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CHAPTER I

THE EVOLUTION OF ACCOUNTING AS A CONTROL DEVICE

Books, chapters in books, and articles in periodicals desling with
atandard cost accounting are fairly numerous. However, each of these gseen
te deal with one special methodology or with limited aress of the whole
field of standsrd cost accounting. One ig unable to find a place where he
may get a complete view of the entire field of standard cost aceounting.
For this reason it seemed appropriate to study thls litersture snd attempt
a %rief coordination of the material end to make a comparison of the 4if-
ferent methodologles which are eazlled standard cost accounting.

After some study it became spparent that the principsl differences
were between the theory and methods of basic standard cost accounting snd
current standard sccounting. In order to kesp the report within reason-
able bounds, it was decided to investigate this ares in some detall and
give only minor treatment to other matters related to the subjeet of stand-
ard cost accounting. BSome trestment of other matters, although minor,
seamed advisable in order to place the prianecipal problems in their proper
setting.

Following the line of thought of placing the problem in its proper
setting, it seemed advisoble, likewise, to outline very briefly the whole
of seccoumting methodology leading up to the development of standard costs.
This introduction is, therefore, a brief statement of the evolutioa of all
accomnting as a control device; because out of all accounting, and because
of its deficiencies ss5 a cost control device, standard cogst sccounting was
evolved.

HISTORICAL C€OSTS

The ususl methodology of sccounting, including cost accounting, is



that of recording only actual costs, expenses, and incomes in the accomats
as they occur or accrue. This frequently is called the historical cost
concept of accommting. Onme use of these historical costs is to study them
for the purpose of comparing them with past costs and finding in any way
possible the weak points in the financial structure as shown by past his-
tory. The figures themselves point out no weak spots except perhaps a low
gross profit ratio and an insufficient net profit. It is necessary to go
behind the figures in order to make reasonable decisions therefrom.

+ GENERAL-ACCOUNTING ,ﬁ).;-.'t:. -

When general accounting “ is used, @{mnti and expenses are
charged to natural accounts or accounts which show the kind of expense,
such as rent, taxes, insurance, etec. There is no analysis by departments
or functions of the business. The entire business is considered as one
function as far as the accounts are concermed. Naturally, only weakness
in the structure as a whole is evident. The place of weakmess within the
whole structure is in no wise indicated; hence, adequate control of costs
is limited.

*W-

The evident weakness of general accounting as a cost control device
led to attempts to break the natural expense accounts and primary cost ac-
counts down into the business functions or departments. When this is done,
the procedure is called cost accounting. Cost accounting may go further
than this. It may attach the functional or departmental costs to the ma-
terials that pass through the functions or departments. This assumes that
the costs which go to make finished goods are "sticky" in nature, They
adhere to the raw material and become a part of the cost of the finished

goods.



Cost accounting generally recognizes two classifications of the meth-
ods of manufacturing, resulting in two distinct systems of accumlation of
costs, namely, process cost accounting and job order or lot cost account-
ing.

Process cost accounting is normally found in industries where it is
customary to determine the cost of production in ome or more manufacturing
departments for a given period of time, rather than ascertaining the cost
of each individual order. The time element and the departments involved
are emphasized, rather than the individual job orders. Costs in each de-
partment are averaged by being totaled and then divided by the number of
units of output for the period to obtain unit cost. Bach process has
separate manufacturing accounts (Work in Process) to accumulate costs for
the process.

Job cost accounting is a method of cost accounting that asccumulates
nanuf.a.ct\xting costs by jobs as well as by processes or departments. It
emphasizes the costs by jobs rather than by departments. J‘ob&r—hﬁcout
accomting is used primarily m[tsomg plants, small plants, and large)

plants that produce according to customer .p.cmeauansgfiﬁ}@u noted
here that the application of expenses to jobs in job cost accoumting in-

volves a new problem. Since costs are being accumulated by jobs or lots,
certain expenses (direct expemses) are identifiasble with the jobs or lots,

while other factory expenses (indirect expenses) are of such nature that

they cannot be so identified. The generally accepted solution is to charge

these indirect expenses to accounts normally called Burden Department I,
Burden Department II, etc. The burden accounts are then credited (amd the
jobs charged) with an amount for each job, such amount usually being the
product of the direct labor hours and the predetermined burden rate. This
is usually known as burden application. There should be a burden account

Iﬁ' DA,

T o
Adr Al s



for each production department because costs are bast controlled where they
enter the line of production. This they do in departments, and there they
are controllable.
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LZE has. been explained- how\bost acecounting breaks the costs for a busi-

L

ness as & whole down into smaller parte--as many parts as there are depart-
ments or functions of a business. This ig obviously superior to genersl
accounting as a control deviece. By comparison of these costs with past
costs for the same department, one can better locate weak spots in the com-

-4

pany's organization and take some steps to avoid future 103599.{?3}55;:§m;a
Job cost sccounting there may be o comparison with like jobs. But past
costs mey likewise have been too high. A comparison of present ecosts with
past costs which were “out of lime" la & poor comparison‘jﬂgzg;éerlo; com-
parigon, if not the best, would be to compare sctusl costs with an amount
which represented what the costs should have been, 1.e., with a standard.
This is the idez behind standard cost acecunting. When actusl costs are
compared with standard costs outside the double entry system, it is said -

that we have cost standoards, frequenily referred %o as budgetary standards.

fhen the comparison is woven into the double entry system it ig sald that

_x
\}1

we have standard cost accounting g Iﬂ the 1atter caﬂe the accouwnting system

brings out the difference between actusl and stendard more or less auto-
matically, althoush further analysis of these variations is necessary be-

fore proper action can be taken..

P A -

%_ This report is limited chiefly to a con51derat13n of the ways stand-
ards are woven inte the double eniry system, 1.e., the accountingz method-~
ology of different methods of standard cost accounting and the performance
level st which such standards should be set. Bub since theory affects

methodology, comparative theory is a130»sﬁudied.;}



STANDARD COST ACCOUNTING
Generally, standards should be set on the basis of what costs of mg-
terial, labor, and overhead should be if the plant is operated as a reason-
ably efficient unit. The stendards. which are determined before the begin-
ning of the period (predetermined costs), are used as o measure of effieciency.
EBJEE££311§§ may be saild that standard costs sre scisntifieally predetermined

costs of s product predicated upon the concept of what the product should

cosggiggﬁﬁé%at it is expected to cost, such predetermined costs being used
to price inventories amnd to anslyze wvariations therefrom and to ferret out
and explain inefficiencies and the reasons therefor:ﬁ

Since the development of the idea of standard cost accounting, a con-
siderable difference of opinion has existed among cost sccountante and writ-
ers on the subject as to the method of applying and computing standard costs?ﬂk
Claimg for sach of the various methods have been made; some seem vwalid,
others appear to lose sight of the prineipal objeetive, i.e., to provide
comparable statisties that measure what management needs to !mow. There is
alsc considerable variation in the interpretation, meaning, and use of cer-
tain terms peeuliar to standard cost accounting. X@@e following statementsy
Yéﬁf%gmized from current books and periodical%é illustrate the existing con-
fusion as to the meaning of standards and show the need for wniform methods
in their determination:

a. Stondards represent idesl conditions of productive activity.

h. Standards are z forecast of what costs should be under normal
operating conditions.

c. Standards are representative of average cost conditions.

d. Standards are predetermined costs representing budget fore-
casts of expected production and costs.

e. Standards are a reasonable attainable expectation of condi-
tions of plant operation.



f. Stendards are replacepent costs computed at the latest market
or replacement value, !

SUMMARY OF THE FIELD OF STUDY
The followling outline summarizes the various aspects of standard costs
that are discussed and compared herein.

a. Batimated Cogt Systoms:

Bstimated cost systems are mot considered standard costs; however,
they are discussed since they are frequently confused with standard costs
because they are a form of predetermined costs. Inclusion herein is prima-
rily to indicate the differences and to show why they should not be classi-
fied as standard costs.

b. The Standard Cost Controversy:

There is controversy as to application of gtandards. A4 considerable
group of writers and cost accountants feel that standards should be Current
S8tandards, which are cogsts of production computed in sdvance. Current
standards are set at what the costs should be rather thaon at what the eosts
are expected to be. The standsrds are changed to meet current conditions.
Actusl costs are then compsred with the standards which coupled with s de~
tailed analysis of the varistions reveals any inefficlencies. Others (sp-

parently in the minority) feel that the standards should be Basic Standards.

Bagic stendards are intended to serve as a yardstick or bench mark with
which both actual costs snd certain varistions ean be compsred. The basic
standard is set for the first or base year and is very seldom changed:
therefore . variances of zctusl costs from basic standards primarily indi-

eate trend. : . .
CQ"\,/». N T

There is another area of controversy. This area is with respeet to the

1 jomn &. Blocker, Cost Accounting, Second Bdition, p. 55%.




level of performance that shall be used %o determine the standard burden

rate. Should the level of performeonce be:

&, Expected Actual, which is a level that represents the costs the

tusiness actually expects to incur over the next fiseal period;

b. Average Capscity, often referred to as normal, which is generslly

considered to be o statistieally computed figure representing the average
or long~time performance covering the enguing business cycle; or

c. Practicsl Cspacity, occasionally referred to as ideal, which is a

level based on the theorstical capacity of the plant adjusted for wavoid-
able delays, stoppsges, ete.?
ORGANIZATION OF CHAPTERS

The dlscusgsion of these various theories snd methods are presented in

chapters as follows:

CHAPTER II Bstimated Cost Systems

CHAPTER III The Comperstive Theory of Standard Costs

CEAPTER IV The Mechanies of Standard Costs and Illustrative
Problenm

CHAPTER ¥V Comparative Summary and Conclusions



CHAPTER II

ESTIMATED COST ACCOUNTING SYSTEMS

As previously stated, eatimsted cost accounting systems ars sften er-
roneously classified as sisndard costs. The purpose of this chapter is to
explain briefly the application of estimated costs snd %o explain why they
ars not admitted to the category of standard coats.

Prior to the development of standard cost systems, 2 system of account-
ing was used lmown as estimated eosts. Such systems are still being used
and are particularly adapted to industries ia which the element of style
is predominant and in which it is necessary to mske samples, gquote selling
prices, and take orders far in advance of actual manufacturing at prices
which are based on the probable cost. The shoe =nd clothing industries
mezt all the prerequisites for use of estimated costs. Manufacturers in
gsome other industries, such ag chenmicals, candy, snd pstent medicines, have
a product which is baged on definite formulas and ars able %o meke esstimates
of their costs fronm the formula. In all guch instsnces, it is important
that the estimntes be proved am to their accuracy. Aa estimated ecost sys—
tem, also variously kmown as specifications or formula cost systems, is a
meang of proving the accuracy of estimated costs or determining to what
extont error has entered into such estimates.

ACCOUNTING PROCEDURE

The general accomnting procedure mey be briefly outlined as follows:

(1) The preparation of estimated cost sheets showing unit costs of the
article to be ranufactured, usually detailed to show materials cest, labowx
costs, and factory expense. Figure 1 is a typical estimated cost sheet.

(2) The entry of actual and estimated costs in the accounts.

(3) At the end of the accounting period, accommts having estimated

costs thersin are adjusted to correspond to actual eests.



PIGURE 1
ESTIMATED COST SHERY
PER URIT OF MANUPACTURING MEN'S SUIT
Style ¥ - 5]

Sutting Tailoring
Department Department Total

Materials Used $ 12.00 $ - $ 12.00
Supplies (Linings & Buttons) - 2.50 2.50
Labor 5.00 10.00 15.00
Factory xpense (60% of Labor) 3.00 6.00 9.00

FOTALS $ 20.00 $18.50  § 38.50



10

Estimated costs is not a distinct accounting system; it is an added
feature to the normal accounts. The accounting procedure outlined above
may be further explained by the following proforma entries:

(1) Materials

(a) Purchase Dr. Direct Materials $(Actual Cost)
Cr. Vouchers Payable $(Actual)

(b) Requisition by cutting department

Work in Process-Material $(Actual)

Direct Material ${Actual)
(2) Labvor
(a) Direct Work in Process-Labor  $(Actual)
Accrued Payroll $(Actual)
(b) Indirect Manufacturing Expense  $(Actual)
Accrued Payroll $(Actual)

(3) Manufacturing Expense

Work in Process--Mfg. Exp.$(Actual)
Manufacturing Expense $(Actual)

(4) Finished Goods-~The number of units completed are recorded on-
production reports priced at estimated cost.
Finished Goods $(Bstimated)
Work in Process-Material $(Estimated)
Work in Process-Labor $(Ratimated)
Work in Process-Mfg. Exp. $(Estimated)
¥hen the above entrles are posted to the accounts, the Work in Process
account will have been debited with actual costs and ecredited with estimated
costs. The finished goods account will have been debited with estimated

costs.

(5) Sales Accounts Receivable $(Selling Price)
Sales $(Selling Price)

Cost of Goods Sold $(Estimated)
Finished Goods $(Estimated)

(6) At the end of the accounting period, a physical inventory of Work

in Process is taken, valued at estimated cost. The difference between this
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physical inventory and the balance of the Work in Process accounts is pro-
rated to finished goods, work in process, and cost of goods sold. Prers-
tion is usually made on the basis of estimated costs in each aecount, or on
equivalent production quantity of each. The effect of proration is to ad-
Just all the aceounts from estimated costs to actual eosts. From this point,
the reocords are handled as any actusl eost records would be. Figure 2 shows
the flow of accounting data in the accounts where estimated costs are being
used.

.Fromrthe above, i1 1s clear that estimeted costs are a form of pre-
determined costs, However, it must be realized that, although standard
costs are alse predetermined costs, the purposes of the two systems are
very different. In estimated cost systems, the predetermined costs are set
ag nearly as possible fto coincide with the actusl costs when the comparison
is made at the end of the period. Im standard cost systems, predetermined
costs are the costs that should be imcurred if the factory operated in a
reasonably efficient manner and are considered o be the true costs., A%
the end of the accounting period in egstimated cost systems, the accounts
are adjusted from estimated to actual costs, while in standard costs the
variations are written off to profit and less.

The following quotation emphasizes elearly the differonces between es~
timated and standard cost systems as to theory and purpose:

The purpose of an estimating cost system is to discover errors

in the estimated costs and cause their correction. An estimating

cost system, therefore, assumes that the sctunl costs are the true

costs and that the estimates should be fitted to them. Standerd

costs, on the other hand, assume that the actual costs are subject

to error or are susceptible to improvement and seek to poimt oui
the places where improvement can be made.l

1 ¢, B. Lawrence, Cost Accomting, p. 376.
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Since the concept of estimated cost systemg is that the actusl costs
are the true costs, and adjustments are made sccordingly, they are not de-
signed to provide data for ecost control. However, since the costs are pre-
determined, the entire firm personnel is certainly more cost econscious snd
any lsrge variation between the estimates and actual costs will certainly
indicate the advisability of a cost investigation., In sstimated cost sys-
tems, cost analysis would ¢ertainly be limited as the records will not auto-
matically provide the needed information. If such detailed analyeis is de-
sifed, considerable subsidiary records would be necessary snd wonld prebably

indicate the need for s complete cost aystem,



ik

CHAPTER 11X

THE COMPARATIVE THEORY OF STANDARD COSTS

The purpose of this chapter is %o analyze and explain the theory of
standard cost accounting with respect to basic and current standards: also,
to analyze the theory of the various levels of performance which have been
suggested for use in setting standards.

Since the development of standard cost accounting, there have been
numerous writings on this subject. Unfortumately, in these writings there
has heen considerable controversy znd consequently confusion as to fermi-
nolegy and applieation. To date there have emerged some basie principles
upon which there is general agreement, but there are still some aress within

which there iz considerable controversy.
S
\
i 4
¥ )
/

‘{ accomnting, while the controversy lies in the way it should be applied in

S

Standard cost accounting systems are distinguished from other cost ae~
counting systems primarily in that standsrd costs in addition to setual
costs are used in the accounts. This is 2 basic concept of standard eost

practice.

.
PN e

" The broad objectives of standard cost accounting have been very elearly
é stated by one writer as follows:

1. To provide a means of measuring the efficiency of operations not
available under ordinary cost procedure.

2. To facilitate control by isolating and bringing to the attention
of the administrative officials uvmnusual or "below par" performances
for such action os may be advisable, necessary or posgible, This
procedure 1s sometimes said to be based on the Yprineiple of excep-
tions.t

3. To obtain substantially the same information with respect to
costs as is obtained under ordinary cost procedure but at a lesser
accownting cost.

These objectives are attained by determining in 2dvance a
standard of measurement, by keeping the accounts in such a manner



as to show varisnces from the standard, and anslyzing the variaaces f%J
to determine the causes of the deviation X 4

UNIFORY ACCOUNTING VERSUS STANDARD COST ACCOUNTING

There are two concepts of the meaning of the term, Ystondard cost
accounting,” that should be clearly understood.

(1) The term, "standard cost accounting,¥ is used at times %o mesn a
standardized scheme of accounts and methods of recording therein that has
been accepted by a partieular industry. In other words, when uged in this
gengse it means a pattern or copy which others follow or use as a guide. An
example would be the uniform sceounts and methods agreed uwpon and used by
the petroleum industry in the United States. A better terminology is "uni-
form cost systems’ (pattern standards) rather than "standard cost account-
ing.% @$ince this concept is not reslly standard cost accounting under any
concept, it will not be discussed further herein.

(2) The term, “standard cost accounting,’ is correctly used to mean
the use of standard costs (predetermined costs) along with the use of ac-
tunl coste in process or job cost secounting records. This seems to be the
prevailing (and correct) usage of the term and will be discussed further.

411 writers on the subjeet of standard costs agree that they are pre-
determined costs. This does not mean that all cost figures prepared in
advance are admitted to the category of standard costs., Predetermined
costs may be estimated costs or standard costs. Eatimated costs are pre-
determined costs that repregent some average of past costs or an opinion
of what sctual costs will be. They sre not based upon scientifiec methods
of faet finding for the determination of true costs. Hstimated costs have

been explained in detail in Chapter II.

. 1 Jemes L. Dobr & Howell A. Inghram, Cost Accounting, pp. U45-6.

u}'f/’\'ﬁ;
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BASIC STANDAKDS VERSUS CURRENT STANDARDS

Standard costs are costs established by scientific methods which con-
sist of using past experience coupled with actusl experiments as to physi-
ezl gqusntities regquired to produce the article in question. Such experi-
ments include engineering tests and measurements as to quality and quantity
of materisl reguired, time and motion stwdies to determine reguired time,
with adegunte consideration from the engineering viewpoint of equipment and
msnufacturing facilities.

The Areas of Controversy. The aspect of standard costs upon which the -

principal differences of opinion seem to arlse are twofold, namely:
(1) %hether the standard, with respect to application, should be a
a. bagic standsrd, or
b. a earrent stendard.
(2) ¥hether the standard (basic or current), with respect to level of :
performance, should be set at
a. an cxpected actual level, or
b. average capacity level, or
¢. practical espacity level.

Basic Standards. The concept of baéicvstandards is that of measuring

all variations from s base, which is & standerd set the first year:?3The
base or first year stondard may be set at any one of the three levels of
performsnce, i.e., oxpected actual, average capacity, or practiecsl capac-
ity. The most commonly used level for basic stendards appears to be ex-
pected actual. Once the base (or basic) standard is set, it is very seldom
chenged. A chonge would ordinarily be made only when specifications or
methods of manufacture were changed. Basic standards are often referred

to as "bogey' standsrds. Basic standards are intended to serve as a bench
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mark or yardstick with whieh both actual and expected performance ean be
compared. They are somewhat analogous to the base upon which a price index
nusber is computed. The results reduce actusl costs, expected costs, and
the variations between them to percentage relatives with the basie standard
ag the base.

Basic standard cost figures do not displace actusl cost figures in the
accounts snd financial statements. Basic standards occasionally are carried
outside the accounts; however, they may be, and gensrally are, introduced
into the accounts as indicated in Chapter 1V,

%hen bagic standsrds are used, it is necegsary to compute an expected
actual also, the reason being that the basic standard {after the first year)
does not represent what performance for the current period ought to be but
serves only a8 a base from which to measure trend. Hanagement usually re-
guires that a quota be set up for the currsent year and wants to know the
variation or deviation therefrom. Basic standards alone will not provide
such dats; therefore, expected actuanl must be predetermined and compariscns
made in regard thereto., In basic standard cost aecounts, the variations
between asctual sznd expected actual are normally expressed as a percentsge
of the bagic standard. Actusl costs, likewise, are expressed as percent-
ages of the basic standard and are also compared with the expected actual
to find out how much actual performance hag deviated from what was expected
and with the basic standard to determine trends from periocd to period.

This latter comparison would not be possible in current siandard costs, as
it is a changing standard,

i

(}’Cnrrent Standards. Current stondards are generally regarded as the

true or real costs to be carried through the accounts and into the finan-

cizl statements., Such standards sre revised freguently to reflect changes

in methods, specifications, and pricesg The standard is recomputed each

. ~4
>
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year, and changes may be made during the year if conditions require it.
Since current stendards are regarded as the true costs, they replace actusl
eosts in the secounts:; the difference betwsen actusl ond eurrent standards
show up as variations, which are elosed to profit and loss. AJOnce current
standards as a system is decided wupon, the level of performance to be used
in setting the standard must be decided upon. The level of performenece may
be expected actual, average capacity, or practical capacity. The practical
capacity level of performance is being used more snd more, with the result
that many writers and others assume s practicsl capacity level of perform-
ance when they use the term, current standards.

{"‘LEVELS OF PERFORMANCE

J The level of performance implies more than mere prices. It refers to

————

all the elements of performance which would include: rate of production:
prices paid for labor, materials, and services; quantities of material,
labor etc and other easts, s

. The three 1evels previously mentioned (expected actusl, average capac-
ity, and practieal capacity) are generslly recogmized by most writers en
standard costs. 'However, there is disagreement as to the meaning and unse-
fulness of each, and it must be adnitted that there is overlapping of mean-
ing which prevents a clear-cut differentiation of mesning. The basie stond-
srd, when originslly determined, may be baged wpon any one of these throe
levels, or in some cages a combination thersof. Similarly, current stand-
ards may be set at any one of the three levesls or a combination thereof;
however, as previously mentioned, some writers consider current standsrds
as set only at the practical level. This is not in conformity with the
majority of writers. Therefore, it is felt that current standards is
generally understood to be a separate system as opposed to basie standards,

and either system may be set at one of three levels or a combination thersof.
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: fﬁ Expected Actusl Level. The expected actual level is one that repre-

i
i

f};sents the costs the business actually expects to Ineur if the anticipated

i
14

prices are paid for malerials snd services and the ussges thereof corre-
spond to that believed necessary to produce the planned volume of goods.
Such standard does not divulge all inefficiencies (such as idle capacity
due to production less than capacity) but does divulge variations or inef-
ficienecies from the expected. Variances from such standard will normally
be due to fallure to achieve the volume expected, prices psid for mater-
ials and services different from expected,‘or efficiency in the production
process not as expected. These variances ean reflect performznce above or
below the standard, hence, may be debit or credit balances.

Average Capacity. This level, often referred to as the noymal lewvel,

is generally considered to be 2 statistleally computed figure representing
the averace or long-time performance. It is intended to be the average
covering an entire business cycle, thereby tending to level the seasonal,
cyclieal, and other erratic fluctuations. I% is the actual level expected
te be attainable over one or mors operabting cycles. Variations from such
standards will be due to output, prices, or performance efficiancy being

sbove or below the long-time average.

Practical Capscity. This level is referred to by somes writers as the
ideal level. This obviocusly is a misuse of terms, since "ideal' means the
best or highest lewvel of performance. Idesl level, 1f the correct use of
the word "ideal® ie used, more nesrly means theoretical capscity. Practi-
ezl capacity looks to the plant rather than to time for determination of
the level of performsnce, To determine practicsl capacity, one must begin
with theoretical plant capacity (ideal) and adjust it for unaveidable de-
lays such as machine breaskdowms, labor turnover, vacations, maintenance,

ete.
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It is often said te be the rate at which the plaat can operste most
sconomically. It is usually regorded ss approximately 85 per cent of theo-
retical capacity.

Some writers (very much in the minority) have advocated the use of
theoretical capacity as the level at which to set the standard, maintsining
that no cost of idleness should be capltalized in the cost of finighed
goods. Such a level appears to be absurd, for of what value is 2 meosure

of something that is proctieally unavoidable? It only tends to cover up or

e

o e

hide the real variations about which management should he informed.
" WHAT TYPE OF STANDAED T0 USE
The deecislon as to whether to use bagic or current stondards rests with

mansgenent. However, since monagement generslly reliss heavily on the ae~
countant concerned, his views and feelings will probably be the deciding
facter. Oonsequently, it is of uimost Importance that the accountant have
the proper perspective of standard costs and not lose sight of the two
primary objectives, namely: (1) that the purpose of stondard costs is to -
provide management with a measure that points out oniy those inefficiencies
and losses that are controllable, znd (2) it should use the most economical
and efficient method of doing this.

' As between current snd basic standsrds, the former is the most com-
monly used. The choice between the two probably will be made afier con-~

sidering the following idess:

(1) The one thst furnished mansgement with the most correct and
useful data.

(2) Type and size of indusﬁrﬁ'.

(3) Analysis desired by'mmgement.

(4) Possibility of educating management in regard to the system.

SIAL
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(5) Value to management to lmow the fixed expenses of idle
capacity.

(6) Managerial preference for varianees in absolute {eurrent
standard) or ratioc form (basic standard).

A _ 4
6/@ / «% (7) ¥eed or desire for trend indicators (basic standard). s

o —

Fhe current trend appears to be in favor of current standard set et
the practiecal capacity level. Any higher capaclity stendard results in vari-
ances which are partly the result of acts beyond the control of management.
It is also felt that the standard should be attainable.! From the account-
ing standpoint, many lwr‘iters prefer practical capacity because, with this
methodolqu, the unavoidable loss ls espitalized and the avoidable loss is
not eapitalized. Such level (practical cspacity) brings to the attention
of menagement the loss due to idle capacity as well as the variances indi-
cated for other levels. |

The average capacity level has little value for control over unused
capacity loss, because it does not indicate what should be accomplished
during any particular time. There ig, also, the difficulty of giving defi-
nite meaning to the concept of aversge or normal. Normal methods are used
principally for overhesd costs because there ig need for scme\methmi that
will minimize the effect of fluctuations of such costs on the end cost of
the proé.uct due to seasonal and eyclical changes in output and cost.

From a practical viewpoint it may be stated that the level ito be used
should be the one that will provide management with statistical informa-~
tion {analysis of variations) that will enable them %o make the correct
decision the greatest aumber of times. Proof of one to the exclusion of
t.hé gpthers would be hard %o show. However, the practieal level appears to

offer the most for mansgement purposes.
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BUDGETS

There is some confusion as to the relationship between budgets and
standard costs. _Eothm of course, laply the predetermination of costs. The
principal difference lies in the scope of the terms. & budget comprises
the setting or predetermining of odbjectives, costs, production, ete., based
primarily on a ssles forsecast for the year. The budgat covers the whole
and generally represents the expected or goal. Stsndard costs for burden
may be on part of the budget. They are concerned only with the produection
department expenses. Staondard costs are concerned only with the factory
and mzy be set st the ssme priece and production level or st a different
level from the budget. Therefore, it may be zeen that, slthough the tws

are related somewhat, they are distinetly different.
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CHAPTER IV

THE MECHANICS OF STAUDARD COSTS

The mechanics of stasndard cost systems, that is, the methods of in~
troducing standard costs into the accounts, are not subject to controversy.
This point has been indicszted in the preceding chapters. There arve, how-
ever, a number ofvminor variations regarding the methods of recording stand-
ard costs in the accounts. The more representsative ones are discussed in
this chapter.

COST STAWUDAEDS

Cost standerds (budgetary stendards) are systems in which the prede-
termined costs are not journalized or entered into the acecounts but are
carried ocutside the regular accoummts. The differences or variations are
analyzed to a great extent in a menner similar to other methods. Both cur-
rent standsrds asnéd basic standards msy be handled in this manner, that 1is,
outside the regular asccounts. However, since current standards are gen-
erally considered ¢ be the true costs to be carried in the accommts, carry-
ing them outside the accounts would be somewhat incounsistent.

BASIC 'STANDARDS

For bagic stendard cosis, there is s fairly well-acecepted method of
introduction of the standard into the accoumts. The actusl costs are car-
ried through the accounts in the ususl manner, basic standards being intro-
duced into certain accounts in addition to the actusl eosts. The following
ligt of accownts is representative of those showing both actual and the
basic standard;

Work in Process—-Labor
Work in Process--Burdea

Hork in Process——taterial
Finished Goods
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ﬁsuaiiyg each product has the above four sccounts. If there are nany prod-
‘uets, a subsidiary ledger is advisable. In these accounts the basic stond-
ard is used primarily as s method of waluing the inventories and cost of
goods as shown in Pigure 3. The calculation of the smounts in the illus-
tration ig as follows:

Work in Process debits are at actual cost ($570.00) and sleo at stand-
ard cost ($400.00); then the actual is divided by the standard to obtain
the varionce rate of 142.5%. The credits indicate that 10 units of Prod-
uck I have been finished., Iun respect Yo Product I, the sisndard cost of
material " used is $100.00. The variance rate (142.5¢) is carried from
the debit to the credit side. The standsrd cost of Product I material
($100.00} is then multinlied by the varisnce rate to obiain the sctual cost
figure of $142.50, which is entered on the eredit side as shown. Both
costs (actual and standard) are transferred to the finished goods account
as shown. The same procedure is followed in wvalulng the cost of goods sold
and the finished goods. The basic standard cost is not earried beyond the
finished goods accouni and does not show up in the financial statements.
Figure 4§ shows the flow of accounting dats through a factory using basie
agtandard costs.

CURRENT STANDARDS

The usual procedure in current stendard costs ls to enter the actual
coste (except possibly materisls) wp to the process accounts. Prom this
point the aecounts show only standard costs. The three methods listed be-
low are guoted from a menual on advanced cost by George H. FWewlove of the
Tniversity of Texas:

Method A--Charge Work in Process with the actual costs of produc-
tion for the period, credit with the standard ecost of the product

completed, and debit (or credit) with the net variation between
the actual and standard cost of the equivalent production.
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FIGURE 3

WORK IN PROCESS--MATERIAL A9D FINISHED GOODS ACCOUNT
IL.7TUSTRATING BASIC STANDARD COSTS

WORK IN PROCESS--MATERIAL #un

actusl standard rate aetual stendard rate
Inventory 150.00  100.00 1504 | Finished Goods
Product I
10 units 1k2.50 100.00 1h2.5%
Added to Inventory~
Process 420.00 300.00 140 down 427.50 300.00 142.5
570.00 400.00 142.5 570.00 hoo.00 1k2.5

Inventory 427.50 300.00 1425

FPINISHED GOODS~-PRODUCT I

actual standard rate actual standard rate
Inventory , Sold ,
30 Units 7TOM.00 660,06 14%0.0 | 20 Units  197.20 40,00 113.0%
From Process Inventory- ,
10 wmits dowmn 497.30  W40.00  113.0

Mat'l 142,50 100.00 1k2.5
T.abor 96.00 g0.00 120.,0
Burden 52.00 40.06 130.0

994.50 880.00 113.0 994.50  880.00 113.0




BURDEN

__LABQ¥—(9} _LA.'BQI’:IH_EBQG@____ (4) (
—BURDEN IN PROCESS —e PHOETE
(3) B A el (5} (l
—
(6)
Explanation:

Black lines indicate actual costs.
Red lines indicate standard costs.
(1) Transfer of materials to process account.

(2) Transfer of factory labor to process account.
(3) Burden application.

(4) Transfer of finished goods to inventory account.
(5) To record cost of goods sold and thence to profit and loss.
(6) Transfer of general administrative and selling expenses to profit and loss.

FIGURE 4

FLOW CHART OF FACTORY USING BASIC STANDARD COSTS IN JOB COST RECORDS

92
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Hethod B--Charge Work in Process with the standsrd costs of the

equivalent productlon for the period (diverting differences between

the actual and standsard costs to variation accounts) and credit

with the standard costs of the product completed.

liethod O--Charge Work in Process with the actusl and shendard costa

of the equivalent production and eredit with the actual and stand-

ard costs of the product completed (using accounts with two debit

and two credit money columns).

Figures 5, 6, and 7 show in chsrt form the flow of aceounting data in
the accounts using each of the three methods explalned above.
ILLUSTRHATIVE PROBLEM

The following problem has been designed to show some of the differ-
ences between current gtandsrd costs and basie standard costs, and to il-
lustrate some of the differeneces in mechsnics involved. It purposely has
been made as simple as possible in order to illustrate the differences in-
volved without illustrating the complexities. ¥he plan is to present the
gsolution under the two methods (basic snd curreant) simmltaneously so that

differences mey be observed more easily. IEntries are keyed for ready ref-

erence. Comments releative %o various points sre made throughout the prob-

lem,
The assumed plan of production msy be charted as follows:
Vaterial "X¥ Departnent & Dgpartﬁent B Pinished Goods

5
7 ¥ 7

The data given for the problem are tabulated for easy reference. In
some instances the data vary somevwhat from what would appear to be normsl:
however, such deviations are introduced for simplification or to illus-
trate clearly some particular point. Basic standard is assumed to hsve
been set some time in the past, presumably at expected asctual. OCurrent
stendard is set at practical capacity level. Actual is shown by umit cost

for simplification.



WORK _IN PROCESS FINIS

_ MATERIALS
Standard >

FACTORY LABOR

—GENERAL FACTORY EXPENSE VARIATIONS
Materials
labor
Factory|Expense
To P. &L, > . "Y'
—  SELLING EXPENSES

To P. &1L >

FIGURE 5

FLOW CHART OF ACCOUNTING DATA IN A FACTORY USING
CURRENT STANDARD COSTS IN PROCESS ACCOUNTING
METHOD A

3¢



__ MATERIALS MATERIAL VARTIATION

Amm__l Price l
Usage
| %0~
— FACTORY TLABOR
_ Wage rate
Efficiency
ﬁlﬂ

-GENERAL FACTORY EXPENSE VARIATIONS
Activity
Expense
Efficiencxra
GENERAL ADMINISTRATIVE EXP.
ToP. &L,

SILLING EXPENSES
' To P. &L, ,

FIGURE 6

FLOW CHART OF ACCOUNTING DATA IN A FACTOFY USING
CURRENT STANDARD COSTS IN PROCESS ACCOUNTING
METHOD B

6e



MATERIALS WORK IN PROCHSS FINISHED GOODS

Actunl 5 Actusl >
Material @ Standard - Standard
Actual
- Labor @ Standard
FACTORY LABCR Actual ,

Factory Exp. @ St.

GENERAL FACTORY EXPENSE

To P. &1L, N
’ Explanation:
Black--Actusl Costs
SELLING EXPENSE Red-=Standard Costs
To P, & 1. R

(Mote~-Under this system
variations may be computed
outgide the acceunts: in-
ventories and statements
would be at actusl.)

FIGURE 7

FLOW CHART OF ACCOUNTING DATA IN A FACTORY USING
CURRENT STANDARD COSTS IN PROCESS ACCOUNTING
METHOD C

0%
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Dats for the problem:

{a) Beginning Inventories:
(1) Raw Materials--Hone
(2) fork In Process~-20 units completed in Department A and
ready to enter Department B, The following tabulation
shows the costy Incurred in Department A on the Work in
Procesa Inventory.

Basic Standard Current Standard Actual

Material WEW 10.00 50.00 50.00
Labor 30.00 32.00 32,00
Burden 20.00 28.00 28 .00

(3) Pinished Goods-~Product I 50 units
Cost 525 .00 605 .00 610.00
(b) Purchases:
Purchased 2,000 units Material "X at § .26
(e) Work started (Put in process):

In Process I--Material for 100 units of Produect I.
(See next page tabulation of cost data)

(d) Sales:
75 wnits of Product I at $20.00 per wmis.
(e) Units finished {Fo finished goods):
110 units of Product I
{f) Ending inventories:
{1) Material “X" 000 units
{2) Work in Process~-10 wnits completed in Department A
and ready to enter Department B

{(3) Pinished Goods--85 wmits of Product I



TABULATION OF URITS COSTS

FOR THE ILLUSTRATIVE PROBLEM

CURRERT STANDARD
(et st
Practical Capaqity)

BASIC STANDARD

EXPECTED ACTUAL

ACTUAL

Units Price Units Price Units Price Tnits Price
ar or or or or or or or
Hours Rate Amoumt | Hours Rate Amount |Hours Bate Amount | Hours Rate  Amount
Material “X¢ 10 25  2.50 10 20 2.00 10 .25 11 .26 2,86
Labor;
Department 4 2 .80 1.60 2 15 1.50 2 .825 2 .86 1.80
Department B 3 110 3.30 3 1.06 3.00 [3-1/h 1.10 3-1/4 116 377
Burdsn:
Department 4 2 .70 1.40 2 50 1.00 2 .75 2 95 1.90
(Fixed .50) (Fized .35) (Fixed .50)
(Var. .20) {(Var. .15) (Var. .45)
Department B 3 110 3.30 ~1.00  3.00 |3-1/k 1.2 3-1/4 1,078 3.854
(Fixed .75) (Fized .70) (Fixed .72)
(Var, .35) _ (Var. .30) . (Yar. .388) __
12.10 10.50

14,184

Potals

Possible Hours At Practical Capacity:

Department A-~-250
Department B--H00

b
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Journal Entries snd Ledger Accounts

The joumsl entries on the following pages are sc arranged that they
moy be readily compsred. Sinee the problem is being illustrated with two
solutions, thers will be two journal entries and two sccounts where theve
would normally be one. Xach entry is numbered for cross reference, and will
be made on corresponding sections of each page. For example, entry number
2b (b--basic standard) and 2¢ (ec--current standard) will be found in the
same relative positions on the next two pages, etec. These same numbers

will be noted in the ledger accounts showing the dais posted thereto.
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BASIC STANDARD COST ENTRIES

At Aetanl At Basie
Debit Credit Bebit Credit

Entry 1b--To record the beginning inventories; credit not shown as
the beginning inventory is sgssumed to be on the books.

Yozl in Process—-Materisl X% 50.00 MO .00
Hork in Process--Labor 32,00 30.00
Work in Process--Burden 28.00 20 .00
Pinished Goods 610.00 525 .00

(Note in basic standard cost the accounts show both actual and basie
standard costs as previously explained.)

Entry 2b--To record the purchase of 2,000 units Raw NMaterial WX¥ at § .26.

Raw Material "XV 520,00
Youchers Payable 520,00

Zntry 3b--%o record requisition for Material #EY for 100 wnits for

Product I.
flork in Process~-Material #3¥ 286,00 200.00
Raw Material "X 286 .00 200,00

Computation: (Actual 1100 units © ,26)
: (Boaie 1000 umits @ .20)

Entry 4b~-To reeord direct labor "used" on 100 waits completed in
’ Department A, and 110 units completed ia Department B,

York in Process~-Labor 59470 hgo.00
Accrued Payroll 594% .70 186 .00
Computation: At Actual At Basie

Hours Rate Amount Hours Rate Amount

Depariment A--100 units 200 .90 $180.00 200 715 $150.00

3}

Department B--110 wnits 357.5 1.16 $£;11;.1?g 330 1.00 ?Qsd' g.o
59 T P .
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CURRENT STANDARD COST EWTRIES

At Actusl At Current
Debits Credits Debits Credits

Entry le--Te record the beginning inventories; credit not shown as the
beginning inventory is assumed t6 be on the books.

Work in Process--Department 4 : 110.00
Work in Process--Department B none
Finished Goods : 605 .00

(Hote that in current standard the inventorles are normally carried at
atandard.)

Entry 2c--To record the purchase of 200 units of Raw Material "X' at § .26.

Raw Material X7 520.00
Youchers Psyable 520 .00
{Frequently the price variation is taken out at this point.)

Entry 3c--To record requisition for material 1Y for 100 mnits of
o ~ Product Z.

Work in Procegs~-Depariment A 250.00
Waterial Variation 36.00
Raw Materia} "X¥ 286 .00

Computation: Aetusl--1100 wnits ©@ .26 = $286.00
Standard 1000 ® .25 _ 250.00
Variation _%6.080

Entry he

Work in Process—-Department A 160,00
Hork in Process--Department B 363.00
Labor Tariation 71.70

Accrued Payroll 594 .70

Computation:

Actual Labor Costs 594,70
Current Stendard
Department A--100 U @ 2 hrs = 200 hrs @ .80 = 160.00
Department B-~110 U@ 3 hrs = 330 hrs © 1.10 = 363.00 523 .00
Variation _[1.70
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BASIC STANDARD COST BNTRIES (Continued)

Ent1

Factory Burden
discellaneous Accountbs

Entry ob--To apply burden.

Hork in Procegs--Burden
Department A
Depertment B

Factory Burden

Computation:

Departaeent A--100 uaits 200 hrs
Department B--110 units 357.5 hrs @

At Actusl
Debits Credits

At Basic
Debits £Oredits

-~Fo record actusl expenses (Burden).

575 .40
575.40
190.00 100.00
385 .40 330.00
575.40 430.00
AT ACTUAL AT BASIC
.95 = $190,gg eog © .50 = 100.00
1.078 385.40 330 1.00 0.00
575 .40 %%b.oa

Intry Tb--To record 110 units completed and trensferved to finished goods.

Pinished Goods—~-Product I

¥ork in Process-~faterial

Work in Process-Labor
Workr in Process-Burden

Computation:
Material 110 U @ 2.00
Labor 110 4,50
Burden 110 4,00

1506.8%

AT BASIC
220.00
495 .00
3h0.00

T155 .60

1155.00
308.00
608.85

590 .04

220.00
495.00
LETRYY

AT ACTUAL
220.00 x 1404  308.00
Eﬁg.@@ 122 Bcg.gg
Who.00  134.1 590,
1506.89



CURRENT STANDARD COST ENTRIES (Continued)

At Actual
Debits Credits

37

At Basie
Debits Credits

Entry Ho--To record actusl expenses {Burdem).

Faectory Burden, Departuent 4 190.00
Pactory Burden, Department B 385.40
Hiscellansous Accounts 575 .40

Entry 6e--To apply burden at the current stendard rate.

Work in Process—-Department A
Work in Process--Department B
Unabsorbed Burden 72.40
Factory Burden 575 .40

Computation;

Aetunl Burden Costs
Standard Burden )
Department A-——200 hours @ § .70 = $140.00
Department B--330 hours ® 1.10 = _363.00
Unabsorbed

140.00

363.00

Entry bec-—To transfer Department A process costs on 110 units

to Departnent B at stendard.

Work in Process--Department A
Work in Process--Department B

Computatiocn: Material 1100F @ .25 = $275.00
Labor 220 hrs © .80 = 176.00

Burden 220 hrs @ .70 = _154.00

05 .00

605.00

575.40

iN 40
ey

)
<

605.00

Entry Je--To record 110 units completed and tremsferred to Finished Goods.

Finished Goods
York in Procesg—~Depariment B

{110 wnits completed at standard cost of $12.10)

1331.00
1331.00



BASIC STANDARD COST ENTRIES (Continued)

At Actusl At Basie
Debits Credits Bebits Credits

Entry 8b--To record the ssle of 75 mits of Product I.

scecounts Receivable 1500.00
Gross Profit 515.63
Finished Goods 98l . 37 787 .50

Basic Cost~-75 mnits @ $10.50 = $787.50
Actual Cost--$787.50 x 125 (varismce rate) = $984%.37

Cost of Sales account omitted as it would add nothing %o the
problem for illustrative purposes.



CURRENT STANDARD COST ENTRIES (Continued)

At Actual At Basie
Debits CGredits Pebits Gredits

Batry 8c--To record the sale of 75 wmits of Product I,

Acecownts Heceivable 1500.00
Gross Profit 592.50
Finished Goods . 907 .50

(79 units ot current standard cost of $12.10 == $907.50)

fost of Sales account omitted as it would sdd nothing to the
problem for illustrative purposes.



BASIC STANDARD ACCOUNTS

RAW MATERIAL "X*
(2v) 2000 U $520.00 |[(3) 1100 U $286.00

FACTORY BURDEN
(5%) 575.%0 |(6b) 575.40

WORK IN PROCESS--MATERTAL *X"

Actual Standard Rate Actusl Standard Rate
(1v) Imv. $50.00 $ %0.00 125§ |(7b)Pin.Gds. $308.00 $220.00 140§
(3v) 286.00 _200.00 1k
$336.00 $240.00 "!&1

WORK IN PROCESS--LABOR

Actual Stendard Rate Actual Standard Rate
(1b) Inv. § 32.00 $ 30.00 106.67|(7) Fin.Gds. $608.85 $495.00 123%
0

W R 8

WORK IN PROCESS --BURDEN
Actusl Standard BRate Actual Standard Rate
(1b) Inv. § 28.00 $ 20.00 140 |(7b)Pin.Gds. $590.04  $440.00 134.1%

(6v) ;2-'!,1-53'.“0 _‘égh 3%

FINISHED GOODS--PRODUCT I
Actual Standard Rate Actual Standard Rate

(1) Inv. $610.00 $525.00 1164 |(8b) Sale  $984.37 4787.50 125%
(7o) Mat. 308.00 220.00 140

Labor 6O08. 495,00 12
Burden ; .00 13%4.1
.89 $1680.00 1

GROSS PROFIT

[(8b) Sale of 75 Units
of Product I $515.63




CUERENT STANDARD ACCOUNTS

RAY MATERTIAL "X

3]

(7e) Fimished 1i0 U 1331.00

GROSS PROFIT

(2e) Pur. 2000 U $ 520.00 (3¢) 11007 § 286.00
MATRRIAL VARTIATION
(3¢} $ 36.00
LABOR VARIATICH
(4e) $ T1.70
PACTORY BURDEN
{5¢) Dept A Actual $ 190.00 ({6¢) 575 .40
(5¢) Dept B Actual 385.40| '
515.40 515 RITS)
UNABSOEBED BURDEN
{6e) § 72.h0
DEPARTMENT A--WORK IN FROCESS
(1) Inv. 20 ¥ & 110.00((bac) To Dept B Process & 5605.00
(3c) Materisl 250.00
(4o) Labor 160.00 |Inventory dowm 55 .00
(6e) Burden 140.00 4
660,00 660,00
Iav. Werk in Process 10 U 55 .00 '
DPECARTMENT B--WOBK IN FROCESS
(6aec) From Dept 4 Froc. $ 605.00[{Tc) To Fin. Gds. 110 ¥ $1331,00
(4e) Labor 363%.00
{6c) Burden ~363.00
T33L.00 1331.00
PINISHED GOCLS--PRODUCT I
(ie) Inv. 50 © § 605.00|(3¢) Sale 15 © $ 907.50

(8c) Sale 75 U Product I

$ 592.50



Raw Material "X"
Material Variation
Labor Variation
Unabsorbed Burden
Work in Process:
Material "X%

Labor
Burden

In Dept A
In Dept B

Total Work in
Process Inventory

Finished Goods
Inventory

Gross Profit

42

ILLUSTRATIVE PROBLEM

COMPARATIVE TRIAL BALANCE (PARTIAL)

CURRENT
BASIC STANDARD ACCOUNTS STANDARD ACCOUNTS
At Actual At Basic
Debit Credit Debit Credit Debit Credit
$ 234.00 $ 234,00
36.00*
TL.70*
72 .40*
28.00 20.00
17.85 15.00
13.36 10.00
55 .00
none
58.85 45.00 55.00
1132.52 892.50 1028.50
515.63 592.50

*Normally closed to Profit snd Loss as a loss (if debits) for the period.

A study of the above trial balance will reveal considerable differ-

ences between the two methods; these differences may be summerized as

follows:

(1) Inventory valuations

a. Basic Standard--valued at actual cost.

b. Current Standard--valued at standard.

(2) Gross Profit

Difference due to wvaluations of both beginning and ending in-
ventories of work in process and finished goods; also different
valuations of cost of goods sold
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{3) Variations

a. Basic Stendard--not carried te variation accounts, profit and
loss, or finsncial statements.

b. QCurrent Standard--Variations are segretated im separate vari-
ation sceounts and closed to profit and loss. Pinancial
statenent valuations of inventories =t standard.

Variation Analysis

On the next pzge is an anslysis of the currvent standsrd varistion ae-
counts. The materisl variation of $36.00 has been analyzed %o show the
excess quantity used, in this case 100 wnits. The value of this uszge
analysis is to brimg it to the attention of mansgement., Investigntion will
revesl the cause of the excess usage and will ususlly be found to be due to
spoilage, waste, defachive msterials, theft, or some other similar csuse
which can be remesdied. The price variatica indiestes t6 mansgemeni that
the purchasing department has not come uwp to the standard in respect to
price.

Lzbor has been anslyzed toc show loss due Yo productivity of workmen.
This analysis places responsibility. HNeasgsment will wont to know why pro-
ductivity is not up to standard. This variance (labor efficiency) may be
due to waiting for meiterizls, working on defective materials, using defec-
tive equipment, doing corrective work, general inefficiency, lack of train-
ing, ete. The wsge rate variation indicates that the price variastion with
respect to standard is out of line. This variation may be due to wmion
activity, labor shortages, ete.

The Burden analygig in eurrent standards indicates to management eon~
siderable information of a statistical nature. Actlvity varlation indi-
eates the fixed expsnse of ¥idle capacity.® This is one of the most valu-
able anslyses provided by current standards (st practical capscity) and is

not provided by basic stendards. Expense variation indicates to mansgement



ANALYSIS OF VARTATIONS
CURRENT STANDARDS

Haterialg
¥aterial Usage Variation '
(rantity-100 wmits over @ 254)

Material Priece Variation
(Price--1¢ over on 1100 units)

NET MATERIAL VARTATION LO3S

Labor
Departoent A
Labor Bfficiency Variation (None)

Hage Bate Variation
{10¢ over for 200 hours)

Jepsrinent B
Labor Bfficiency Variation
(Tire-27.5 hrs over ¢ £1.10)

Wage Rate Variation

(6¢ over for 357.5 hrs)
NET? LABOR VARIATION 1LOSS

Burden
Dapartnent &
Burden Bfficiency Variation (None)

Activity Variation
{Posaible hrs 250 less actusl
hours 200 @ .50)

Bxpenge Variation
(Actual 190.60 less budgeted
of 165.00)

Depariment B
Burden Efficiency Varistion
(27.5 hours & $1.10)

Activity Variation
(42.5 heurs @ .75)
Expense ¥Variatlon
(Budgeted 425.13 less
actual $385.40)

NET BURDEE VARIATION LOSS

Variation Prom
Standaxd

Over

$25.00

11.00

30.25

21.45

25 .00

25.00

30.2

31.88

Under

Lk

Net Tariation
From Standard
Over Under

39.73

36.00

71.70

12.40
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the excess {(over or under stondard) of varisble costs which are generally
controllable. & variation of any conseguence should lead to an investiga-
tion and corrective measurss. Burden efficiency variation primarily ex~
plains that part of burden balance that is due to the variation from stond-
ard of the direct labor hours if burden is applied on this basis.

Basic stendard variation analysis is generslly expressed in percent-
ages of the basic standard. The anslysis ususlly consiste of the follow-
ing:

(1) Actual is compared with the basic standsrd to show trends

therefrom,

(2) The actual costs are compared with expected setnal to indieate
variations between them for cost control purposes, such varia-
tions generally bteing expressed as & percentage of the baste
standard.

The analysis shown on the following page by no means exhsusts the an-
alytical possibilities; however, only those analyses that will présumably
ald monsgement need be made. It is important to note thet the variatioms
are expressed in percentage relatives (dollar smounts shown here for clar-
ity) which, it is sometimes asserted, will not be confusing once mansgement
gets accustoned tc them and understands thelr meaning.

The labor cost ratio of 120 per cent in Department A is of limited
significance by itself. It is used to compare the tremnd of this perform-
ance with previous performance. For inatance, if the labor cost ratios ran
110, 112, 115, 118, 120, it is clearly evident that the trend of labor
costs is definitely and steadily wpward. The labor cost ratio is further
analyzed into (1) the labor output ratic and (2) the hour pay ratio. The

labor output ratic of 108-1/3 per cent in Department A4 indieates that actual



ANALYSIS OF VARIATIONS
BASIC STANDARDS

Variation between Variation between

bagic and actual expected and actual
- per cent dollars per cent dollars
Materials
Materisls Use Ratio 116 20.00 113 26.00
Materials Cost Ratio 1}? 66.00 105.5 11.00
Potal Material Variation 143 86.00 118.5 37.00
Labor
Department A
Labor OQutput Ratilo 100 100
Hour Pay Ratio 120 30.00 110 15.00
Labor Cost Ratio . 120 30.00 110 15.00
Department B
Labor Output Ratio 108-1/3  27.50 100
Hour Pay Ratio 117-1/3 5%. .20 106-1/2 21.45
Labor Cost Ratio 125.6 8. 70 106-1/2 2115
Burden
Department A
Burden Time Ratio 106 100
Burden Bate Ratlo 190 90.00 140 40.00
Burden Cost Ratio , 150 90,00 U6 55,60
Deportment B
Burden Time Ratio 108-1/3  27.%0 100
Burden Rate Ratio 108-3/11  27.90 10,5 15.00%
Burden Cost Ratic 116.8 55 .40 10%.5 i%.060%

*esin of actusl over expected actual.
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is 198*1/3 per cent above basic stendsrd which ig eoncidered as 100 per
cent. This 108-1/3 per cent, when compared with previcus performances, in-
dicates the trend in this particular aspect of labor costs. The other per-
centages are resd in a sinllar manner. The analyses in Basic Standards
appear to be somewhat vagune as to usefulness, Very little understandable
information as to their use and imterpretation is avalliable, probably be-
csuse the use of bagie standards appears to have been limited and is on the
decrease,

It is beyond the scope of this study to explain in detail the deriva-

tion of these percentages. Reference is made to Basic Standard Costs by
Bric A. Camman, published by The American Institute Publishing Company,
Inc., of Hew York. |

In gummarizing end comparing the anslysis provided by each of the two
methods, one must keep clearly in miand what will be of most valuwe to man-
agement. A casual study of the two sets of anelyses may lead one to he-
lieve they are somewhat similar in analysis results., This certainly is not
true when one recalls that the point (standard) from which measurement of
varistions is made in each case iz considerably different. In setting the
standard lies the heart of variation analysis. HWeasurement from an incor-
rect standard tells us little; in faect, it may be worse than no Information
at all. It is believed by the writer that the practical capacity (current
gtandards) concept of stenderd costs provides the most useful and economi-

cal methods to arrive at and analysze variations in costs.
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CHAPTER ¥V

COMPARATIVE STMMARY AND CORCLUSIONS

Sinee the development and use of stendsrd costs is relatively new, one
is confronted with differences in the interpretation and use of terms, and
with some differences of opinion concerning methodology snd primciples.
Suck differences are, of course, to be expected along with the development
of a new idea. Such differences are considerably less serieus then in the
past, and conseguently it is roasonable to assume that in the near future
one will see a more definite erystallization of the various concepts.

The areas of disagreement have been discussed fully in the previous
chapters and are spummarized and compared on the next two pagzes in tsbulated
fornm,

CONCLUSION

This gtudy is based wholly on references to periedicals and texts
written on standard costs. Such s broad review of literature written over
the past twenty-five years certainly peints to a need for more definiteness
and conslstency in terminoclogy snd methodology, especlally for the benefit
of the student.

There has been considerable writing on the various aspects of the
subject of stendard costs, but no effort to prepsre & comprehensive overall
statenent or discussion of the subjeet that would give a picture of the
whole. To date most writings have been concerning Yparts® snd “contro-
versial areas” rather thon a compichensive discussion of the “whole.” In
order 1o understand the parts as they relate to éne snother, one must have
a good perspective of the whole.

With respect to basic standards, there needs to be more elarifieation

of the meaning, calculation, and interpretation of the resultant variations.
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CURRENT STANDARDS

BASIC STANDARDS

Financial Statements
1. Baelance Sheet

2. Profit aud Loss

Uzged for Balance Sheet walustions

Taed for Profit and Losa valuations

Yot used for Balance Sheet

valuations _
Hot uvsed for Profit and Logss

valuations

Revision
1. Price
2. Quantity or time

Revised to reflect overall price changes
Heviged to refleczt changss in methods and
gpecifications of manufacturing

Very seldom revised

Revigand tc reflect changes in
methods and specifications of
manmufacturing

Uge To measurs variation between actusnl and As a yardstick or measure from a
what performance should be, aleo idle fixed base
capacity
Regulis Usually expressed in dollars Usually expreszsed in per cent
Comparisons Current standard with Bagie standard with

1. Actual

1. Lctual
2. Expected actusl

In the agcounts

Replaces actuarl costs

Both sctual and basic standard
eosts are entered

Level at which set HMay be Mey be
1. &ctunlly expected 1. Aetually expected
2. Formal 2. Normal
3. Ideal 3. Ideal

Miscellsneous

Shows exponse of ldle capacity and not
trend

Bhows trend snd not expense of
idle eapacity

FIGURE 8

COMPARISON VITH RUSPECT TO APPLICATION

6



ITEM

EXPECTHD ACTUAL

NORMAL IDEAL
Production Theoretical capacity or
(quantity) Actually expected Long time average theoretical adjusted
Prices Anticipated or expected Long time average

Those expested undar
efficient and economi-
eal operations

Variation due to--

1. Actunl wvolume different
from expected

2. Actual prices differeant
from expectad

3. Bfficiency of production
different from expected

1. Output volume above or
below normal

2. Aetual prices above or
below normal

3. Performance efficiency
above or below normal

. Idle eapacity

. Yariations of prices
from standard

. Variations of quan-
tities from standard

. Porformance efficiency
varistion

£ w0

Variation balances

May be debit or credit

Hay be debit or cradit

Formally debit

Provalenece In the past the most widely Seldom used execept for Being used more in last
used overhead expenses few years, perhaps pre-
ferrzd to others at
present (especially
adjuated)
FIGURE 9

. COMPARISON AS TO LEVEL OF PERFORNANCE

el

P
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This is importent not merely from the viewpoint of the student; how can
management, for instsnce, benefit from a maze of percentage figures unless
they have heen properly educated =3 to their mesning. The advocates of
such stendards should feel this responsibility snd provide more readily
wderstood information thereon.

There is definitely a need for more agreement and less disagreement
such ss would come about by more literature in the realm of stondard costs
with a view to presentation of an overall perspective and towsrd s better
crystallization of the meaning and use of terms.

iiétandard costs developed primarily becsuse of the desire of management
to be informed when costs sre out of line and whers such variations oceur
30 that they could effectively control costs. If stoandard costs are to
meet this test, such figures must effectively measure what management wants
to know. Therefore, it is important for the cost accountant to see the
need from management®s point of view. The need iz to devise a system of
stendards that will inform management when costs are out of line, where
they are out of line, and whyiiiit is aspparent that many writers and ad-
vocates of some of the various methods of computing standards lose sight
of just what should be messured snd indleated to management.

4n analysis of the two types of standards, i.e., current and basie,
in view of what mansgement needs to know indicates to the writer that cur-
rent standards more nearly mects the need. Of what signifiecant value to
management is it to know, for example, that labor costs of Product A are
150 per cent of what they were five years ago? Does this tell management
whether labor is efficient or not and if not, why? The obvious snswer is
ac. It is true that trend is indicated, but it must be admitted that the

increase may be wholly due to changing value of the dollar.

S
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Through current standard costs set at practical capscity, management
is informed of the variations between what the product should hsve ecst and
what it actually did cost. Is this of value to monagement? The obvious
answer is yes. Is it unreagsonable for management to ask and want to lkmow
of such variastionst Certainly mansgement does not expect costs to be below
a certain level; but should they be above 2 certain level, mansgement has
a right to kmow about it, as well as the reasons therefor. Current stand-
ards, if properly gset and analyzed, will reveal these variations.to manage~

ment in such a manner that effective cost control can be used. It is of ne

value to know that costs are higher than some previous period; the important

point is, are they sbove whet they should be, and why.

With respect to the various suggested levels of performance for stand-
ards, it is obvious that the concept of what mansgement needs to know ia
frequently lost sight of. Another important point to be observed is that
mansgenent should be provided with s correct measure, for it is frequently
true that incorrect information is of less value than no information.
Standsrds incorrectly set are dangerous to management, since 2 deeision
based on them may be wholly incorrect and finencially disastrous to the
firm.

In determining a level of performance st which to set & stendard, there
are two possibilities to be explored. One possibility is based on the
theory of past andfor future performsnce. The advocates of normal or
average capacity look to the average production over a period of time that
supposedly covers a complete business cycle. The advocates of expected
actual level of performence look to the immediste fiseal period for the
level of performsnce. In either case the level does not consider the plant

capacity; hence, the expense of idle capacity is inadequately measured.

R
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Also, variations may or may not be indicated when actually the exact oppa-
gsite is correct, due to current conditions being different from the averassze.
The other possibility is to look to the plant and analyze its potentiali-
ties.fifor example, in a plant where the machine, from sn engineering view-
point, is eapable of producing 5,000 units per month, certainly that is the
theoretical capacity.f}Some writers use the term, #ideal level," to mean
practical capacity, which, if common ussge of the term, "ideal," is sc-
cepted, means that the standard level should be this theoretical capacity.
Such a level is certainly impractical, but when adjusted for unavoidable
delays, etc., to a practical capacity level, a2 performsnece level is sttained
which when properly used will reveal variations to mensgement which are cor-
rect and of valuefi}Assume, further, that the machine mentioned above can
be expected (by m;nagement) to produce 4,900 units (practical capacity) and
that for a particular month the actual production was 4,500 units. Which
analysis would provide management with the mest useful data, the variation
in costs between 4,500 and 5,000 wnits or between 4,500 and 4,900 units?

It would seem that the lmowledge of the 100 units cost variation between
practical capacity and ideal ecapacity would be of noe value; in fact, if
included, it would tend to hide the variations that should be revealed.

Why and of what use would a measure of that which is not practically pos~
gible be of value to management? The aneswer appesars to be nene, If pro-
duection were always at h,QDD, management would have no cause to worry: only
when it is below that figure would they want the “bell"™ to ring. It there-
fore@éppeara to the.writer that the practieal capaeity level of performance
is the one that most nearly meets the test of whalt menagement needs in
standard costs.x}

Qihe current trend among writers seems to be toward current standard
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costs, using the practical eapseity level of performance sgs the most de~
sirablefE‘More thinking and writing in the future, keeping in mind (1) the
needs of management and (2) the basic reasons for the development of stand-
ard costs, would resuld in more agreement and 2 better understanding, with
a consequent bemefit to the student, management, and the sceommting pro-

fesslion in general.
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