Specialist costing


ACCA

F5: Performance Management

Specialist Costing Techniques;

· Absorption Costing

· Marginal Costing

· Activity Based Costing

· Target Costing

· Life cycle Costing

· Back Flush Accounting

· Throughput Accounting (Theory of constraint)

A SPECIALIST COST AND MANAGEMENT ACCOUNTING TECHNIQUES 
1. Activity based costing 
(a) Identify appropriate cost drivers under ABC. [1] 

(b) Calculate costs per driver and per unit using ABC. [2] 

(c) Compare ABC and traditional methods of overhead absorption based on production units, Labour hours or machine hours. [2] 

(d) Explain the implications of switching to ABC for pricing, sales strategy, performance management and decision-making. [2] 

2. Target costing 
(a) Derive a target cost in manufacturing and service industries. [2] 

(b) Explain the difficulties of using target costing in service industries. [2] 

(c) Explain the implications of using target costing on pricing, cost control and performance management. [2] 

(d) Suggest how a target cost gap might be closed. [2] 

3. Life-cycle costing 
(a) Identify the costs involved at different stages of the life cycle. [2] 

(b) Explain the implications of lifecycle costing on pricing, performance management and decision-making. [2] 

4. Back-flush accounting 
(a) Describe the process of back-flush accounting and contrast with traditional process accounting. [2] 

(b) Explain the implications of back flush accounting on performance management and the control of a manufacturing process. [2] 

(c) Identify the benefits of introducing back- flush accounting. [2] 

(d) Evaluate the decision to switch to back flush accounting from traditional process control. [3] 

5. Throughput accounting 
(a) Calculate and interpret a throughput accounting ratio (TPAR). [2] 

(b) Suggest how a TPAR could be improved. [2] 

(c) Apply throughput accounting to a multi-product decision-making problem. [2]
Absorption Costing: 

· For financial reporting purpose

1. Allocation cost: it is a process by which whole cost items are charged directly to a cost unit or cost center.

2. Apportionment: Sharing out overhead to production and service cost centers. And sharing out the cost within service cost center to production cost centers.

3. Absorption; Overhead absorption rate (OAR)

Estimated (Budgeted) cost / Budgeted activity level e.g. units, hours etc…

Reason for using absorption costing

1. Inventory valuation

2. Pricing decision

3. Establishing the profitability of different product.

Marginal Costing; 

For decision making purpose

· Fixed costs are dealed with separately and treaded and traded as period cost.

· It doesn’t in the unit cost.

· Inventories are valued at variable production cost.

- There may be different profit figures under Marginal and Absorption costing because of different inventory level from period to period.

- If opening inventory unit > closing inventory unit; then profit under marginal costing may greater than absorption costing Vise visa. 

-The reason is that under absorption costing system, fixed costs are included in inventory valuation and some of these cost may carried forward together with closing inventories. 

Absorption costing system;

· When sales fluctuate, because of seasonality in sales demand but production is held constant, then absorption costing system provides smooth profit (not with sales level.)

· Pricing base on Absorption costing may cover fixed cost but marginal costing cannot guarantee that contribution will cover fixed cost.

· Accounting Standard required full cost valuation to inventory.

Marginal costing

· It shows how an organization’s cash flow and profit are affected by changes in sale volumes since contribution varies in direct proportion to unit sold.

· Separating fixed and variable cost are vital for decision-making.

· For short-term decision-making, consider maximizing contribution.

Activity Based Costing (ABC)
Futures of a modern manufacturing environment

An increase in support services, which are unaffected by changes in production volume.
An increase in overheads as a proportion of total costs. There is difficulty in apportion O/H cost on different product.

Inadequacies of absorption costing.

Absorption costing implied all overheads as related to production volume.
¨Absorption costing is
developed at a time when organizations produced only a narrow range of

Products and overheads were only a small fraction of total costs.

¨
It will tends to allocate too greater a production of overheads to larger productions.

Development of ABC



ABC is based on the insight that activities create cost, while products consume activities.


Overhead cost is collected in cost pools, which correspond to particular activities. That generates costs. Outline of an ABC system.

1. Identify major activities

2. Identify cost drivers

3. Collect cost associated with each activity into cost pools.

4. Charge costs to products on the bass of the number of an activity’s cost driver they generate.

Merit of ABC;
· Simple (once information is obtained)

· ABC recognizes complexity with its multiple cost drivers.

· Absorption rates more closely linked to causes of overheads because many cost



Drivers are used.

Criticisms of ABC;

· More complex and so should only be introduced if additional cost information is collected.

· Can one cost driver explain the behavior of all items in a cost pool?

· Cost drivers might be difficult to identify.

Using ABC in Pricing

Nowadays; much of the overhead cost incurred is the cost of support activities like

Production scheduling the more different varieties of product there are, the higher the level of such activities will become.

In a modern manufacturing environment, marginal cost plus and absorption cost based approach will give rise to problem. ABC will solve this problem. 

ABC Vs Sales Strategy


A product with few-set ups, material movements on inspection will have lower costs under ABC than traditional costing. Reduce in selling price may not cover loss in sales revenue and contribution. So, sale effort will make on different product with high profit margin.

Performance measurement 


Planning for production make easy when the relation between activities products/services and their cost are established.


ABC is a basis for forward planning and budgeting. Cost of service department can easily be controlled because they are included in driver.

Decision Making: ABC gives management an indication of decision level at which costs can be influenced E.g.-Modified production process, product lines may need to be merged or cutout.

Target Costing

Market price of product

(-) Required profit

-----------------------------

Target cost

------------------------------
Target costing involves setting a target cost by subtracting a desired profit margin from a competitive market price.


This target cost may be less than planned initial product cost.

 But it is expected to be achieved by the time the product reaches the maturity stage of the product life cycle.


Target cost gap = Estimated cost - Target cost 


Make effort to close the gap. This is likely to successful if efforts are made to design out costs prior to production rather than to control out cost during the production phase.


Negotiate with the customer before making the decision about whether to go ahead with the project.

With target costing there is focus on.

(1) Price - led costing

(2) Customers, customer’s requirements for quality, cost and time is incorporated into product and processes decisions.

(3) Design cost control is emphasized at the design stage so any engineering changes must happen before production starts.

Closing a target cost gap
· Reducing the number of components

· Training staff in more efficient techniques

· Using cheaper staff combined with standardized working methods

· Acquiring new-more efficient technology

· Cutting out non-value-added activities


Target cost will be through out with entire product life cycle.




Target cost will be gradually being reduced.




This reduction will be incorporated into the budgeting process.

Target Costing in service industries
Service business may include

· Mass service; Banking Sector, transportation mass entertainment.

Either/or e.g. - fast food, teaching, hotel & holidays     







· Personal service; pensions & financial advice.

Five major characteristics of services
(1) Intangibility:  no physical, no tested, feel, visible

(2) Inseparability or simultaneity: Many services are created at the same time as they 





    

   are consumed.

(3) Variability or heterogeneity: difficult to maintain consistency in the standard 





  


    output.

(4) Perish ability: The services of a beautician are purchased for a 





 


     period of time.

(5) No transfer of ownership: Services do not result in the transfer of property. The purchase of a service only confers on the customer access to or a right to use a facility.

A service business needs a mix of quantitative and non-quantitative information to price its services.


· Controlling total cost of service operation.

· Positive cash flow to finance activities.

· Operation information to identify how costs are incurred and on what services.

Small service business uses ABC

 
For service business, management accounting information should in corporate the key drivers of service costs.

· Customer satisfaction surveys, complaints.

· Opportunities cost of not providing a service

· Avoidable/unavoidable costs.
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Life Cycle costing

Product life cycles costs are incurred from its design stage through development to market launch, production and sales and finally to it have eventually withdraw from the market.
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Products’ cost over its life cycle

· Research and development cost

Design, Testing, Production process and equipment

· Training cost

· Production cost

· Distribution cost

· Marketing cost

Customer services, Field maintenance, Brand Promotion.

· Inventory costs

· Retirement and disposal costs (end of life cycle)

Life cycle costing is the accumulation of cost over a product’s entire life. Non-production costs are traced to individual products over complete life cycles. So that product profitability can be understood clearly.  

 However, traditional accounting system prepare account base on accounting year. Non-production costs are as period expenses.

Advance manufacturing technology environment find that nearly 90% of a product’s life cycle cost is determined by decision made early within the cycle at the design stage.


Careful design of the product and manufacturing and other process will keep cost to minimum over the life cycle. 

MAXIMINISE THE RETURN OVER THE PRODUCT LIFE CYCLE

Minimize the time to market

· Time taken to new product should not take too long because competitor may take market before company’s products are launch, result in lost in market share and losses in revenue and profit.

· It is worthwhile incurring extra costs to keep the launch on schedule or to speed up the launch.

· Minimize breakeven time will make more liquidity and research and development cost will be repaid and further product can be developed.

· Minimize product proliferation 

· Slower update and superseded may generate more revenue to cover cost of product.

· Maximize the length of the life span.
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· By entering different national of regional markets one after another may be able to maximize revenue. This allows resources to be better applied and sales in each market to be maximize.


But also consider quick launch are required because of competitor. 
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Changes to plan time period can be incorporated into the map and the resulting changes to the return factor at set point after release highlighted.

Service and product life cycle

Research and development cost may not exist in service organization.

Different process may fulfill it service to complete carrying out service with minimize cost are required.

Project; Discounted cash flow calculation are used to cost them over project life cycle in advance.


Customer life cycle

Encouraging customer loyalty.

As existing customer tend to be more profitable than news ones. They should be retained wherever possible.


CUSTOMER becomes profitable over their life cycle.

EXAMPLE, Bank account opening, taking insurance

Once customers get used to their supplier they tend to use them more frequently.

Back flush Accounting

Costs are calculated and charged when the product is sold or when it is transferred to the finished goods store.

In modern manufacturing environment, 

· Flexibility and ability to respond quickly to customer demands are vital.

· Product life cycles are shorter and products must be brought to the market quickly.

· New technology has been introduced.

To cope with such modern features, costing system has developed to reflect this.

 Just in time is a system whose objectives is to produce or procure products or components as they required rather than for store as inventory.


With JIT system, a disruption at any point in production system becomes a problem for whole operation to resolve.


Every one in production process is interested in every production process to ensure smooth running.


JIT required continuous improvement and the research for excellence in the design and operation of the production management.

Traditional Manufacturing System

· Direct Labour and Manufacturing Equipment are important aspect of production.

· Surplus inventory should be stored.

· Focus on efficiency and reduce production cost per unit.

Backflush costing is suitable for use in JIT environment.

It recognized that costs are attached to output only, so simplifying the costing technique or system. No more WIP Account.


In JIT production system, Backflush costing assume all entries are made at almost the same moment and so different accounting system can be used.

Back flush Accounting

Costs are calculated and charged when the product is sold or when it is transferred to the finished goods store.

Benefit of using Backflush accounting,

· It simplifying accounting entry unlike process accounting system. 

· Fewer accounting entry.

Limitation of Backflush accounting,

· Only appropriate for JIT system. (Production unit = sale unit)

· If external report is prepared, inventory level should be same level.

· During production process, proper production control is required to control cost.

Theory of constraints (TOC) and Throughput accounting (TA)

Theory of constraint is an approach to production management, which aims to maximize sales revenue less material and minimize variable overhead cost.


It focus on factors such as bottle necks which act as constraints to maximization.


Bottlenecks resources or binding constraint; an activity, which has a lower capacity than proceeding, or subsequent activities, there by limiting throughput.

The overall aim of TOC is to maximize throughput contribution 

i.e. SALE – MATERIAL COST; while keeping conversion cost and investment cost to minimum.


A strategy for increasing throughput contribution will only be accepted if conversion and investment cost increase by lower amount than increase in contribution.


Principal concept of throughput Accounting

· In the short run, all costs expect materials are Fixed cost.

· The ideal inventory level is zero and so unavoidable, idle capacity in some operations must be accepted because if there is no customer order, therefore is no production. 

· WIP is valued at material cost only, as no value is added and no profit earned until a sale take place.

· TA is suitable for short terms decisions making.

· It only concentrates on materials while other costs are not controlled.

· Product should be made when customer order is accepted.

Comparison between Conventional costing and Throughput Accounting 

	Traditional Costing
	TA

	· Inventory is an asset
	· Inventory is not an asset.

It is a result of unsynchronized manufacturing and is a barrier to making profit.

	· Cost can be classified either as direct or indirect.
	· Such classifications are no longer useful.

	· Product profitability can be determined by deducting a product cost from selling price.
	· Profitability is determined by the rate at which money is earned.

	· Profit can be increase by reducing cost elements.
	· Profit is function of material cost, total factor cost and throughput.


Bottlenecks resources; the aims of modern manufacturing approach is to match production resources with the demand for them, that is no constraint.


Overtime, product changes and process alternations to reduce set up and waiting times may reduce bottlenecks.

Production capacity must be fully utilized.

Investment in new equipment may be necessary.

Other factors, which might limit throughput, are;

· The existence of uncompetitive selling price so deters production.

· The need to deliver on time to particular customer so limits production time.

· The lack of product quality and reliability so increase repair or rework time.

· The shortage of production resources, for examples, running out of material, waiting for material from supplier, machine breakdown and accidence at work etc…

Performance Measures in Throughput Accounting

· Return per factory Hour;
SALE- DIRECT MATERIAL COST

Usage of bottleneck resources in hour

Using this ration, enable business to take decision when resource is in scare supply.

· Throughput accounting ration;

Return per factor hour 
Total conversion cost per factory hour

The greater the throughput ratio, the more profitable to produce the product.

Other factors to be considered beyond TA ratio.

Organization cannot produce and market products based on short term profit considerations alone.

Strategic level issues such as 

· Market developments,

· Product developments and

· The stage of product life cycle must also be taken into account.

Costing Techniques
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