P1 – Management Accounting

CH3 – Other costing techniques

Chapter 3
Other costing techniques

Chapter learning objectives:
Lead

Component

Indicative syllabus content

•

A.1 Discuss costing
methods and their
results.

(a) Apply marginal (or
variable) throughput and
absorption accounting
methods in respect of profit
reporting and inventory
valuation

Marginal (or variable) throughput
and absorption accounting systems
of profit reporting and inventory
valuation, including the
reconciliation of budget and actual
profit using absorption and/or
marginal costing principles.

•

A.3 Explain the role of
environmental
costing.

(a) Explain the role of
environmental costing as part
of an environmental
management system.

The classification of environmental
costs using the quality costing
framework.
Linking environmental costs to
activities and outputs and their
implication for decision making.

C.2 Analyse shortterm pricing and
product decisions.

(d) Explain why joint costs
must be allocated to final
products for financial
reporting purposes but why
this is unhelpful when
decisions concerning
process and product viability
have to be taken.

•

•

The allocation of joint costs and
decisions concerning process and
product viability based on relevant
costs and revenues.
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1. Reasons for other costing techniques
•

When a different technique better suited to the product/service.

•

When an organisation wants to gain a better understanding of its cost structure.

•

More appropriate costing method leads to better decision making.

2. Joint product costing
•

Appropriate when multiple products being produced from one process e.g. petrol,
diesel etc.

•

Joint products are multiple products being produced from a common process, which
after separation all have a high enough value to be called a main product.

•

A by-product has a significantly lower value than its main product.

Joint products are defined as two or more products produced by the same process and
separated in processing, each having a sufficiently high saleable value to merit recognition
as the main product.
By-product is defined as output of some value produced incidentally in manufacturing
something else (main product).
•

The point where products separate is called the “split-off” point.

•

Joint costs are those incurred before the split-off point.

•

Common costs are those that relate to multiple products e.g. fixed overheads.

•

Separately costing by-products is not practical due to their relative insignificance.

•

Only the net revenue from sale of a by-product is recorded in the accounts.
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Methods of Joint Cost Apportionment
•

Physical measurement of the joint products (according to the units of each product).

•

Market value (according to the market value of each product at the split-off point).

•

Net realisable value (adjusting market values of each product for any further
processing costs).

Test Your Understanding 1 – Joint product costing
Corn master produces 2 joint products: popcorn microwave bags and corn cereals. The totals on costs are
£880 and the following information is provided on each product:
Units produced

Units sold

Unit selling
price

popcorn microwave bags

150

120

3.5

corn cereals

400

350

1

Joint
cost
£880

Apportion the joints costs between the products using the following apportionment methods:
•

Physical measurement

•

Market value at point of separation

•

Net realisable value / net relative sales value
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4. Throughput accounting
Throughput accounting is a variable cost accounting presentation based on the
definition of throughput (sales minus material and component costs).
Throughput Contribution = Revenue – Direct Material Cost
•

Throughput accounting assumes
materials/components cost.

all

costs

to

be

fixed

except

direct

•

All other labour costs and factory overheads are termed “conversion costs”.

•

Investment is the term used to define all the money tied up in the business to get the
throughput e.g. unused raw material stock, unsold inventory, non-current assets etc.

•

Operating expenses are the money spent to produce the throughput (to convert the
inventory into throughput).

•

Operating expenses are not fixed costs as they also include the selling expenses (i.e.
the cost to turn inventory into throughput).

•

Therefore, Profit = Throughput Contribution – Operating Expenses.

•

The aim of throughput accounting is to maximise throughout contribution.

•

Inventory valuation is at the cost of raw materials only.

Throughput and Bottleneck Resources
A constraint or a bottleneck resource is an activity,
resource or policy that limits the ability to achieve an
objective.
Theory of constraints (TOC) – a production system where the key financial concept s the
maximisation of throughput while keeping conversion and investment costs to a minimum.
If the organisation cannot match the customer demand due to a constraining resource, it
should allocate that resource most profitably among all its products.
•

The objective should be to maximise throughput.

•

This constraining resource/process is called a “bottleneck”.

•

Other resources should not be used more than this “bottleneck” capacity.

Steps to maximise throughput in case of a constraining resource:
1) Identify the bottleneck resource.
2) Calculate throughput contribution per unit per product.
3) Calculate throughput contribution per unit of bottleneck resource per product.
4) Rank the products in descending order of throughput contribution per unit of bottleneck
resource.
5) Assign bottleneck resource to products according to this ranking.
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Throughput Accounting Measures
𝑇ℎ𝑟𝑜𝑢𝑔ℎ𝑝𝑢𝑡𝑐𝑜𝑛𝑡𝑟𝑖𝑏𝑢𝑡𝑖𝑜𝑛
𝑃𝑟𝑜𝑑𝑢𝑐𝑡 ! 𝑠𝑡𝑖𝑚𝑒𝑜𝑛𝑡ℎ𝑒𝑏𝑜𝑡𝑡𝑙𝑒𝑛𝑒𝑐𝑘𝑟𝑒𝑠𝑜𝑢𝑟𝑐𝑒
𝑇𝑜𝑡𝑎𝑙𝑓𝑎𝑐𝑡𝑜𝑟𝑦𝑐𝑜𝑠𝑡
𝐶𝑜𝑠𝑡𝑝𝑒𝑟𝑓𝑎𝑐𝑡𝑜𝑟𝑦ℎ𝑜𝑢𝑟 =
𝑇𝑜𝑡𝑎𝑙𝑡𝑖𝑚𝑒𝑜𝑛𝑡ℎ𝑒𝑏𝑜𝑡𝑡𝑙𝑒𝑛𝑒𝑐𝑘𝑟𝑒𝑠𝑜𝑢𝑟𝑐𝑒
𝑅𝑒𝑡𝑢𝑟𝑛𝑝𝑒𝑟𝑓𝑎𝑐𝑡𝑜𝑟𝑦ℎ𝑜𝑢𝑟
𝑇ℎ𝑟𝑜𝑢𝑔ℎ𝑝𝑢𝑡𝑎𝑐𝑐𝑜𝑢𝑛𝑡𝑖𝑛𝑔𝑟𝑎𝑡𝑖𝑜 =
𝐶𝑜𝑠𝑡𝑝𝑒𝑟𝑓𝑎𝑐𝑡𝑜𝑟𝑦ℎ𝑜𝑢𝑟
𝑅𝑒𝑡𝑢𝑟𝑛𝑝𝑒𝑟𝑓𝑎𝑐𝑡𝑜𝑟𝑦ℎ𝑜𝑢𝑟 =

Disadvantages of throughput accounting
•

It takes a short-term view.

•

In the longer term all costs vary with production or another cost driver.

•

Another method of costing would be needed for the long-term view.

Test Your Understanding 2 – Throughput accounting
Robert J Ltd produces 2 chocolate bars.
Milky

Bounty

£1.5

£2

Direct material cost per bar

£1

£1.1

Maximum demands (bars)

50,000

60,000

3

6

Selling price per bar

Time required on the bottleneck (hours per bar)
Robert J Ltd has 210,000 bottleneck hours available each period.
Total factory costs amount to £24,500 in the period.
Please calculate the optimum product mix and the maximum profit.

Page 5

P1 – Management Accounting

CH3 – Other costing techniques

6. Environmental Management Accounting (EMA)
Environmental cost accounting is defined as the
generation
analysis
and
use
of
monetarised
environmentally-related information in order to improve
corporate environment and economic performance.
(Rupert Howe)
The need for environmental accounting arose due to:
•

A greater awareness of the environmental impact of
businesses.

•

The need to satisfy customers’ concerns regarding this
impact.

•

To maintain a moral, environment friendly reputation.

•

Increased legislation regarding environmental issues.

•

To better manage the risk from environmental disasters.

•

To benefit from cost saving from efficient use of non-renewable resources.

•

The need to recognise the importance of sustainability.

The impact of EMA
•

Helps identify costs of activities related to the environment.

•

Helps identify and monitor the usage of resources.

•

Recognises environmental aspects in investment decisions.

•

Assessment of environmental risks.

•

Performance indicators for activities affecting the environment.

•

Benchmarking against environmental best practice.

Impact on Financial Performance
•

Increase in sales due to better reputation and/or catering to customers’ concerns
about the environment.

•

Cost savings due to monitoring and better utilisation of resources.

•

There may be additional costs of conformance to regulations.

•

Helps avoid costs of failure such as cleanup costs after a spill.
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Types of Environmental Costs
•

Prevention Costs e.g. cost of protective gear, staff training in environmental policies
etc.

•

Appraisal Costs e.g. monitoring performance, inspection checks to prevent fines etc.

•

Internal Failure Costs e.g. waste disposal or cleanup costs, compensation costs etc.

•

External Failure Costs e.g. effects of carbon emissions, reputational damage etc.

Methods of Accounting for Environmental Cost
1. Environmental activity based accounting: environmental costs are traced to their
cost drivers and charged to products.
2. Input/output analysis: input materials purchased and energy consumed is
balanced against the outputs produced as well as the waste from the production of
these output.

Advantages/Disadvantages of EMA
Advantages

Disadvantages

More accurate costing and pricing of
products.

Time-consuming and expensive to operate.

Improved control on environmental costs.

Difficult to quantify costs and determine
cost drivers.

Quantifies cost savings from environmental Difficult to determine external cost such as
policies.
the contribution to the carbon footprint.
Helps incorporate environmental costing in
the strategy.

Would be at a competitive disadvantage
against an organisation that doesn’t
include environmental costs.

7. Solutions to Test Your Understanding
Test Your Understanding 1 – Joint product costing
Apportionment by physical measurement:
𝐽𝑜𝑖𝑛𝑡𝑐𝑜𝑠𝑡
£880
=
= £1.6 𝑝𝑒𝑟𝑢𝑛𝑖𝑡𝑓𝑜𝑟𝑝𝑜𝑝𝑐𝑜𝑟𝑛 𝑎𝑛𝑑 𝑐𝑒𝑟𝑒𝑎𝑙s
𝑈𝑛𝑖𝑡𝑠𝑝𝑟𝑜𝑑𝑢𝑐𝑒𝑑
550
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Trading results:
Popcorn

Cereals

Total

£420

£350

£770

=120 x £3.5

=350x £1

£192

£560

=120 x £1.6

=350 x £1.6

Profit /(Loss)

£228

(£210)

£18

Value of closing
inventory

£48

£80

£128

=30 x £1.6

=50 x £1.6

Sales

Cost of sales

£752

£
Sales value of Popcorn

150 x £3.5

525

Sales value of Cereals

400 x £1

400
925

Joint cost

880

Profit

45

This total profit figure should be used to evaluate the viability of the common process.
Something to consider – the fact that there is a loss on cereals doesn't mean, that we should stop producing it.
That “loss” was created by the joint cost apportionment: selling price [1] – share of joint cost [1.6]= loss (0.6)
If cereals were not produced, then also the popcorn would not be produced.
Apportionment by market value at point of separation:
Sales value of
production

Proportion

£

Joint cost
apportionment

Per unit

£

£

Popcorn 150 x £3.5

525

0.57

501.60

3.34

Cereals 400 x £1

400

0.43

378.40

0.95

880
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Trading results:
Popcorn

Cereals

Total

£420

£350

£770

£400.80

£332.50

£733.3

=3.34 x 120

=0.95 x 350

Profit/ (Loss)

£19.20

£17.50

£36.7

Profit / sales

4.57%

5%

4.77%

£100.20

£47.50

30 x 3.34

=50 x 0.95

Sales
Cost of sales

Closing inventory

Apportionment by net realisable value
Used when sales value at the split-off point is unknown.
Further information needed:
Further processing costs

Selling price after further processing

£250 + £2 per unit

£7.10

£210 + £1.5 per unit

£3.50

Apportionment of joint costs:
Popcorn

Cereals

£

£

1,065

1,400

=150 x £7.10

=400 x £3.50

550

810

=250 + 150 x 2

=210 + 400 x 1.5

515

590

Joint cost apportionment (515:590)

410.14

469.86

Joint cost per unit

£2.73

£1.17

(410.14/150)

(469.86/400)

Final sales value of production (A)

Further processing costs (B)

(A-B)

Trading result (for common purposes only)
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£

£

£

Sales

770

Joint cost

880

Less: Closing inventory
Popcorn: 30 x £2.73

81.90

Cereals: 50 x £1.17

58.50
140.40

Cost of Sales

739.60

Profit

30.40

Test Your Understanding 2 – Throughput accounting
Milky

Bounty

£

£

1.5

2

1

1.1

0.5

0.9

3

6

0.17

0.15

(0.5/3)

(0.9/6)

1st

2nd

Selling price
Direct material
Throughput
No of bottleneck hours per bar
Return per factory hour

Bars

Milky

50,000

Bottleneck hours
per bar

Bottleneck hours

3

150,000

Throughput
£
25,500
(150,000*0.17)

Bounty

10,000 (bal)

6

60,000 (bal)

9,000
(60,000*0.15)

210,000

34,500

Total factory cost

24,500

Gross profit

10,000
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8. Chapter summary
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