It may also attract criticism. We may be blamed for giving up too easily or for mak-
ing the original investment. This can make it difficult to own up to our poor decisions.. 
Finally we may not be able to see clearly the options available by not sticking with the 
investment. However, new opportunities may come into view once we have abandoned the 
sunk cost.

An example of the sunk cost fallacy in business occurred when the British and French 
governments agreed to develop the Concorde - a supersonic passenger jet. This turned out 
to be a very bad investment. Development costs were much higher than expected and it 
became clear, before the project was completed, that it would not be financially viable. 
Nevertheless, both governments decided to press ahead and complete the project rather 
than admit failure and write off the investment cost. Many believe that the decision to con-
tinue was largely determined by the costs already incurred. The Concorde was in operation 
from 1976 to 2003.

Source: Based on information in Leahy, R. (2014) Letting go of sunk costs,  www.psychologytoday.com, 24 
September and J. Blasingame (2011) Beware of the Concorde fallacy www.forbes.com 15 September.

http://www.psychologytoday.com
http://www.forbes.com
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Where the business is working at full capacity the relevant cost of labour will depend on 
whether additional workers are employed to undertake the task or whether workers currently 
spending time on another task are redeployed. Let us first consider the situation where addi-
tional workers are employed to carry out a specified task.

Assume the same information set out in Activity 2.3 above. Further assume, however, 
that the car also needs a replacement engine before it can be driven. It is possible to buy 
a reconditioned engine for £1,200, which would take seven hours to fit by a mechanic 
who is paid £15 an hour. The garage is currently short of work, but the owners are reluc-
tant to lay off any mechanics or even to cut down their basic working week. This is 
because skilled mechanics are difficult to find and an upturn in demand for their skills is 
expected soon.

What is the minimum price at which the garage should sell the car with a recondi-
tioned engine and with new tyres fitted?

Again, the minimum price is the amount required to cover the relevant costs of the job. This 
minimum price will now be as follows:

£
Opportunity cost of the car 10,500
Cost of new tyres 400
Cost of the reconditioned engine 1,200
Total 12,100

The cost of the new engine is a relevant cost for the same reason as the cost of new 
tyres: it is a future cost that varies with the decision. If the garage decides against fitting the 
engine, this cost will not be incurred. The cost of labour, on the other hand, is an irrelevant 
cost because it does not vary with the decision. As the mechanic will still be employed even 
though there is no work, the garage will incur the same cost whether or not the mechanic 
undertakes the engine-replacement job. If this job is not undertaken, the mechanic will be 
paid to do nothing. The additional labour cost for this job is, therefore, zero.

Activity 2.5

Assume exactly the same circumstances as in Activity 2.5, except that the garage is cur-
rently working at full capacity. It is possible, however, to employ a recently-retired 
mechanic, on a casual basis, to fit the engine. The mechanic will be employed for seven 
hours and will be paid £15 an hour.

What is the minimum price at which the garage should sell the car, with a recondi-
tioned engine fitted and new tyres, under these altered circumstances?

The minimum price is:

£
Opportunity cost of the car 10,500
Cost of new tyres  400
Cost of mechanic (7 3 £15)  105
Cost of the reconditioned engine 1,200
Total 12,205

Activity 2.6

➔
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If overtime payments are made to existing workers to fit the engine, a similar situation to 
hiring a mechanic on a casual basis would arise. The overtime payments would be regarded 
as a relevant cost as they would vary with the decision.

Where a business is working at full capacity, it may be possible to redeploy the existing 
workforce in order to carry out a new task. This will mean that an opportunity cost is normally 
incurred as workers will be taken away from other revenue-generating tasks. Activity 2.7 
considers this scenario.

The opportunity cost of the car, the cost of the new tyres and the cost of the recondi-
tioned engine are the same as in Activity 2.5. However, a charge for labour has now been 
added to obtain the minimum price. This is because it is now a future cost that varies with 
the decision. If the garage decides against fitting the engine, the mechanic will not be hired.

Assume exactly the same circumstances as in Activity 2.6, except that the garage rede-
ploys a mechanic to carry out the engine-replacement job. This means that other work, 
which the mechanic could have done during the seven hours, will not be undertaken. 
This other work could have been charged to a customer at the rate of £60 an hour. The 
mechanic, however, is only paid £15 an hour.

What is the minimum price at which the garage should sell the car, with new tyres and 
a reconditioned engine fitted, under these circumstances?

The minimum price is:

£
Opportunity cost of the car 10,500
Cost of new tyres 400
Opportunity cost of mechanic (7 3 £60) 420
Cost of the reconditioned engine 1,200
Total 12,520

The opportunity cost of the car, the cost of the new tyres and the cost of the recondi-
tioned engine are the same as in Activity 2.6. However, the cost of labour is now different. 
It is the amount sacrificed in making time available to undertake the engine-replacement 
job. While the mechanic is working on this job, the opportunity to do other work, for which 
customers would pay £420, is lost.

Note that the £15 an hour mechanic’s wage is still not relevant. The mechanic will be paid 
£15 an hour irrespective of whether it is the engine-replacement work or some other job that 
is undertaken.

Activity 2.7

The points made above concerning the relevant cost of labour are summarised in Figure 
2.2 on the next page.

Materials
The relevant cost of materials will vary according to whether the materials are held in inven-
tories and whether there is an intention to replace them. In Activity 2.8 on the next page, the 
materials required for a particular job are already held in inventories but not all need to be 
replaced. When attempting this activity, keep firmly in mind the principles discussed earlier.
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Figure 2.2 a decision flow diagram for identifying the relevant cost of labour

The starting point is to determine whether there is temporary spare capacity. In these 
circumstances, the relevant cost of labour is usually zero. Relevant labour costs often only arise 
where the business is operating a full capacity.

A business is considering making a bid to undertake a contract. The contract will require 
the use of two types of raw material – A1 and B2. Quantities of both of these materials are 
held by the business. If it chose to do so, the business could sell the raw materials in their 
present state. All of the inventories of these two raw materials will need to be used on the 
contract. Information on the raw materials concerned is as follows:

Inventories item Quantity 
(units)

Historic cost  
(£/unit)

Sales value  
(£/unit)

Current purchase cost 
(£/unit)

A1 500 5 3  6
B2 800 7 8 10

Inventories item A1 is in frequent use in the business on a variety of work.
The inventories of item B2 were bought a year ago for a contract that was abandoned. 

It has recently become obvious that there is no likelihood of ever using this raw material 
unless the contract currently being considered proceeds.

Management wishes to deduce the minimum price at which the business could undertake 
the contract without reducing its wealth as a result (that is, the price at which the costs are 
exactly equal to the benefits). This can be used as the baseline in deducing the bid price.

How much should be included in the minimum price in respect of the two inventories 
items detailed above?

Activity 2.8

➔
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The minimum price must cover the relevant costs. The costs to be covered by the minimum 
price are:

A1 £6 3 500 5 £3,000
B2 £8 3 800 5 £6,400

We are told that the item A1 is in frequent use and so, if it is used on the contract, it will 
need to be replaced. The business will, therefore, have to buy 500 units additional to those 
which would have been required had the contract not been undertaken. The purchase cost 
of the materials is £6 per unit and so the relevant cost is 500 3 £6.

Item B2 will never be used by the business unless the contract is undertaken. This means 
that if the contract is not undertaken, the only reasonable thing for the business to do is to 
sell the B2. If, however, the contract is undertaken and the B2 is used, it will have an oppor-
tunity cost equal to the potential proceeds from disposal, which is £8 a unit. In other words, 
the relevant cost will be the sales value of item B2 that has been foregone.

Note that the historic cost information about both materials is irrelevant. This will always 
be the case as it represents a sunk cost.

HLA Ltd is in the process of preparing a quotation for a special job for a customer. The 
job will have the following material requirements:

Units currently held in inventories

Material Units  
required

Quantity held 
(units)

Historic cost  
(£/unit)

Sales value  
(£/unit)

Current purchase cost 
(£/unit)

P 400  0  –  – 40
Q 230 100 62 50 64
R 350 200 48 23 59
S 170 140 33 12 49
T 120 120 40  0 68

Material Q is used consistently by the business on various jobs.
The business holds materials R, S and T as the result of previous overbuying. No other use 

(apart from this special job) can be found for R, but the 140 units of S could be used in another 
job as a substitute for 225 units of material V that are about to be purchased at a price of £10 
a unit. Material T has no other use, it is a dangerous material that is difficult to store and the 
business has been informed that it will cost £160 to dispose of the material currently held.

If it chose to, the business could sell the raw materials Q, R and S already held in their 
present state.

What is the relevant cost of the materials for the job specified above?

Activity 2.9

Where an item of materials is not held in inventories, it will have to be purchased specifi-
cally for the job. In this case, therefore, the purchase cost of the materials will be the relevant 
cost. It is a future cost that will vary with the decision.

Now have a go at Activity 2.9 below, which is a little more difficult than the previous activity.
The points made above concerning the relevant cost of materials are summarised in 

Figure 2.3 on the next page.
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The relevant cost is as follows:

£
Material P

This will have to be purchased at £40 a unit (400 3 £40) 16,000
Material Q

Those units already held will have to be replaced and the remaining 130 units 
will have to be purchased, therefore the relevant cost is (230 3 £64) 14,720

Material R
200 units of this are held and these could be sold. The  
relevant cost of these is the sales value forgone (200 3 £23) 4,600
The remaining 150 units of R would have to be purchased (150 3 £59) 8,850

Material S
This could be sold or used as a substitute for material V
The existing inventories could be sold for £1,680 (that is, 140 3 £12);  
however, the saving on material V is higher. This higher figure must be  
taken as the opportunity cost (225 3 £10) 2,250
The remaining units of material S must be purchased (30 3 £49) 1,470

Material T
A saving on disposal will be made if material T is used (160)

Total relevant cost 47,730

Figure 2.3 a decision flow diagram for identifying the relevant cost of materials

The starting point is to determine whether the materials are held inventories. Relevant costs arise 
where inventories have to be replaced or where there is an opportunity cost involved in their use. 
Where materials are not held in inventories, the cost of purchasing them is the relevant cost.
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NON-MEASURABLE COSTS AND BENEFITS

It was mentioned at the beginning of the chapter that certain costs and benefits may defy 
measurement in monetary terms. These costs and benefits often have a broader, but less 
immediate, impact on the business. Ultimately, however, they are likely to affect the ability of 
a business to achieve its objectives.

Activities 2.5, 2.6 and 2.7 were concerned with the cost of putting a car into a marketable 
condition. Apart from the quantifiable items mentioned, are there other costs or benefits 
that are difficult to quantify, but which should, nevertheless, be taken into account in 
making a decision as to whether to do the work? Try to think of at least two.

We can think of four:

■	 Turning away another job in order to do the engine replacement may result in customer 
dissatisfaction.

■	 The quality of workmanship may be lower where casual labour is employed, which could 
damage the reputation of the business.

■	 Demand for the car following the work carried out may be uncertain.
■	 Benefits beyond the profit expected from the sale of the particular car may accrue. By offering 

a broader range of cars for sale, more car-buying customers may be attracted to the garage.

You may have thought of others.

Activity 2.10

These ‘qualitative’ costs and benefits should provide a further input to the final plans or 
decisions. To include these costs and benefits, managers must rely on judgement when 
attaching weightings to them. By taking them into account, however, the final picture may be 
quite different than that provided by only the quantifiable costs and benefits.

To end the chapter, Real World 2.5 describes another case where the decision makers, 
quite correctly, ignored past costs and just concentrated on future options for the business 
concerned. It also highlights how two sets of managers can take quite different views of the 
worth of an investment, presumably based on similar sources of information.

Delivering for £1
In April 2013 Better Capital PCC Ltd, a private equity business, paid £1 to buy City Link, the 
delivery and courier business, from Rentokil Initial plc, the pest control and hygiene business.

Rentokil had bought City Link as part of the takeover of Target Express in 2006, but had 
never been able to make a success of its acquisition. An analyst at Espirito Santo, the invest-
ment bank, said ‘City Link has been a persistent thorn in the side of [Rentokil’s] management’s 
efforts to deliver a turnround at Rentokil and has assumed both significant financial cost and 
management focus, detracting from the core of the business’. The management at Rentokil 
was clearly very pleased to rid itself of City Link without incurring further losses.

Better Capital could obviously see a brighter future for City Link and committed £40 million 
to fund additional working capital and restructuring, including the acquisition of new delivery 
vehicles and expanding the number of staff.

Real World 2.5
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Despite Better Capital honouring its £40 million commitment, adverse trading results 
forced City Link to stop trading and into administration in December 2014, seemingly with 
Better Capital losing its investment and, probably more importantly, with the business’s 
2,700 employees losing their jobs.

Better Capital is no stranger to deals done for £1. In February 2014, it sold Readers 
Digest, a publishing business, for that sum. It had bought the business for £14 million in 
2010 and subsequently invested £9 million in it.

Sources: Based on City Link (2014) City Link reaps benefits of Better Capital investment, www.city-link.co.uk/
press/2014/news, January; Wembridge, M. (2013) Rentokil Initial sells City Link to John Moulton’s buyout group,  
ft.com, 29 April; Armstrong, A. (2014) Reader’s Digest sold for £1 by Better Capital, Daily Telegraph, 16 February; 
Szu, P. C. (2014) City Link collapses into administration leaving 2,700 jobs at risk, Daily Telegraph, 25 December.

JB Limited is a small specialist manufacturer of electronic components. Makers of aircraft, 
for both civil and military purposes, use much of its output. One of the aircraft makers has 
offered a contract to JB Limited for the supply, over the next 12 months, of 400 identical 
components. The data relating to the production of each component are as follows:

■	 Material requirements: 
3 kg of Material M1 (see Note 1 below)
2 kg of Material P2 (see Note 2 below)
1 bought-in component (part number 678) (see Note 3 below)

Note 1: Material M1 is in continuous use by the business; 1,000 kg are currently held by 
the business. The original cost was £4.70/kg, but it is known that future purchases will 
cost £5.50/kg.

Note 2: 1,200 kg of Material P2 are currently held. The original cost of this material was 
£4.30/kg. The material has not been required for the last two years. Its scrap value is 
£1.50/kg. The only foreseeable alternative use is as a substitute for Material P4 (in con-
stant use), but this would involve further processing costs of £1.60/kg. The current cost 
of Material P4 is £3.60/kg.

Note 3: It is estimated that the components (part number 678) could be bought in for 
£50 each.

■	 Labour requirements: Each component would require five hours of skilled labour and five 
hours of semi-skilled. A skilled employee is available and is currently paid £14/hour. A 
replacement would, however, have to be obtained at a rate of £12/hour for the work that 
would otherwise be done by the skilled employee. The current rate for semi-skilled work 
is £10/hour and an additional employee could be appointed for this work.

■	 General manufacturing costs: It is JB Limited’s policy to charge a share of the general 
costs (rent, heating and so on) to each contract undertaken at the rate of £20 for each 
machine hour used on the contract. If the contract is undertaken, the general costs are 
expected to increase as a result of undertaking the contract by £3,200.

Spare machine capacity is available and each component would require four machine 
hours. A price of £200 a component has been offered by the potential customer.

Required:
(a) Should the contract be accepted? Support your conclusion with appropriate figures to 

present to management.
(b) What other factors ought management to consider that might influence the decision?

The solution to this question can be found at the back of the book on p. 514.

Self-assessment question 2.1

http://www.city-link.co.uk/press/2014/news
http://www.city-link.co.uk/press/2014/news
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The main points of this chapter may be summarised as follows:

Cost–benefit analysis
■	 Involves a careful weighing of the costs and benefits of plans and decisions.

■	 To be worthwhile, benefits should exceed the associated costs.

■	 Not all costs and benefits can be measured in monetary terms.

Relevant and irrelevant costs
■	 Relevant costs must:

– relate to the objective being pursued by the business;
– be a future cost; and
– vary with the decision.

■	 Relevant costs therefore include:

– opportunity costs; and
– differential future outlay costs.

■	 Irrelevant costs therefore include:

– all past (or sunk) costs;
– all committed costs; and
– non-differential future outlay costs.

Relevant cost of labour and materials
■	 The relevant cost of labour will vary according to whether the business is operating 

with spare capacity or is operating at full capacity.

■	 The relevant cost of materials will vary according to whether the materials are held in 
inventories and whether they need to be replaced.

Non-measurable costs and benefits
■	 Should provide an input to the final plans or decisions.

■	 Managers must rely on judgement when attaching weights to these items.

SUMMARY

KEY TERMS
For definitions of these terms, see Appendix A.

Benefit p. 41
Cost p. 41
Cost–benefit analysis p. 41
Opportunity cost p. 42
Historic cost p. 42
Relevant cost p. 43

Irrelevant cost p. 43
Past cost p. 43
Outlay cost p. 43
Sunk cost p. 46
Committed cost p. 46
Sunk cost fallacy p. 47
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FURThER READING
If you would like to explore the topics covered in this chapter in more depth, we recommend the 
following:

Drury, C. (2015) Management and Cost Accounting, 9th edn, Cengage Learning, Chapter 9.

Hilton, R. and Platt D. (2014) Managerial Accounting, Global edn, McGraw-Hill Education, 
Chapter 14.

Bhimani, A., Horngren, C., Datar, S. and Rajan, M. (2015) Management and Cost Accounting, 
6th edn, Pearson, Chapter 10.

Kaplan, R., Atkinson, A., Matsumura, E. and Young, S.M. (2011) Management Accounting, 6th 
edn, Prentice Hall, Chapter 3.

Solutions to these questions can be found at the back of the book on p. 527.

2.1 To be relevant to a particular decision, a cost must have three attributes. What are they?

2.2 Distinguish between a sunk cost and an opportunity cost.

2.3 Define the word ‘cost’ in the context of management accounting.

2.4 What is meant by the expression ‘committed cost’? How do committed costs arise?

REVIEW QUESTIONS

EXERCISES

Those with coloured numbers have solutions given at the back of the book on pp. 536–539.

Basic-level exercises

2.1 Lombard Ltd has been offered a contract for which there is available production capacity. 
The contract is for 20,000 identical items, manufactured by an intricate assembly opera-
tion, to be produced and delivered in the next few months at a price of £80 each. The 
specification for one item is as follows:

Assembly labour 4 hours
Component X 4 units
Component Y 3 units

There would also be the need to hire equipment, for the duration of the contract, at an 
outlay cost of £200,000.

The assembly is a highly skilled operation and the workforce is currently underutilised. 
It is the business’s policy to retain this workforce on full pay in anticipation of high demand 
next year, for a new product currently being developed. There is sufficient available skilled 
labour to undertake the contract now under consideration. Skilled workers are paid £15 
an hour.

Component X is used in a number of other sub-assemblies produced by the business. 
It is readily available. 50,000 units of Component X are currently held in inventories. 
Component Y was a special purchase in anticipation of an order that did not in the end 
materialise. It is, therefore, surplus to requirements and the 100,000 units that are currently 



58 ChApTER 2 Relevant Costs and benefits foR deCision making

held may have to be sold at a loss. An estimate of various values for Components X and 
Y provided by the materials planning department is as follows:

Component X Y
£/unit £/unit

Historic cost 4 10
Replacement cost 5 11
Net realisable value 3  8

It is estimated that any additional relevant costs associated with the contract (beyond 
the above) will amount to £8 an item.

Required:
Analyse the information and advise Lombard Ltd on the desirability of the contract.

2.2 The local authority of a small town maintains a theatre and arts centre for the use of a local 
repertory company, other visiting groups and exhibitions. Management decisions are 
taken by a committee that meets regularly to review the financial statements and to plan 
the use of the facilities.

The theatre employs a full-time, non-performing staff and a number of artistes at total 
costs of £9,600 and £35,200 a month, respectively. The theatre mounts a new production 
every month for 20 performances. Other monthly costs of the theatre are as follows:

£
Costumes 5,600
Scenery 3,300
Heat and light 10,300
A share of the administration costs of the local authority 16,000
Casual staff 3,520
Refreshments 2,360

On average the theatre is half full for the performances of the repertory company. The 
capacity and seat prices in the theatre are:

200 seats at £24 each
500 seats at £16 each
300 seats at £12 each

In addition, the theatre sells refreshments during the performances for £7,760 a month. 
Programme sales cover their costs, and advertising in the programme generates £6,720 
a month.

The management committee has been approached by a popular touring group, which 
would like to take over the theatre for one month (25 performances). The group is prepared 
to pay the local authority half of its ticket income as a fee for the use of the theatre. The 
group expects to fill the theatre for 10 nights and achieve two-thirds capacity on the 
remaining 15 nights. The prices charged are £2 less than normally applies in the theatre.

The local authority will, as normal, pay for heat and light costs and will still honour the 
contracts of all artistes and pay the non-performing employees who will sell refreshments, 
programmes and so on. The committee does not expect any change in the level of refresh-
ments or programme sales if they agree to this booking.

Note: The committee includes the share of the local authority administration costs when making profit 
calculations. It assumes occupancy applies equally across all seat prices.

Required:
(a) On financial grounds should the management committee agree to the approach from 

the touring group? Support your answer with appropriate workings.
(b) What other factors may have a bearing on the decision by the committee?



 exeRCises 59

2.3 Andrews and Co. Ltd has been invited to tender for a contract. It is to produce 10,000 
metres of an electrical cable in which the business specialises. The estimating department 
of the business has produced the following information relating to the contract:

■	 Materials: The cable will require a steel core, which the business buys in. The steel core 
is to be coated with a special plastic, also bought in, using a special process. Plastic 
for the covering will be required at the rate of 0.10 kg/metre of completed cable.

■	 Direct labour: 

Skilled: 10 minutes/metre
Unskilled: 5 minutes/metre

The business already holds sufficient of each of the materials required to complete the 
contract. Information on the cost of the inventories is as follows:

Steel core Plastic
£/metre £/kg

Historic cost 1.50 0.60
Current buying-in cost 2.10 0.70
Scrap value 1.40 0.10

The steel core is in constant use by the business for a variety of work that it regularly 
undertakes. The plastic is a surplus from a previous contract where a mistake was made 
and an excess quantity ordered. If the current contract does not go ahead, this plastic will 
be scrapped.

Unskilled labour, which is paid at the rate of £7.50 an hour, will need to be taken on 
specifically to undertake the contract. The business is fairly quiet at the moment which 
means that a pool of skilled labour exists that will still be employed at full pay of £12 an 
hour to do nothing if the contract does not proceed. The pool of skilled labour is sufficient 
to complete the contract.

Required:
Indicate the minimum price at which the contract could be undertaken, such that the busi-
ness would be neither better nor worse off as a result of doing it.

Intermediate-level exercises

2.4 SJ Services Ltd has been asked to quote a price for a special contract to render a service 
that will take the business one week to complete. Information relating to labour for the 
contract is as follows:

Grade of labour Hours required Basic rate/hour

Skilled 27 £24
Semi-skilled 14 £18
Unskilled 20 £14

A shortage of skilled labour means that the necessary staff to undertake the contract 
would have to be moved from other work that is currently yielding an excess of sales 
revenue over labour and other costs of £8 an hour.

Semi-skilled labour is currently being paid at semi-skilled rates to undertake unskilled 
work. If the relevant members of staff are moved to work on the contract, unskilled labour 
will have to be employed for the week to replace them.

The unskilled labour actually needed to work on the contract will be specifically 
employed for the week of the contract.
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All labour is charged to contracts at 50 per cent above the rate paid to the employees, 
so as to cover the contract’s fair share of the business’s general costs (rent, heating and 
so on). It is estimated that these general costs will increase by £50 as a result of undertak-
ing the contract.

Undertaking the contract will require the use of a specialised machine for the week. This 
machine is currently being hired out to another business at a weekly rental of £175 on a 
week-by-week contract.

To derive the above estimates, the business has had to spend £300 on a specialised 
study. If the contract does not proceed, the results of the study can be sold for £250.

An estimate of the contract’s fair share of the business’s rent is £150 a week.

Required:
Deduce the minimum price at which SJ Services Ltd could undertake the contract such 
that it would be neither better nor worse off as a result of undertaking it.

2.5 A business in the food industry is currently holding 2,000 tonnes of material in bulk stor-
age. This material deteriorates with time. In the near future, it will, therefore, be necessary 
for it to be repackaged for sale or sold in its present form.

The material was acquired in two batches: 800 tonnes at a price of £40 a tonne and 
1,200 tonnes at a price of £44 a tonne. The current market price of any additional pur-
chases is £48 a tonne. If the business were to dispose of the material, in its present state, 
it could sell any quantity but for only £36 a tonne; it does not have the contacts or reputa-
tion to command a higher price.

Processing this material may be undertaken to develop either Product A or Product X. 
No weight loss occurs with the processing, that is, 1 tonne of the material will make 1 
tonne of A or X. For Product A, there is an additional cost of £60 a tonne, after which it will 
sell for £105 a tonne. The marketing department estimates that a maximum of 500 tonnes 
could be sold in this way.

With Product X, the business incurs additional costs of £80 a tonne for processing. A 
market price for X is not known and no minimum price has been agreed. The management 
is currently engaged in discussions over the minimum price that may be charged for 
Product X in the current circumstances. Management wants to know the relevant cost per 
tonne for Product X so as to provide a basis for negotiating a profitable selling price for 
the product.

Required:
Identify the relevant cost per tonne for Product X, given sales volumes of X of:

(a) up to 1,500 tonnes
(b) over 1,500 tonnes, up to 2,000 tonnes
(c) over 2,000 tonnes.

Explain your answer.

Advanced-level exercises

2.6 A local education authority is faced with a predicted decline in the demand for school 
places in its area. It is believed that some schools will have to close in order to remove up 
to 800 places from current capacity levels. The schools that may face closure are refer-
enced as A, B, C and D. Their details are as follows:

■	 School A (capacity 200) was built 15 years ago at a cost of £1.2 million. It is situated in 
a ‘socially disadvantaged’ community area. The authority has been offered £14 million 
for the site by a property developer.
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■	 School B (capacity 500) was built 20 years ago and cost £1 million. It was renovated 
only two years ago at a cost of £3 million to improve its facilities. An offer of £8 million 
has been made for the site by a business planning a shopping complex in this affluent 
part of the area.

■	 School C (capacity 600) cost £5 million to build five years ago. The land for this school 
is rented from a local business for an annual cost of £300,000. The land rented for 
School C is based on a 100-year lease. If the school closes, the property reverts imme-
diately to the owner. If School C is not closed, it will require a £3 million investment to 
improve safety at the school.

■	 School D (capacity 800) cost £7 million to build eight years ago; last year £1.5 million 
was spent on an extension. It has a considerable amount of grounds, which is currently 
used for sporting events. This factor makes it attractive to developers, who have 
recently offered £9 million for the site. If School D is closed, it will be necessary to pay 
£1.8 million to adapt facilities at other schools to accommodate the change.

In its accounting system, the local authority depreciates non-current assets based on 2 
per cent a year on the original cost. It also differentiates between one-off, large items of 
capital expenditure or revenue, on the one hand, and annually recurring items, on the other.

The local authority has a central staff, which includes administrators for each school 
costing £200,000 a year for each school, and a chief education officer costing £80,000 a 
year in total.

Required:
(a) Prepare a summary of the relevant cash flows (costs and revenues, relative to not mak-

ing any closures) under the following options:
(1) closure of D only
(2) closure of A and B
(3) closure of A and C.

 Show separately the one-off effects and annually recurring items, rank the options 
open to the local authority and, briefly, interpret your answer. Note: Various approaches 
are acceptable provided that they are logical.

(b) Identify and comment on any two different types of irrelevant cost contained in the 
information given in the question.

(c) Discuss other factors that might have a bearing on the decision.

2.7 Rob Otics Ltd, a small business that specialises in manufacturing electronic-control equip-
ment, has just received an enquiry from a potential customer for eight identical robotic 
units. These would be made using Rob Otics’s own labour force and factory capacity. The 
product specification prepared by the estimating department shows the following:

■	 Material and labour requirements for each robotic unit:

Component X 2 per unit
Component Y 1 per unit
Component Z 4 per unit
Assembly labour 25 hours per unit (but see below)
Inspection labour 6 hours per unit

 As part of the costing exercise, the business has collected the following information:

■	 Component X. This item is normally held by the business as it is in constant demand. 
There are 10 units currently held which were bought for £150 a unit. The sole supplier 
of Component X has announced a price rise of 20 per cent, effective immediately, for 
any further supplies. Rob Otics has not yet paid for the items currently held.


