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Preface 

Cost Accounting 
Studying cost accounting is one of the best business investments a student can make. 
Success in any organization-from the smallest store to the largest multinational 
corporation-requires the use of cost accounting concepts and practices. Cost accounting 
provides key data to managers for decision making, planning and controlling, costing 
products and services, and even managing customer relationships. 

This text focuses on how cost accounting helps managers make better decisions, as 
cost accountants are integral members of an organization's decision-making team. In order 
to emphasize this prominence in decision making, we focus on basic concepts, analyses, uses, 
and procedures instead of on procedures alone. It is important to recognize cost accounting 
as a managerial tool for business strategy and implementation. We also prepare students for 
the rewards and challenges they will face in professional cost accounting today and tomor
row. For example, we emphasize the development of analytical skills and tools, such as 
Excel, to leverage available information technology, an evolving approach to sustainability, 
and the values and behaviours that make cost accountants effective in the workplace. 

New to This Edition 
Deeper Consideration of Global Issues 
Businesses today integrate into an increasingly global ecosystem, including supply chains, 
product markets, and the market for managerial talent, and have become more interna
tional in their outlook. To illustrate this, we incorporate global considerations into many 
of the chapters. For example, the challenges of budgeting in multinational companies, 
issues in evaluating the performance of divisions located in different countries, and the 
importance of transfer pricing in minimizing the tax burden faced by multinational com
panies are discussions (with new examples) of management accounting applications in 
companies drawn from international settings. 

Greater Emphasis on Sustainability 
This edition places significant emphasis on sustainability as one of the cr itical managerial 
challenges of the coming decades. Many managers are promoting the development and 
implementation of strategies to achieve long-term financial, social, and environmental 
performance as key imperatives. We highl ight this early in the text and maintain the focus 
through chapter "Sustainability in Action" examples that show the impact of effective 
cost accounting and decision making in organizations today. 

Selected Chapter-by-Chapter Content Changes 
Thank you for your continued support of Cost Accounting. ltz every new edition, we 
strive to improve this text. 

Chapter 1 includes greater discussion of sustainability and innovation and why these 
issues have become increasingly critical for managers. We discuss the challenges of plan
ning and control for innovation and sustainability and how companies use these systems 
to manage these activities. We continue to emphasize the importance of ethics, values, and 
behaviours in improving the quality of financial reporting. 

Chapter 2 has been updated to make it easier for students to understand core cost 
concepts and to provide a framework for how cost accounting and cost management help 
managers make decisions. We have added more material on environmental costs to explain 
how and why these costs may be missed in costing systems. 

xix 
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Chapter 3 now includes greater managerial content, using examples from real com
panies to illustrate the value of cost-volume-profit analysis in managerial decision making. 
This aligns with revisions in Chapter 4 that discuss adjusting normal costs to actual costs 
using end-of-accounting-year adjustments for different contexts. The chapter also develops 
the criteria for allocating costs and relates them to real examples to highlight why manag· 
ers need allocated cost information to make decisions. 

Chapter 5 has additional content on product undercosting and overcosting and refin· 
ing a costing system. We integrate the discussion of behavioural considerations in imple
menting activity-based costing with the technical material in the chapter. 

Chapter 6 presents material on innovation and development costs in the annual 
budget and the revenues earned in that year. The chapter describes ways to delink inno
vation from current-year operational performance by developing measures to monitor the 
success of innovation efforts. We also elaborate on tradeoffs managers must make when 
choosing different organization structures. This is built upon in both Chapters 7 and 8 as 
we develop a revised comprehensive summary of the variances. 

Chapter 9 retains the simplified two-period integrated example of capacity choice. 
There is greater emphasis on linking the impact of the choice of capacity concept to recent 
changes in fi nancial reporting and tax requirements. 

Chapters 10 and 11 are a practical guide to various cost estimation techniques and 
the determination of the relevance of costs. New content is provided on the costs of quality 
and the impact of time on the costing and decision-making process. Many revisions are 
related to the reorganization of the text in the seventh edition. 

Chapter 12 focuses on pricing decisions in the long· and short-term contexts, and 
builds on material in Chapters 10 and 11 to expand understanding of opportunity and 
relevant costs in how a pricing decision is made. 

Chapter 13 is focused on the application in financial, operational, and sustainability 
decision making. Revisions in this chapter focus on relating concepts to practical examples 
and other ideas throughout the text. 

Chapter 14 has been revised to improve exposition on a variety of concepts in cost· 
ing, building on changes to Chapter 15, which has been updated to reflect the continuing 
evolution of ASPEIIFRS with regard to joint cost allocations. The chapter provides a dis
cussion of the rationale for joint-cost allocation and the merits and demerits of various 
joint-cost allocation methods. 

Chapter 16 discusses revenue allocation methods and customer profitability. The 
exhibits for revenue allocation have been summarized to allow for easier comparison of 
the methods. The discussion around revenue variance analysis is now focused on the con· 
tribution margin approach. 

Chapters 17 and 18 provide a managerial lens on the estimation of equivalent units 
and the choice between the FIFO and weighted-average costing methods, both in the chap· 
ter content and in new vignettes and real-world examples. The exhibits have been refor· 
matted to make clear how various components are added to get the total costs. Chapter 18 
emphasizes, with illustrative examples, the theme of striving for zero waste and a sustain· 
able environment. 

Chapter 19 provides revised content to examine traditional and just-in-time purchas
ing. The focus remains on developing an effective costing strategy for inventory management. 

Chapter 20 focuses on the role of capital budgeting in supporting sustainable long· 
term projects. The new opening vignette looks at the financing of residential solar panels. 
The integrated example deals with various examples throughout the chapter and in the 
new "Concepts in Action" illustrate how companies incorporate sustainability in their 
capital budgeting decisions. 

Chapter 21 has been revised to address the most recent developments in the con· 
troversial use of transfer prices for tax minimization by multinational corporations, with 



several real-world examples. The revision also highlights the changing regulatory envi
ronment across the world and provides updated information on the use of tools such as 
advance pricing agreements. 

Chapter 22 updates include the responsibility of executives and boards of directors 
for corporate governance. This chapter reviews the most recent legislation in Canada, the 
United States, and the European Union and how it impacts both executive compensation 
and corporate governance. 

Features 
• Learning objectives are the important concepts in each chapter. Expressed in every

day language, these are also aligned with the CPA Competency Map to ensure the 
most coverage possible. Learning objectives are mapped throughout the chapter, 
end-of-chapter material, My Lab Accounting, and instructor resources. 

• Opening vignettes. Each chapter opens with a vignette on a real company situation. 
The vignettes engage the reader in a business situation or di lemma, illustrating why 
and how the concepts in the chapter are relevant in business. 

• CPA Competencies. We have increased the focus on covering the competencies outlined 
in the CPA Competency Map and Knowledge Supplement in the eighth edition. Each 
chapter now includes a list of professional competencies and levels covered in that 
chapter. These features will allow students and faculry interested in CPA designation to 
become familiar with the Competency Map and the material covered in the book. 

• Excel exhibits give students a glimpse into the real-world presentation of accounting, 
financia l statements, and schedules designed to mimic how they would look in Excel. 

• "In Action" boxes. Found in every chapter are "Concepts in Action" boxes that 
cover real-world cost accounting issues across a variery of industries, including 
defense contracting, entertainment, manufacturing, retailing, and sports. We also 
include new "Sustainabiliry in Action" boxes to show how cost accountants in real
world situations use sustainabiliry strategies to gain competitive advantage for their 
organizations. 

• Decision Points appear at the end of the chapter in a question-and-answer format 
summarizing the chapter's learning objectives. Each point presents a key question, 
and the guidelines are the answer to that question. 

Pract ice and Assessm e nt 
• Try It! Interactive questions are found throughout the chapter and provide students 

the opportunity to apply the concept they just learned. Solutions to Try It! questions 
are provided at the end of the chapter. Select Try It! questions are avai lable on My Lab 
Accounting for extra practice. 

• Pulling It All Together is a problem for self-study appearing at the end of each chap
ter. A fully worked solution is provided directly after it. This helps students check 
their understanding of chapter topics. 

• Terms to Learn provide accounting terms discussed in that chapter, along with a page 
reference in the chapter where a student can find its definition. Definitions are also 
provided in the Glossary. 

Assignment Material 

This includes Short-Answer Questions, Exercises, Problems, Collaborative Learning 
Cases, and Mini-Cases. 

• Short-answer questions test students' understanding of single topics. 
• Exercises, Problems, and Cases provide multitopic questions. All are tagged with the 

learning objective(s) being tested, and an icon identifies if that exercise is also avail
able in My Lab Accounting. 

• In some cases, Excel templates are available for an exercise, and these, too, are indi
cated by an icon. 

• Problems also include Check figures to allow students to see their progress at a set 
point during their completion. 
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Instructor Resources 
These instructor supplements are available for download from a password-protected sec
tion of Pearson Canada's online catalogue (www.pearson.com). Navigate to your book's 
catalogue page to view a list of available supplements. Speak to your local Pearson sales 
representative for details and access. 

~ • Instructor's Solutions Manual. The solutions manual provides instructors with a 
complete set of solutions to all the end-of-chapter material in this text. New to 
the eighth Canadian edition, an icon now shows which exercises/problems are also 
available on My Lab Accounting. 

• Computerized Test Bank. Pearson's computerized test banks allow instructors to fil 
ter and select questions to create quizzes, tests, or homework. The more than 2,000 
exercises and problems can be filtered by difficulty, taxonomy, Learning Objectives, 
and CPA competencies. These questions are also available in Microsoft Word for· 
mat. Instructors can revise questions or add their own. 

• PowerPoint Presentations. These presentations offer helpful graphics that illustrate 
key figures and concepts form the text, chapter outlines, and examples. 

• Image Library. The exhibits and photos from the textbook are available in .jpeg 
format, for use in customizing your own course material or presentations. 

• Excel Templates. Excel templates for selected end-of-chapter exercises and problems 
allow students to use Excel. Exercises and problems in the chapter that have a tem· 
plate online are identified by an icon. 

• Learning Solutions Managers. Pearson's Learning Solutions Managers work 
with faculty and campus course designers to ensure that Pearson technology 
products, assessment tools, and online course materials are ta ilored to meet 
your specific needs. This highly qual ified team is dedicated to helping schools 
take full advantage of a wide range of educational resources, by assisting in the 
integration of a variety of instructional materials and media formats. Your local 
Pearson Canada sales representative can provide you with more details on this 
service program. 

Acknowledgments 
Cost Accounting, eighth Canadian edition, is the product of an ongoing effort to provide 
an educational and reference resource that will forever be useful to the student and prac
titioner. I still have a copy of Horngren from a much earlier edition in the 1990s. I aspire 
to the standard that Chuck Horngren set. 

I am indebted to those who provided their time, support, and feedback throughout 
this process: 

Alym Amlani, 
Kwantlen Polytechnic University 

Dom Cianflone, 
York University 

Laura Dallas, 
Kwantlen Polytechnic University 

James Guthrie, 
Northern Alberta Institute of Technology 

Rhonda Heninger, 
Southern Alberta Institute of Technology 

Aadil Meral i Juma, 
McMaster University 

Dianne MacDonald, 
Conestoga College 

Michelle Nicholson, 
Okanagan College 

John Parkinson, 
York University 

Daphne Rixon, 
Saint Mary's University 

Glen Stanger, 
Douglas College 



I want to thank our colleagues who helped us greatly by accuracy checking the text 
and supplements. And the people at Pearson Canada for their hard work and dedication, 
including Megan Farrell, Suzanne Simpson Millar, and Sally Glover. This is a team effort. 
I am deeply appreciative of their good spirits, humour, and patience to stay calm. Appre
ciation also goes to the Chartered Professional Accountants of Canada and many other 
publishers and companies for their generous permission to quote from their publications. 
I am grateful to the professors who contributed assignment material and to Steve Janz for 
the development of Excel program material. 

Louis Beaubien 

PREFACE e XXIII 



This page intentionally left blank 



About the Authors 

SRIKANT M. DATAR-is the Arthur Lowes Dickinson Professor of Business Administra
tion at the Harvard Business School, Faculty Chair of the Harvard University Innovation 
Labs, and Senior Associate Dean for University Affairs. A graduate with distinction from 
the University of Bombay, he received gold medals upon graduation from the Indian Insti
tute of Management, Ahmedabad, and the Institute of Cost and Works Accountants of 
India. A chartered accountant, he holds two master's degrees and a PhD from Stanford 
University. 

Datar has published his research in leading accounting, marketing, and opera
tions management journals, including The Accounting Review, Contemporary Account
ing Research, Journal of Accounting, Auditing and Finance, Journal of Accounting and 
Economics, Journal of Accounting Research, and Management Science. He has served 
as an associate editor and on the editorial board of several journals and has presented 
his research to corporate executives and academic audiences in North America, South 
America, Asia, Africa, Austra lia, and Europe. He is a coauthor of two other books: 
Managerial Accounting: Making Decisions and Motivating Performance and Rethinking 
the MBA: Business Education at a Crossroads . 

Cited by his students as a dedicated and innovative teacher, Datar received the 
George Leland Bach Award for Excellence in the Classroom at Carnegie Mellon Univer
sity and the Distinguished Teaching Award at Stanford University. 

Datar is a member of the board of directors of Novartis A.G., ICF International, 
T-Mobile US, and Stryker Corporation and Senior Strategic Advisor to HCL Technologies. 
He has worked with many organizations, including Apple Computer, Boeing, DuPont, 
Ford, General Motors, Morgan Stanley, PepsiCo, Visa, and the World Bank. He is a 
member of the American Accounting Association and the Institute of Management 
Accountants. 

MADHAV V. RAJAN-is the Robert K. Jaedicke Professor of Accounting at Stanford Uni
versity's Graduate School of Business. He is also Professor of Law (by courtesy) at Stan
ford Law School. From 2010 to 2016, he was Senior Associate Dean for Academic Affairs 
and head of the MBA program at Stanford GSB. In 2017, he will receive the Davis Award 
for Lifetime Achievement and Service to Stanford GSB. 

Rajan received his undergraduate degree in commerce from the University of 
Madras, India, and his MS in accounting, MBA, and PhD degrees from Carnegie Mellon 
University. In 1990, his dissertation won the Alexander Henderson Award for Excellence 
in Economic Theory. 

Rajan's research focuses on the economics-based analysis of management account
ing issues, especially as they relate to internal control, capital budgeting, supply-chain, 
and performance systems. He has published his research in a variety of leading jour
nals, including The Accounting Review, Journal of Accounting and Economics, Journal 
of Accounting Research, Management Science, and Review of Financial Studies. In 2004, 
he received the Notable Contribution to Management Accounting Literature award. He 
is a coauthor of Managerial Accounting: Making Decisions and Motivating Performance. 

Raj an has served as the Departmental Editor for Accounting at Management Science 
as well as associate editor for both the accounting and operations areas. From 2002 to 
2008, Rajan served as an editor of The Accounting Review. Rajan has twice been a ple
nary speaker at the AAA Management Accounting Conference. 

Rajan has received several teaching honors at Wharton and Stanford, including 
the David W. Hauck Award, the highest undergraduate teaching award at Wharton. He 
teaches in the flagship Stanford Executive Program and is co-director of Finance and 

XXV 



XXVI e ABOUT THE AUTHORS 

Accounting for the Nonfinancial Executive. He has participated in custom programs for 
many companies, including Genentech, Hewlett-Packard, and n Vidia, and is faculty direc
tor for the lnfosys Global Leadership Program. 

Rajan is a director of Cavium, Inc. and iShares, Inc., a trustee of the iShares Trust, 
and a member of the C.M. Capital Investment Advisory Board 

LOUIS BEAUBIEN-Louis Beaubien is a Chartered Professional Accountant and holds a 
PhD from the lvey School of Business at the University of Western Ontario. Dr. Beaubien's 
professional experience includes the financial services, information technology, and 
healthcare industries. He is an Associate Professor of Accounting at the Rowe School of 
Business, Dalhousie University, and the Department of Community Health and Epidemi
ology in the Faculty of Medicine at Dalhousie University. His research is focused on the 
effective, efficient, and equitable delivery of health care. 



PART ONE COST ACCOUNTING FUNDAMENTALS 

The Accountant's Vital Role 
in Decision Making 

iTunes Variable Pricing: Downloads 
Are Down, but Profits Are Up 

Can selling less of som ething be more profitable than selling more of it? 
Apple developed a pric ing structure for songs sold through iTunes as a 
three-tier price point system of $0.69, $0.99, and $1.29 . The top 200 
songs in any given week make up more than one-sixth of d igital music 
sales. Apple began charg ing the highest price ($1.29) for these songs
songs by artists like Adele. 

Apple implementation cont inues to be successful, with the pricing 
model contribut ing to sales revenue growth of 19%. Although the number 
of downloads dropped, the higher prices generated more revenue than 
the old pricing structure because Apple's iTunes costs-wholesale song 
costs, network and transaction fees, and other operating costs-do not 
vary based on the price of each download. Apple has also applied th is new 
pricing structure to movies available through iTunes. To increase profits 
beyond those created by higher prices, Apple began to manage the costs 
inherent in iTunes. Transaction costs {what Apple pays credit -card 
processors like Visa and MasterCard) have decreased, and Apple has 
reduced the number of people working in the iTunes store . 

By studying cost accounting, you will learn how successful m anagers 
and accountants run their businesses and prepare yourself for leadership 
roles in the firms you work for. Many large companies, including Nike 
and the Toronto Maple Leafs, have senior executives with accounting 
backgrounds . 

Sourc.es: http://www.a pple.com/newsroom/20 l8/07/apple·repOrts·thjrd-quarter-results.html; A. Bruno and 
G. l'e<)ples. 2009. Variable iTunes pricing a moneymaker for artists, Reut~rs, June 2l (http://www.re-uterS.com/ 
a rtide/idUSTRE55 KODJ20090621; Nekesa Mumbi Mood)'· 20 12). 

I 
Learning Objectives 

Explain how management 
accounting data are essential to 
the process of rational operating 
and strategic decision making. 

Explain how business functions 
help management accountants 
organize accounting information. 

Identify the five steps of decision 
making and the role of relevant 
accounting information. 

Describe key guidelines manage
ment accountants follow and roles 
they assume to support manage-
ment decisions. 

5. Distinguish among corporate 
governance, professional codes 
of conduct, ethics, and corporate 
social responsibility. 

..,.. CPA Competencies 

This chapter covers material outlined in 
Section 3: Management Accounting 
of the CPA Competency Map. The 
Leaming Objectives in this chapter 
have been aligned with the CPA 
Competency Map to ensure the best 
coverage possible. 

3 .1.1 Evaluates management 
information requirements 

3.1.2 Evaluates the types of 
information systems used and the role 
they play in an organization 

3 .1.4 Identifies ethical and privacy 
issues related to information technology 

1 
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... LO 1 

Explain how management 
accounting data are essential 
to the process of rational 
operating and strategic 
decision making. 

Accounting Systems: Financial and 
Management Accounting 
Accounting systems are used to record economic events and transactions, such as sales 
and materia ls purchases, and process the data into information helpful to managers, sales 
representatives, production supervisors, and others. Processing any economic transaction 
means collecting, categorizing, summarizing, and analyzing. For example, costs are col
lected by category, such as materials, labour, and shipping. These costs are then summa
rized to determine a firm's total costs by month, quarter, or year. Accountants analyze 
the results and together with managers evaluate the organization (e.g., cost and revenue 
changes from one period to the next). Accounting systems also provide the information 
found in a firm's statement of comprehensive income, statement of financial position, 
statement of cash flows, and performance reports, such as the cost of serving customers or 
running an advertising campaign. Managers use this information to make decisions about 
the activities, businesses, or functiona l areas they oversee. For example, a report that 
shows an increase in sales of laptops and iPads at an Apple store may prompt Apple to 
hire more salespeople at that location. Understanding accounting information is essential 
for managers in doing their jobs. 

Costs and other data are part of the management information system (MIS). The 
MIS database stores information in a way that allows sales, distribution, and production 
managers to access the information they need. Many companies build their own compre
hensive database, called an enterprise resource planning (ERP) system. The ERP software 
integrates data and provides managers with reports that highl ight the interdependence of 
different business activities. 

Cost accounting measures and reports financial and nonfinancial information related 
to the costs of acquiring and using resources. Cost accounting reports show how costs 
accumulate as corporations use resources to produce and sell their products and services. 
Costs are recovered when customers purchase products and services. Cost management 
includes the activities of identifying, reporting, and analyzing all costs of operations. 
Management decisions range from the quantity and qual ity of materials used to whether 
to shut down an entire company. As part of cost management, managers often deliber
ately incur additional costs in the short run-for example, in advertising and product 
modifications-to enhance revenues and profits in the long run. 

Financial accounting focuses on reporting to external parties such as investors, gov· 
ernment agencies, banks, and suppliers. The goal is to present fairly to external parties 
how the business activities during a specific time period affected the economic health 
of a company. This is called economic substance, which is the financial outcome of all 
the different types of business transactions that happened. Financial accountants report 
financial outcomes based on generally accepted accounting principles (GAAP) and stan· 
dards.1 Reports formatted in a way similar to statements of financial position, statements 
of comprehensive income, and statements of cash flows are common to both management 
accounting and financial accounting. 

Management accounting measures, analyzes, and reports financial and nonfinancial 
information to internal managers. The goal is to use past performance to predict the future. 
The internal reports should plainly inform managers of the financial resu lts of actual oper
ations. The reports should also show how activities can be changed to affect and improve 
what will happen in the future. Management accountants reorganize and analyze finan· 
cia! and nonfinancial data using rigorous methods. The rigour of management accounting 
methods is intended to support managers in their efforts to decide on changes that will 
improve future financial success. The distinction between management accounting and 
cost accounting is not clear-cut, and we often use these terms interchangeably in the text. 

Exhibit 1-1 summarizes the major differences between management accounting and 
financial accounting. Note, however, that reports such as statements of financial position, 

1 Generally accepted accounting principles (i.e .• GAAP) is a generic term referring to the practices and rules of accounting con4 

sistent with laws and regulations. In Canada, depc:nding em the nature of the org:miz.ation, GAAP refers to either lnternaticmal 
Financial Rep<)rting Standards (IFRS) or Accounting Standards for Private Enterprises (ASPE). 




