UNIT 11: STANDARD COSTING

Introduction

One of the prime functions of management accounting is to facilitate managerial control
and the important aspect of managerial control is cost control. The efficiency of
management depends upon the effective control of costs. Therefore, it is very important
to plan and control cost. Standard costing is one of the most important tools, which helps
the management to plan and control cost of business operations. Under standard costing,
all costs are pre-determined and pre determined costs are then compared with the actual
costs. The difference between pre-determined costs and the actual costs is known as
variance which is analysed and investigated to the reasons. The variances are then
reported to management for taking remedial steps so that the actuals costs adhere to pre-
determined costs. In historical costing actual costs are ascertained only when they have
been incurred. They are useful only when they are compared with predetermined costs.
Such costs are not useful to management in decision-making and cost control. Therefore,
the technique of standard costing is used as a tool for planning, decision-making and
control of business operations. In this unit you will study the basic concepts of standard

costing.

Meaning of Standard Cost

Standard costs are predetermined cost which may be used as a yardstick to measure the
efficiency with which actual costs has been incurred under given circumstance. To
illustrate, the amount of raw material required to produce a unit of product can be
determined and the cost of that raw material estimated. This becomes the standard
material input. If actual raw material usage or costs differ from the standards, the

difference which is called ‘variance’ is reported to manager concerned. When size of the



variance is significant, a detailed investigation will be made to determine the causes of

variance

According to the chartered Institute of Management Accountants (C.I.M.A) London,
“Standard cost is the predetermined cost based on technical estimates for materials,
labour and overhead for a selected period of time for a prescribed set of working
conditions.”

The Institute of Cost and Works Accountants defines standard costs as “Standard costs
are prepared and used to clarify the final results of a business, particularly by
measurement of variations of actual costs from standard costs and the analysis of the
causes of variations for the purpose of maintaining efficiency of executive action.”

Thus standard costs is a predetermined which determines what each product or service
‘should be’ under given circumstances. From the above definitions we may note that

standard costs are:

1) Pre-determined cost: Standard cost is always determined in advance and
ahead of actual point of time of incurring of costs.

i1) Based on technical estimated: Standard cost is determined only on the basis of
a technical estimate and on a rational basis.

1) For the purpose of Comparison: The very purpose of standard cost is to aid
the comparison with actual costs.

iv) Based for price fixing: The prices are fixed in advance and hence the only

variation basis is the standard cost.

Standard Cost and Estimated Costs

Estimates are predetermined costs which are based on historical data and is often not very
scientifically determined. They usually compiled from loosely gathered information and
therefore, they are unsafe to use them as a tool for measuring performance. Standard
costs are predetermined costs which aims at what the cost should be rather then what it

will be. Both the standard costs and estimated costs are used to determine price in



advance and their purpose is to control cost. But, there are certain differences between

these two costs as stated below:

Differences between Standard costs and Estimated Costs:

The following are some of the important differences between standard cost and estimated

cost:

Standard Cost

Estimated Cost

Standard cost emphasizes as what the cost

‘should be’ in a given set of situations.

Estimated cost emphasizes on what the cost

‘will be’.

Standard costs are planned costs which are

determined by technical experts after
considering levels of efficiency and
production

Estimated costs are determined by taking
into consideration the historical data as the

basis and adjusting it to future trends.

It is used as a devise for measuring

efficiency

It cannot be used as a devise to determine
efficiency. It only determines expected

costs.

Standard costs serve the purpose of cost

control

Estimated costs do not serve the purpose of

cost control.

Standard costing is part of cost accounting

process

Estimated costs are statistical in nature and

may not become a part of accounting.

It is a technique developed and recognised

by management and academecians

It is just an estimate and not a technique

It can be used where standard costing is in

operation

It may be used in any concern operating on

a historical cost system.

Concept of Standard Costing

Standard costing is a technique used for the purpose of determining standard cost and

their comparison with the actual costs to find out the causes of difference between the




two so that remedial action may be taken immediately. The Charted Institute of
Management Accountants, London, defines standard costing as “the preparation of
standard costs and applying them to measure the variations from actual costs and
analysing the causes of variations with a view to maintain maximum efficiency in

production”.

Thus, standard costing is a technique of cost accounting which compares the ‘standard
cost’ of each product or service, with the actual cost, to determine the efficiency of the
operation. When actual costs differ from standards the difference is called variance and
when the size of the variance is significant a detailed investigation will be made to

determine the causes of variance, so that remedial action will be taken immediately.

Thus, standard costing involves the following steps:

1. Setting standard costs for different elements of costs

2 Recording of actual costs

3. Comparing between standard costs and actual costs to determine the variances
4. Analysing the variances to know the causes thereof, and

5 Reporting the analysis of variances to management for taking appropriate

actions wherever necessary.

The system of standard costing can be used effectively to those industries which are
producing standardised products and are repetitive in nature. Examples are cement
industry, steel industry, sugar industry etc. The standard costing may not be suitable to
jobbing industries because every job has different specifications and it will be difficult
and expensive to set standard costs for every job. Thus, standard costing is not suitable in

situations where a variety of different kinds of tasks are being done.

Objectives of Standard Costing:

1. Cost Control: The most important objective of standard cost is to help the

management in cost control. It can be used as a yardstick against which actual costs can



be compared to measure efficiency. The management can make comparison of actgual
costs with the standard costs at periodic intervals and take corrective action to maintain

control over costs.

2. Management by Exception: The second objective of standard cost is to help the
management in exercising control over the costs through the principle of exception.
Standard cost helps to prescribe standards and the attention of the management is drawn
only when the actual performance is deviated from the prescribed standards. It

concentrates its attention on variations only.

3. Develops Cost Conscious Attitude: Another objective of standard cost is to
make the entire organisation cost conscious. It makes the employees to recognise the

importance of efficient operations so that costs can be reduced by joint efforts.

4. Fixation of Prices: To help the management in formulating production policy
and helps in fixing the price quotations as well as in submitting tenders of various
products. This can be done with accuracy with standard cost than the actual costs. It also
helps in formulating production policies. Standard costs removes the reflection of

abnormal price fluctuations in production planning.

5. Fixing Prices and Formulating Policies: Another object of standard cost is to
help the management in determining prices and formulating production policies. It also
helps the management in the areas of profit planning, product-pricing and inventory

pricing etc.

6. Management Planning: Budget planning is undertaken by the management
at different levels at periodic intervals to maximise the profit through different product
mixes. For this purpose it is more convenient using standard costing than actual costs
because it is done on scientific and rational manner by taking into account all technical

aspects.



Check your progress A

1. Standard costing involves in determining
1) Standard Costs
1) Actual Costs
1) Estimated Costs

2. The difference between actual costs and standard cost is known as
1) Profit
1) Variance

1) Historical Cost

3. The purpose of standard costing is to
1) Reduce Costs
1) Measure Efficiency

1) Control Prices

4. Distinguish between standard cost and estimated cost

5. What do you understand about standard cost and standard costing.

True or False Statements

a. Standard costing is suitable to job industries where different kinds of tasks are
being done. (False)

b. Standard costing is used effectively in those industries which are producing
standardized products and are repetitive in nature. (True)

C. Budgeting is the process of preparing plans for future activities of an

enterprise. (True)

d. Standard costing is suitable for small business. (False)
e. The figure based on the average performance of the past after taking into
account the seasonal/cyclical changes is called expected standards. (False)



f. The success of a standard costing depends upon the reliability and accuracy of

the standards. (True)

Standard Costing and Budgeting

Budgeting may be defined as the process of preparing plans for future activities of
the business enterprise after considering and involving the objectives of the said
organisation. This also provides process/steps of collection and preparation of data, by
which deviations from the plan can be measured. This analysis helps to measure
performance, cost estimation, minimizing wastage and better utilisation of resources of
the organisation. Thus, budgets are prepared on the basis of future estimated production
and sales in order to find out the profit in a specified period. In other words Budget is an
estimate and a quantified plan for future activities to coordinate and control the uses of
resources for a specified period. According to Institute of Cost and Works Accountants,
“A budget is a financial and / or quantitative statement prepared prior to a defined period
of time, of the Policy to be pursued during that period for the purpose of attaining a given
objective.” Budgeting is a process which includes both the functions of budget and
budgetory control. Budget is a planning function and budgetory control is a controlling
system or a technique. You might have already studied the budgeting in detail in Block
3, under Unit-8: Basic Concepts of Budgeting.

The objective of the standard costing and budgeting is to achieve maximum
efficiency and cost control. Under both the systems actual performance is compared with
predetermined standards, deviations, if any, are analysed and reported. Budgeting is
essential to determine standard costs while standard costing is necessary for planning
budgets. Both are complimentary in nature and in determining the results. Besides
similarities there are certain differences between standard costing and budgeting which

are as follows:



Standard costing

Budgeting

Standard costing is based on
technical information and is fixed

scientifically.

It is based on standard cost, historical costs

and estimates.

Standard costs are used mainly for
the manufacturing function and
also for marketing and
administration functions.
Therefore, it does not require

functional coordination.

Budgets are prepared for different
functional departments such as sales,
purchase, production, finance, personnel
department. Therefore, it requires

functional coordination.

Standard costs emphasises the
cost levels which should be

reduced

Budgets emphasises cost levels which

should not be exceeded.

In standard costing variances are
usually revealed through

accounts.

In Budgeting, variances are not revealed
through accounts and control in exercised
by putting budgeted figures and actuals
side by side.

In standard costing, a detailed
analysis is needed in case of

variances.

No further analysis is required if costs are

within the budget.

Standard costing sets realistic
yardsticks and therefore, it is
more useful for controlling and

reducing costs.

Budgets generally set maximum limits of
expenditure without considering the

effectiveness of expenditure.

Standard cost is revised only
when there is a change in the

basic assumptions and basis.

Budgeting is done before the beginning of

each accounting period.

Standard costs are based on the
basis of standards set by

management.

Budgets are set on the basis of present

level of efficiency.




9. | Standard costing cannot be used | 9. | Budgeting can be done either wholly or
partially. Standards will have to partly.

be set for all elements of cost.

10. | Standard cost is a projection of | 10. | Budgeting is a projection of financial

cost accounts. accounts.

Advantages of Standard Costing

The introduction of Standard Costing system may offer many advantages. It varies from
one business to another. The following advantages may be derived from standard costing

in the light of the various objectives of the system:

1. To measure efficiency: Standard Costs provide a yardstick against which
actual costs can be measured. The comparison of actual costs with the standard cost
enables the management to evaluate the performance of various cost centres. In the
absence of standard costing, efficiency is measured by comparing actual costs of different
periods which is very difficult to measure because the conditions prevailing in both the

periods may differ.

2. To fix prices and formulate policies: Standard costing is helpful in
determining prices and formulating production policies. The standards are set by
studying all the existing conditions. It also helps to find out the prices of various
products. It helps the management in the formulation of production and price policies in
advance and also in the areas of profit planning product pricing, quoting prices of tenders.

It also helps to furnish cost estimates while planning production of new products.

3. For Effective cost control: One of the most advantages of standard
costing is that it helps in cost control. By comparing actual costs with the standard costs,
variances are determined. These variances facilitate management to locate inefficiencies

and to take remedial action against those inefficiencies at the earliest.




4. Management by exception: Management by exception means that each
individual is fixed targets and every one is expected to achieve these given targets.
Management need not supervise each and everything and need not bother if everything is
going as per the targets. Management interferes only when there is deviation. Variances
beyond a predetermined limit may be considered by the management for corrective
action. The standard costing enables the management in determining responsibilities and

facilitates the principle of management by exception.

5. Valuation of stocks: Under standard costing, stock is valued at standard cost and
any difference between standard cost and actual cost is transferred to variance account.
Therefore, it simplifies valuation of stock and reduces lot of clerical work to the

minimum level.

6. Cost consciousness: The emphasis under standard costing is more on cost
variations which makes the entire organisation cost conscious. It makes the employees to
recognise the importance of efficient operations so that efforts will be taken to reduce the

costs to the minimum by collective efforts.

7. Provides incentives: Under standard costing system, men, material and
machines can be used effectively and economies can be effected in addition to enhanced
productivity. Schemes may be formulated to reward those who achieve targets. It
increases efficiency, productivity and morale of the employees.

Limitations of Standard Costing

In spite of the above advantages, standard costing suffers from the following

disadvantages:

1. Difficulty in setting standards: Setting standards is a very difficult task as it

requires a lot of scientific analysis such as time study, motion study etc. When standards
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are set at high it may create frustration in the minds of workers. Therefore, setting of a

correct standards is very difficult.

2. Not suitable to small business: The system of standard costing is not
suitable to small business as it requires lot of scientific study which involves cost.

Therefore, Small firms may find it very difficult to operate the system.

3. Not suitable to all industries: The standard costing is not suitable to those
industries which produces non-standardised products and also not suitable to job or
contract costing. Similarly, the application of standard costing is very difficult to those

industries where production process takes place more than one accounting period.

4. Difficult to fix responsibility: Fixing responsibility is not an easy task.
Variances are to be classified into controllable and uncontrollable variances because
responsibility can be fixed only in the case of controllable variances. It is difficult to
classify controllable and uncontrollable variances for the variance controllable at one
situation may become uncontrollable at another time. Therefore, fixing responsibility is

very difficult under standard costing.

5. Technological changes: Standard costing may not be suitable to those
industries which are subject to frequent technological changes. When there is a change in
the technology, production process will require a revision of standard. Frequent revision
of standards is a costly affair and therefore, the system is not suitable for industries where

methods and techniques of production are subject to fast changes.
In spite of the above limitations, standard costing is a very useful technique in

cost control and performance evaluation. It is very useful tool to the industries producing

standardised products which are repetitive in nature.
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Pre-requisites for success

In establishing a system of the standard costing, there are a number of
preliminaries which are to be considered. These include:
1. Establishment of Cost Centres
2 Classification of Accounts
3. Types of Standards
4 Setting Standard Costs

Let us study the above in detail

1. Establishment of Cost Centres: A cost centre is a location, person or an item
of equipment (or group of these) in respect of which costs may be ascertained and related
to cost units. A centre which relates to persons is referred to as a personal cost centre and
a centre which relates to location or to equipment as an impersonal cost centre. Cost
centres are set up for cost ascertainment and cost control. While establishing cost centres
it should be noted that who is responsible for which cost centre. In many cases each
department or function will form a natural cost centre but there may also have a number
of cost centres in each department or function. For example, there may be six machines
in a manufacturing department, each machine may be classified as a cost centre. Cost

centres are essential for establishing standards and analysing the variances.

2. Classification of Accounts: Accounts are classified to meet a required purpose.
Classification may be by function, revenue item or asset and liabilities item. Codes and

symbols are used to facilitate speedy collection and analysis of accounts.

3. Types of Standards: The standard is the level of attainment accepted by
management as the basis upon which standard costs are determined. The standards are
classified mainly into four types. They are:

1) Ideal Standard: The ideal standard is one which is set up under ideal

conditions. The ideal conditions may be maximum output and sales, best possible prices
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for materials, most satisfactory rates for labour and overhead costs. As these conditions
do not continue to remain ideal, this standard is of little practical value. It does provide a
target or incentive for employees, but is usually unattainable in practice.

i) Expected Standard:  This is the standard which is actually expected to be
achieved in the budget period, based on current conditions. The standards are set on
expected performance after allowing a reasonable allowance for unavoidable losses and
lapses from perfect efficiency. Standards are normally set on short term basis and
requires frequent revision. This standard is more realistic than ideal standard.

ii1) Normal Standard: This represents an average figure based on the
average performance of the past after taking into account the fluctuations caused by
seasonal and cyclical changes. It should be attainable and provides a challenge to the
staff.

iv) Basic Standard: This is the level fixed in relation to a base year.
The principle used in setting the basic standard is similar to that used in statistics when
calculating an index number. The basic standard is established for a long period and is
not adjusted to the present conditions. It is just like an index number against which
subsequent price changes can be measured. Basic standard enables to measure the
changes in cost. It serves as a tool for cost control purpose because the standard is not

revised for a long period. But it cannot be used as a yard stick for measuring efficiency.

4. Setting Standard Costs: The success of a standard costing system depends
upon the reliability and accuracy of the standards. Therefore, every case should be taken
into account while establishing standards. The number of people involved with the
setting of standards will depend on the size and nature of the business. The responsibility
for setting standards should be entrusted to a specific person. In a big concern a Standard
Costing Committee is formed for this purpose. The committee consists of Production
Manager, Personnel Manager, Production Engineer, Sales Manager, Cost Accountant and
other functional heads. The cost accountant is an important person, who has to supply
the necessary cost figures and coordinate the activities of budget committee. He must
ensure that the standards set are accurate and present the statements of standard cost in

most satisfactory manner.
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Standard costs are set for each element of cost i.e., direct materials, direct labour
and overheads. The standards should be set up in a systematic manner so that they can be

used as a tool for cost control. Briefly, standard costs will be set as shown below:

1) Standard Cost for Direct Materials:

If material is used for manufacturing a product it is known as direct
material. Direct material cost involves two things (a) Quantity of materials and (b) Price
of materials. Firstly, while setting standard for quantity of material, the quality and size
of the material should be determined. The standard quantity of material required for
producing a product is decided by the technical experts in the production department.
While fixing standard for material quantity, a proper allowance should be given to normal
loss of materials. Normal loss will be determined after careful analysis of various factors.
Secondly, standard price for the material is to be determined. Setting standard price for
material is difficult because the prices are regulated more by the external factors than the
company management. Before fixing the standard, factors like prices of materials in
stock, price quoted by suppliers, forecast of price trends, the price of materials already
contracted, provision for discounts, packing and delivery charges etc., should be

considered.

1) Setting Standards for Direct material:

The labour involved in manufacture of a product is known as direct
labour. The wage paid to such workers is known as direct wages. The time required for
producing a product should be ascertained and labour should be properly graded. Setting
of standard cost of direct labour involves fixation of standard time and fixation of
standard rate. Standard time is fixed by time or motion study or past records or
estimates. While fixing standard time normal ideal time is to be allowed for normal
delays, idle time, other contingencies etc. The labour rate standard refers the wage rate
applicable to different categories of workers. Fixation of standard rate will depend upon
various factors take demand for labour, policy of the organisation, influence of unions,

method of wage payment etc. If any incentive scheme is in operation then anticipated
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extra payment to the workers should also be included in determining standard rate. The
Accountant will determine the standard rate with the help of the Personnel Manager,.
The object of fixing standard time and labour rate is to get maximum efficiency in the use

of labour.

iii) Setting Standards for Direct Expenses

Direct expenses are those expenses which are specifically incurred in
connection with a particular job or cost unit. These expenses are also known as
chargeable expenses. Standards for these expenses must also be determined. Standards
for these may be based on past performance records subject to anticipatory changes

therein.

iv) Setting Standards for Overheads

Indirect costs are called overheads. These costs are those which cannot be
assigned to any particular cost unit and are incurred for the business as a whole. The
overheads are classified into fixed, variable and semi-variable overheads. Standard
overhead rate is determined for these on the basis of past records and future trend of
prices. It will be calculated per unit or per hour. Setting standard for overhead cost
involves the following two steps:

a) Determination of the standard overhead costs, and

b) Determination of the estimates of production

Standard overhead absorption rate is computed with the help of the following
formula:

Standard overhead for the period
Standard overhead rate =
(per hour) Standard hours for the period

or

Standard overhead for the period
Standard overhead rate =
(per hour) Standard production (in units) for the period
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The purpose of setting standard overhead rate is to minimise overhead costs.
Overhead rates are more useful to the management if they are divided into fixed and
variable components. When overheads are divided into fixed and variable, separate
overhead absorption rates are to be calculated with the help of the following formulae:

Standard Variable Overhead for the Period
Standard Variable Overhead Rate =
Standard Production (in Units or Hours) for the Period

Standard Fixed Overhead for the Period
Standard Fixed Overhead Rate =
Standard Production (in Units or Hours) for the Period

Standard Hour

Production may be expressed in different units of measurement such as kilos,
tones, litres, numbers etc. When a concern produces different types of products, the
production will be expressed in different units. It is difficult to aggregate the production
which is expressed in different units. To over come this difficulty, the production is to be
expressed in a common measure known as ‘Standard Hour’. The standard hour is the
quantity of output which should be produced in one hour. A standard hour may be as “A
hypothetical hour which represents the amounts of work which should be performed in
one hour under stated conditions.” A measure of standard hour is useful for the purpose
of comparison of performance of one department to another. It is also useful to compute
efficiency and activity ratios. For example if 20 units of product A are produced in 2
hour, and 40 units of product B are produced in 5 hours, the standard hours represent 10

20 Units 40 Units

units of product A (----------- )and 8 units of product B (------------- ). Therefore, standard
2 hrs 5 hrs

hour is the quantity of production of a given product for one clock hour.

Revision of Standards

Standard cost is based on a number of factors. These factors some may be

internal or external may vary from time to time depending upon different situations.
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Standard cost may become unrealistic if it is not revised according to the changed
circumstances. Then a question arises what would be the period in which standards
should be set? If the standard is set for a shorter period it is expensive and frequent
revision of standards will impair the utility and purpose of the standard cost. If the
standard is set for a longer period it may not be useful particularly during periods of high
inflation and rapidly changing technological environment. Therefore, standards are
normally set for a fixed period of one year and revised annually at the beginning of
accounting period. If there are major changes, a revision may also be required within the
accounting period. If there are minor changes, the causes of difference between actual
and standards may be explained without being revised the standards. There are certain

conditions which necessitate the revision of standard costs. These conditions are:

1) Changes in price levels of materials, labour and overheads
i) Technological changes

1) Changes in production methods or product mixes

1v) Changes in plant capacity utilization

V) Errors discovered in setting standards

vi) Changes in designs or specification

vii)  Changes in the policy of organisation

viii)  Changes in government policy affecting the product or organisation, etc.

Check your progress B

1. State some of the conditions under which a revision of stand cost takes place
2. Explain the concept of standard hour.
a) Standard hour is a hypothetical hour which represents the amount of work

to be done in one hour under given circumstances (True)
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b) To control cost either standard costing or budgetory control should be

used but not both the techniques. (False)

C) Standard cost is used as a yardstick to measure the efficiency with which

actual cost has been incurred. (True)

d) Standard cost is a projection of costs accounts whereas budgeting is a

projection of financial accounts. (True)

e) Standards are normally set for a longer period and revised annually.

(False)

Terminal Questions

1. What is Estimating Costing and how does it differ from Standard Costing?

2. What do you understand by standard costing. Give a suitable definition to explain

your anSwer.

3. What is Standard Costing? State the objectives of standard costing.

4. Give a comparative account of standard costing and budgeting.

5. Write a detailed note explaining the advantages and limitations of standard
costing.

6. How do you ensure the success of a standard costing method in your organisation

7. Write notes on the following:

a) Ideal standard
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10.

11.

b) Expected standard

c) Normal standard

d) Basic standard

Explain the meaning of Standard Hour.

Write a note on Revision of Standards.

How are standards fixed? Explain.

A company has decided to introduce a system of standard costing. What are the

preliminaries to be considered before developing such a system? Explain.
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