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INrRODUCTION AND PURPOSE -1-

1. The British Economy 

Great Britain is largely dependent upon her industrial activities 

without which she could not produce enough to continue to survive as a 

prosperous nation . As a country Bri tain has less than 0 . 2 per cent 

of the world ' s land area and has slightly less than 2 per cent of the 

world' s population . She is eleventh in population size and , among the 

larger countries, is seventh in population density . Britain is the 

world ' s third largest trader and Sterling finances about one t hird of 

the wor ld' s t rade . (Fanfare for Britain, Confederation of British · 

I ndustr y , Iondon , Jan . , 1967) . 

Despite the achievements there are also serious problems . One of 

the major difficulties is to keep down t he trade deficit on balance 

of payments • In 1964 this was £ 543m . which was reduced to less than 

£150m . in 1966 , but still a considerable sum ( data from Department of 

Economic Affairs progress report , Mar-ch , 1967). 

R. Harr od (When can the squeeze be ended? in Management accounting, 
-~ 

London , Feb ., 1967 p .45) has stated that to increase exports to an 

amount which WOQld close the gap i n t he balance of payments would 

need a "once - over increase in expor ts of .about 8 per cent . " This 

would be over and above the normal growth rate of between 2 and 4-

per cent which is expected to take place annually • 

. For these increases to t ake place Har rod is of the opinion that 

productivity (output per per son) must go up , whereas costs have to 

be held constant when compared with other count r ies . This would 
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have the eff ect of allowing prices to be reduced and, therefore , 

the products would become more competitive. Credit squeezes are 

only a short term solution . 1:fuat is needed is a permanent freeze 

on costs so that a "lower structure of price quotations becomes possible", 

This short explanation of the problem and solution is very much 

simplified . However, it should serve the purpose of showing hov, 

important to the British Economy is the need~ 

control and for_~ormati~ on all a~epts of business resources. 

h__ Scope of t he Dissertat~on 

The advantages which can accrue from the proper use of cost 

accounting are given adequate publicity in any basic textbook on 

the sub ject . ·r here is now a general acceptance that cost accounting 

is an essential part of sound business management . It is true to 

say that without costs there can be no management . Finance is necessary 

to provide a business with the ne ce ssary resources : if this is not 

available then there is nothing t o manage . Hanagement is the 

conversion of re sources. 

A modern publication has distinguished t hree distinct, yet related, 

aspects which make up the business . These are: 

(a) a series of operatiorial activities, 

(b) the finance and 

(c) the people who carry out the activities . 

In connection ,1ith £i~92_ the sane source ha~ stated: 



This "enables the operational activit ies to be initiated 
and maintained and which may be represented as a frame, 
moro or less flexible , within which the operational 
activities are enclosed ." (The enterprise and factors 
affecting its operation , I .L.O. , Geneva, 1965 , p . 5) . 

-3 -

The costs exercise pressure on the financial frame, influencing 

any desire to expand operations . (op . cit . ,p .8) . 

Whether remaining at approximately the same level of operations 

or expanding there is a need to control the use of resources in 

the conversion to the saleable product or service . For most 

products there is a limit to the price which can be charged and , 

therefore, costs should receive t he maximum attention . In this 
, ... 

vray (since revenue ~~ costs = profit) the profit should be 

increased . Cost is incurred to obtain results ; if the latter 

are watched by the establishment of a ratio between ·efforts and 

their outcome then profit should be earned . (P .F . Drucker 

Hanaging for results , Heinemann, London , 1964, p .64) . 

Drucker also emphasizes that if t here are no results then the money 

spent does not represent costs , but is sheer Haste . ( idem) 

This matter has received detaile d attent ion from A , J .E •. ~dr¾er 

who states without reservation that not all sacrificed values can 

be regarded as costs and, furthermore , any costs must be economically 

justified (The particularization of indirect cost in modern costing 

admini stration, Ajax Potchefstroom , 1964, pp .27 , 44 et . seq . ) 

In short , therefore , there should be resource transfor!Ila tio~ within a 

business as economically as possible and wit h the minimum amount of 

waste . 
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Qrucker (op.cit . ,p.65) has stated that effective control requires 

examination of all facets of the business . Otherwise, if areas 

are examined in isolation , cost control becomes a matter of 

pushing costs f rom one a rea to another . 

Besides cost control , there are many other associated problems . 

Managers have to plan , operate, and co- ordinate the resources so 

that they are used as effectively as possible . Decisions made 

should be rational and based on sound concepts; othernise they 

become "hunches" or " guesses". 

In the large modern business ,which is extremely complex , there 

can be no place for misconceived guesswork . Managers require to know 

what is likely to happen and, subsequently , what has happened . 

Moreover, the plans and the cona~quences of action taken have to 

be i n terms of profit or l oss . If a reasonable retur n on 

capital is not being earned then management should be supplied 

with the alternative courses of act ion . Management accountancy 

provi des the foundation stone upon whi ch a successful business 

can be built . It supplies the information which is so vital 

to the success of t he venture . Unless the ne cessary facts are 

made available , and in t he correct form , the managers concerned 

will be at a serious disadvantage compared with the business 

which has the neces sary details . 

Management accountancy is a relatively nevr concept TThich, in its 

present form , is little more than 10 years of age. Standard 

costing is a discipline of l onger standing , having its first 
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origins in the period 1920 - 1930. (~ Chapter 3) . 

The theme of this dissertation is that standard costing, within the 

framework of management accountancy, can provide many of the 

answers necessary for cost control, cost reduction and for rational 

decision making . Since its inception there have been considerable 

developments and more understanding , yet the knowledge on standard 

costing from research done is far from complet e . 

In carrying,out the research there have been two broad aims : 

( a ) To establish a framework which woul d guide accountants and 

managers in the employment of standard costing . 

( b ) 'fo ascertain how far the standard costing principles advocated 

are used in practice in Great Britain . 

The emphasis has been placed on the employment of the technique as 

a tool of management . Reference to accounting techniques of a 

technical nature have been kept to a minimum . As Sorgdrager 

has quite rightly observed ( op . cit. ,P .1) cost accounting requi res 

a more dynami c approa ch; it should be treated "as a science and 

not merely as a professional technique". The scientific study 

advocated by Sorgdrage~ ha s been attempted in this dissertation. 

Historical and modern ideas have been brought together to provide 

the theoretical , yet workable , framework . Extensive use has been 

made of numerous publications . In particular the works of 

A. J .E. So:s,g_drager and J .H. Els should be mentioned : the book by 

Sorgdrage~ (The particularization of indirect cost in modern costing 

administration) has been referred to throughout the research . 
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Considerable knonledge of South African views and practices was 

obtained from the Doctorate thesis by lli (The application of 

standard costs in certain South African industries, Potchefstroom 

University, 1964). 

My research into cost accounting has extended over a number of 

years . This has resulted in publication of a number of papers 

and books , including the follouing:-

Standard costing, Macdonald and Evans, London, 1966 (1st edition 1960) 

(2nd II 1966) 

Management accountancy, Macdonald.,:and Evans, London, 1966 (1st edition 1963) 

(2nd • · 1966) 

Industrial administration and management, Macdonald and Evans, London (1966) 

If any justification is needed for research into cost a ccounting methods 

then the vie'l1s of R. Appleby one of the foremost leaders of British 

industry , Chairman of Black and Decker Ltd . should be stressed . 

Appleby regards the "key to managerial success as the setting of 

standards for all business activity and the measurement of performance 

against the standard" (The financial times, 8th March, 1967, p .13) . 

These vie¥:s \7ere expressed at the Dritish Institute of llanagement 

National Conference Y,hich opened on the 7th March, 1967. 

speaking of the importance of profitability stated: 

Appleb_y 

"Financial measurement should penetrate into every cranny 
of the enterprise and indoctrinate all managements in their 
working habits". 
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I TTould certainly endorse Appleby's philosophy: it is in line 

uith modern thinking . 

3 • :fothod of A roach 

Reference to the principal books use d uas made in the previous section . 

In addition , a bibliography is included at the end of the dissertation . 
(, • < V •"\.< , l.,.(,i ). 

In building up the theor et ical f ra.meTTork , reference TTas made to a very 

v.ide r ange of books published in South Africa , the United States of 

America, Australia and Britain . In addition , current developments , 
(..,...fa {u 

r eported in professional jour nals and nevrnpaper s, have been taken into 

consideration. 

At the commencement of the res earch litt le or no knoTTledge 
TTas discovered to exist on the practical application of standard 
costing . !fore over , there is a pos itive reluctance on the part 
of British managers to divul ge information . Even so a good 
deal of success has been achieved ~ in a number of cases a 
personal visit to the business concerned elicited information 
that would not other~1ise have been made available . 
A total of 500 companies ,,ere circulated with a comprehensive 
questionnaire to obtain details of the use made of standard costing . 

In selecting the companies tTTo f acts were kept in mind: 

(a) They should r epresent all the ma jor industries in the British econom 

(b) Compani es should ha.ve inter es·cs in South Africa as well as Britain , 

thus allowing both countries to benefit . 

The list of companies obtained from a commerci al organi zation met with 

requirement b) . 

They vrere a lso quite representative and al though this fact vms quite 

fortuitous it enabled the f irst point to be sat i sfied (~ Chapter _3) 

Fo r business r easons the source of the information has 
to be kept confidential . 

4- . Content of the 'l'hesis 

The chapters have been arranged so that the concept of standard costing 
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can be seen t o exist within the framework of management accountancy. 

C~!!:E_ter 1, the philosophy of standard costing, shows how the subject 

has been developed as a natural consequence of management thought. 

The meaning of management and how the processes are carried out are 

examined. Hou the business is made up of cost centres and other 

areas of responsibility is explained . 

In Chapj;er 2 the concept "management" is developed further and the 

British and American approaches are compared . Tb.a new ideas which 

have developed are outlined to show ho~ they are all part of a co-

ordinated framework . The meaning of "manage:r.ient accountancy" 

and its evolution is examined . 

In Qia_p_ter 3, standard costing and its uses are considered, including 

the usefulness of variance analysis . 

Chapter~ outlines some of the problems facing managers and shows how 

standard costing can be applied in solving them . 

~Ll sho'l1s what is taking place within the companies included in 

the research . From visits made to a number of companies of various 

sizes the conclusions shown appear to be fully representative of 

British practice . 

Chapter 6 compares theory and practice, and makes suggestions for 

improvement and reaches conclusions . A nwnber of defects were found to 

exist in many systems being employed. Businesses which regarded 

standard costing as an unnecessary luxury were found to exist, but 

these were in the minority . At the same time there was evidence of a 

growing awareness of the importance of standard costing as a tool of 

management . 
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PHILOSOPHY OF STANDARD COSTING 

1. INI'RODUCTION 

-9-

Philosophy is J.efined by E. McIntosh (The concise oxfor d dicdonary, 

Oxford, 1964, p . 912) as follows: 

"Love of wisdom or knouledge, especially that which deals 
i;-!ith ultimate r eality, or nith the most general causes and 
principles of things11

• 

In this chapter , the concern is with the knowledge and principles 

~hich form the foundation for a logical and useful discipline . 

Unless a practical subject like standard costing can be justified 

in very real terms , it is unlDcely t o survive . Reasons for the 

growth and existence of standard costing as a tool of management, 

should form a frameuork which can be applied to the problems of 

business . 

Management , a.s a distinct and separate discipline , has grown 

because of the need for expertise in dealing with complex situations . 

As part of this gronth there has emerged a number of quantitative 

techniques , one of which is standard costing . As modern businesses 

have grown in size so management has become more and more dependent 

upon accounting data for pl anning , co-ordination and control . 

2. }.W ,AGE1IEFT AB AN .ART AND A SCIENCE 

Although the growth of the techniques employed may appear haphazard , 

it is possible to sho~ that this is not the case . Rather , they 

have developed from a need; primarily the impetus has been from the 

necessity for managers to become more efficient . Management is 
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partly an art and partly a science . Because the emphasis is on 

dealing with people so as to obtain maximum co-operat ion and high 

morale, the subject may rightly be called an art , The science 

emerges because a manager is concerned with scientific method -

observing, collecting and analysing data, making use of information 

and avoiding mistakes previously made . In addition, many techniques 

such as cybernetics , linear programming , net-work analysis, mathematical 

simulation, and work study make extens i ve use of mathematics and 

thereby give a preciseness which suggests a science more than an 

art . Standard costing is in the category of a science , yet it 

differs from some of its contemporaries (e . g . net -\7ork analysis) 

in that the concern is very much with dealing with people, a s well 

as the calculation of significant information. This applies i1hen 

preparing budgets - management by participation is very much in 

evidence. The human element is also very relevant when controlling 

costs; applied psychology should be employed to ensure that action 

is stimulated from the r eports and statements prepared as part of 

the standard costing system . 

3 . MANAGEMEN.r BY PARTICIPATION 

Management theorists now stress the need for all employees to 

participate in the management processes . This is not to say that 

the latter should be performed by all '17orkers ; rather the doctrine 

asserts that all employees should be induced to co-operate from the 

very early stages (planning) through to the final carrying out of 

the plans (control and corrective action) . Managers still make the 
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decisions, but wherever possible the vieTTs of all affected employees 

are taken into consideration . 

There are four main types of management which may be recognized and 

these are as fo l lows : 

Ca) Autocratic management "17here orders are given by managers and 

these are expected to be obeyed wi t hout question . 

(b) Pat ernalistic management \7here employees are regarded as being 

the total r esponsibility of a business . Food , clothing, medical 

services , education and other facilities are supplied . Employees 

are never dismissed and they are , in effect , tied to the business 

concerned . This type of management exists in many countries . 

the United Kingdom the BATA Shoe Company is probably the best 

example. Generally, business paternalism is much more common in 

countries like France, Japan , India and Italy . The social and 

cultural structure of these countries and the absence of strong 

t r ade unions has t ended t o encourage the groPth of paternalistic 

management (cf. R. Steno.rt: The r eality of management - 1.ifm. 

Heinemann London, 1963 p . 139/ 140) . 

(c) Constitutional management which means operating within a 

framework erected by l an or by collective bargaining . 

In Great Britain and the United Stat es of America this type of 

In 

management is "the most common f orm" (Ste\7art op . cit .p .142). There 

is no doubt that in the United Kingdom the trade union movement 

continues t o grow and so do the la,rs r1hich r egulate the conditions 
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of employment. Accordingly, constitutional management appears to 

be very much a feature of modern society . 

This is not to say that participat ive management should be ignored . 

Unless some attempt is made to bring managers and employees together 

in a spirit of co- operation then the two "sides" are likely to 

become more opposed, instead of striving towards a chievement of 

the principle of harmony of objectives. The latter means the 

management of personnel in such a uay that they achieve their own 

personal goals end , at the same time, strive towards the 

objectives of the business ( vide: Wm . M. Fox - The management 

process - I:n1in, Illinois 1963 , p. 74) . 

(d) Participative management . Stewart takes the vien that 

participative management in its fullest form - co -partnership - is 

unlikely to be accepted . "There seems little to suggest that 

many compani es will practise participative management" ( op . cit.,p .142) 

There seems justification in adopting this view if participative 

management is regarded as both ownership and management in the 

hands of employees . However , this definition is unlikely to 

be acceptable in any free enterprise community . 

' Management by participation ' is probably a more appropriate term 

to describe what D.S. Beach ( Personnel : the management of people at 

work, Macmillan , New York , 1965 p . 510) has called "the process by 

which people contribute ideas toward the solution of problems 

affecting the organization and their jobs" . Managers r eceive 

the suggestions and ideas and thC;G where a.ppropri.o.te , they 
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incorporate them into the decisions made. The final action is 

determined by managers and not employees ; this fact distinguishes 

management by participation from democracy . 

The reasons why the concept is gaining ground is because of 

the likely benefits which may result from its adoption. The 

overall effect should be a higher level of morale, but 

specifically the advantages which may accrue are as follo'\1s: 

(1) Makes employees feel uorthwhile. 

If employees are asked to participate in the setting 

of standards and the compiling of budgets, they are 

likely to feel important and regard their jobs as 

worthr1hile . 

(2) Encourages a responsible attitude. 

If employees are stimulated to take an active part 

in setting standards, then they are likely to feel 

responsible for the 17ork on which they are employed . 

(3) Facilitates the making of sound decisions . 

De cisions should be made with a full knowledge of all 

relevant facts . The opinions of salesmen and sales 

managers can be extremely valuable when forecasting 

sales : other examples can also be found in 

production and administration . 



(4) Provides opportunity for employees to show their 

capabilities and willingness to co-operate . 

(5) Helps to develop potential managers . 
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Junior managers are able to participate in planning, 

controlling and co- ordinating on a scale that would 

be impossible without participation . 

4 . STANDARD COSTING Al\1D PARTICIPATION. 

The setting of standard costs requires participation at all 

stages and for each element of cost . Furthermore, the backing 

of top management is a vital prerequisite of all standard costing 

systems. 

a . Direct Labour Standards 

Labour standards are of tvro principal types: labour times and 

wage rates . 

In setting times there should be active participation of the 

employees in the sense that they work willingly and with a 

co- operative spirit. If work study experts do not have the 

necessary support from managers and ;wrkers then the standard times 

are unlikely to be reliable . When setting these times it is 

essential to arrive at targets which are attainable qui te 

readily by an average worker . If standards are unattainable then 

they are likely to lead to frustration of the worker (M .E. Mundell ­

Motion and time study, Prentice-Hall, London, 1960, p .328) . 

Fear of the unknown is one of the principal dangers in industry . If 

there is likely to be redundancy or loss of pay or status then a 
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worker will not co - operate . There should be confidence in the 

management or the employees "will regard it as another trick 

to try and get more .-.ork out of them without any benefits for 

themselves 0 

(Introduction to work study, published by I nternational Labour 

Office, Geneva , 1964, ps . 45 and 46). 

This attitude was confirmed by a visit to a brush factory to 

study the systems employed . A new method of putting tar on to 

the bristles had been devised . This resulted in much cleaner 

work and the operatives should have been able to produce a larger 

output : However , the mara.gement had (1) installed the new 

system without adequate pre - consultation with the workers; and 

(2) suspended a bonus payment until the new method had been 

properly established . The result was that the workers ' went 

slow ' and , in the end , tho old system had to be brought back . 

There was a positive fear from the employees that the new 

method was a means of exploiting them and so they resorted to 

the ' go slow ' as a defEmce . ( own r esearch). 

When dealing with ,mgo rates there is not a great deal that can 

be done as regards employee - participat i on . Labour rates may be 

fixed by agr eement between trade unions and management. This is not 

to say that employees should not be consulted. All schemes of 

payment should have the goodwill and co-operation of workers . 

dealing with incentive schemes and job evaluation the agreement 

of employees to any changes is of the ut most importance . 

1.TI'len 
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A rule put forward ty ~ (op . cit .,p . 615) states the matter as 

follows : 

"The employees , and the union if there is one, should 
be adequately informed about the procedures used to 
establish wage rates". 

This procedure should be followed when establishing the appropriate 

wage rates for compiling standard costs. Grading or classification 

of labour is an essential part of the setting of wage rates 

(Batty - Standard costing - Macdonald and Evans , London , 1966 ,p .40) 

b . Direct Material Standa.£.9& 

Standard costing is a complete control system which must make full 

use of all modern techniques . Participation is possible 

for both material quantities and material prices , although this 

is not always evident . Accordingly, it embraces the methods 

available r or ensuring that all aspects of material conversion 

receive attention . 

Close attention should be paid to all matters which affect 

material utilization . In particular , there should be full use 

made of Dethod study so that the best methods are selected for 

manufacturing the saleable products . In turn , workers have 

to be trained and induced to use the bGst methods. They should 

be encouraged to maAe suggestions through an official suggest i on 

scheme , committee or other channel of communication . 
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Standard costing encourages syetoout ic and :ana.lyticaJL ,ap~> 

nhich are both necessary for the most efficient utilization of 

r aw materials. Method study is very much a part of Y!ork Study ; 

the other half being ti.me study . 

"Method Study" is the t erm recommended by the British 
Standards Institution (B .S.I. 3138: 1959) . In the 
United States of America a preference is shown for 

"Motion Study" . For the purpose of this study the 
two may be regarded as synonomous . Because the 
research covere 1\merican and British procedures both 
terms have had to be used . 

F .-w. Taylor created t ime study as a technical device 
to improve efficiency . Motion study was developed by 
F. and L. Gilbreth as part of a new philosophy of 
management which included a psychological study of job 
satisfaction derived by the individual . Motion 
economy as seen by the Gilbreths was the selection of 
the optimal method rather than the fastest and 
cheapest method , irrespective of the feel i ngs and 
motives of employees. (see J .D. Staley: The cost 
minded manager in .American management association , 
N.Y., 1961, p . 151). 

Standard costing employs standard costs which represent what 

costs should be for a stated level of efficiency . The materi al 

content of each product should reflect the fact that the conversion 

is being carried out as effectively as poss ible with the facilities 

available . There should be recognition that costs represent 

sacrifices in terms of e conomic values (ct. Sorgdrager , The 

particularization of indirect cost in modern costing administration , 

Ajax Books , Potchefstroom , 1964, p.44-) . 
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On the matter of price there is no doubt that standard costing 

follows the same true principle in r ecognizing that prices 

should represent economic value in exchange . The use of 

historical costs can be misleading to management and can 

result in a calculation of profit which is quite wrong . Although 

not all standard costs include replacement prices, there is no 

doubt that, of all costs, they alone tend to come nearest to the 

i deal. There is now recognition that dealing with current 

replacement costs is not far r emoved from running~ standard 

costing system (Batty - Management accountancy - Macdonald and 

Evans, London, 1966 , p . 633) . 

c. Overhead Cost Standards 

When dealing with standards for overhead costs , standard costing 

looks at t wo significant areas: 

(1) Amount to be produced by the producing cos t centres and 

ser vices to be r endered by the service cost centres . 

(2) The indi rect costs involved by the producing and service 

cost centr e s . 

These processes are of vital importance to the management of any 

business . The capacity at which a business is to operate is a 

fundamental question which affects costs and profitability . It 

enters into the definition of objectives which is discussed later 

in this chapter. (Also cf . Chapter 4). 
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On the mat t er of setting the overhead costs , the aim should be to 

fix standards \lhich r efl ect a high level of efficiency . This 

ensures that plans made a r e a r efl ection of what is expect ed of 

managers and other employees . 

5 . AIMS OF MANAGEMENT • 

"Mar.agement" is the t erm used to describe the processes involved in 

bringing together l abour , mat erial and fixed a ssets to produce and 

sell . A full er definition is given in Chapt er 2 . The purpose 

of this section i s to examine hoTT s tandard costing aids 

management and how it may be an int egral part of business 

administr ation . 

a . Objectives and Planning 

The first essential of sound management is t he establishment of 

objectives . These form the basis of the framework of goals 

towards ,;hich managers must strive . (E .F . L. Brech (Editor), 

The pri ncipl es and pra ctice of management, Longmans , London, 1963, 

p .32) . 

The ob j ectives are t he for mal goals . Accor ding to Fox (op.cit., 

p .68-72) ther e are t wo main types of objectives. These are 

as follO\rn : 

(1) Primary service object ives 

Which pr oducts to produce and sell have to be determined by policy . 

These should be the type that are demanded a t a price that is 
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acceptable . In short, there must be satisfaction of the consumer . 

(2) Collateral objectives 

The aims and attitudes of employees should be understood . 

adequate remuneration there must be job satisfaction . 

Shareholders and consumers should also be treated fairly . 

Besides 

There 

should be satisfaction of what are termed the II social obligations 

of management " • 

Through profit planning and the achievement of the type of 

organization which allows profit targets to be reached top management 

can formulate policy . The latter can be o.. ccomplished viithout 

standard costing, but , at the same time, there is strong evidence 

to show that the technique can assist quite materially . 

In this connection it has been stated that budgets provide a means 

of II securing reliable and prompt information regarding the operation 

and control of the enterprise" . ( vide: A. Hatz, O.J . Curry, G- .W. Fra,nk 

Cost accounting, Arnold, London, 1962 , 3rd Ed , p 557) . The same 

authors t hen proceed to state that the best results are obtained when 

budgets are based on properly conceived standards . They assert 

that without the use of standard cost figures there can be no 

11 real budgetary control" • The accuracy of budgets is of vital 

importance and building from standard costs ensures that the 

necessary details are considered before figures are computed . 
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The necessity to plan through budgetary control is emphasized in an 

article by R.W. Powell (Budgetary control as an instrument of 

lllilnagement in the smaller company : The accountant , 13th August, 

1966 , p .191) . In this article the role of budgetary control 

as a method for delegating responsibility is discussed . The 

author makes the system bring about the need to plan, the latter 

being necessary to "ensure that all departments are working to the 

same overall plan" . This is a general statement TThich , nevertheless , 

gives recognition to the fact that there should be plans expressed 

in physical and financial terms . 

An article entitled " Company aims and budgeting are indivisible" 

(G .S . Sanders , The manager , September, 1965 , London, p.41) shows 

a positive link bet~een standards and company objectives . In 

summary form the author ' s ideas are as follows :-

(1) There should be forward thinking to determine company 

objectives . 

(2 ) The process of developing objectives may come from the 

routine business problems which have to be considered as par t of 

the process of continuing to earn profit . 

(3) Because of (2) there should be an integrated syst em which 

covers all aspects of forecasting , long- range planning, action 

programmes and execution of the plans . (Fig . 1) 
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San~ does not mention standard costing specifically, but he 

speaks of obtaining accurate forecasts, product contributions, new 

sources of profit, diversification and adequate return on capital 

employed . His theme is that there should be integrat ion so a s 

to provide quantitative information for future plans. The effect 

of current performances on fut ure objectives is stressed, thereby 

implying the establishment of standards . 

There is common acknowledgement that policy making is the prerogative 

of top management : in the economist I s language, it is the concern 

of the entrepreneur . P . Drucker , speaking of the fundament als of 

entrepreneurship , has stated that within a business ther e are only 

costs : the results of producing and selling are determined by 

external forces . From this it follows that entrepreneurship 

should be concerned ~ith the creation of goods and services at a realistic 

cost in the hope that they can earn a profit (Entrepreneurship in 

business enterprise, The manager , October , 1965 , London, p . 55) . 

This idea of cost being fundamental to the management processes is 

absolutely essential to clear thinking on business management . It 

follows from this concept that the predetermination of costs is of 

the greatest importance . 

Planning and the setting of object ives necessarily go together . 

Once the objectives are defined, problems must be solved by the 
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comparison of alternative methods . In addition, managers have to 

make decisions thereby sele cting tho most appropriate courses of 

action from the many alt ernatives. These t vro functions - problem 

solving and decision ma.king - ar e fundamental t o all management. 

Be cause standard costs represent as ~ear as possible the sacrifices 

involved in converting the raw materials to finished products 

when operating efficiently it follo~s that, of all the costs which 

may be used , these are likely to be the most useful. They 

reflect what performances should be , not what they will be or are 

likely to be . Managers a re ther efore guided as r egards the true 

economic consequences of their actions. 

Standard costing is forward looking . Costs are predetermined in 

advance of production and , theref ore, there must be detailed 

analysis of all facets and operations . This in iteelf is an aid 

to management. There must be, inter alia, the following operations: 

(1) "A preliminary survey , before setting Standard Costs, to 

ensure t hat all functions are being carried out as efficiently as 

possible . 

(2) The location and size of cost centres and the assignment of 

r esponsibilities . 

(3) The type of Standard Cost and , as a corollary, the type of 

standard costing system to adopt . 



(4) Material , labour , and overhead r equirements must be 

ascertained for each product and as a ~hol e (the setting of 

Standard Costs) . 
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(5) Choice of an accounts classification uhich will clearly 

throw to light any variances, clearly distinguishing controllable 

and uncontrollable variances ." 

(Batty , Standard costing, p . 29) 

All these functions are an essential pre - r equisito of efficient 

management . 

Before management can make plans or see that they are carried out 

there must be yardsticks against which performances , sacrifices 

and costs can be measured . Historical costs which have already 

been incurred are of little or no value for this purpose . Actual 

costs, prasent or future, are only of value if there is some 

yardstick against which they c,'ln be compared . Standards are o. 

vital necessity in performing this function. In standard 

costing they represent costs which are t echnically necessary and 

quite unavo i dable in an e conomi c sense. They must be efficacious 

costs TThich are quite distinct from losses . (Sorgdrager, 

op . ci~,p . 30 . ) Only by examination of all functions and by 

taking corrective action will standard costs and true e conomic sacrifices 

equate . 
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The establishment of cost centres also furthers the processes of 

management. As a basis of all organization structures there 

must be clearly defined r esponsibilities. Standard costing 

folloTTs a functional analysis with a further breakdown within 

the main functional division. There are di f ferences of opinion 

on precisely how this division shoul d take pla ce . The orthodox 

approach is as follows : 

(1) "Manufa cturing, divided into : 

(2) 

(3) 

(a. ) producing departments, which are responsible for the 

actual manufacture of the products and, accordingly, 

wher e direct costs arc incurred; 

(b) service department s , which generally "serve" the 

producing departments and in which no direct costs 

are incurred . 

Adm in is trat ion 

Selling and Distr:_ibution 

(4) Research and Development ." 

(Batty: Standard costing , p . 29) . 

Another view is put forward by H.P . Court (Budgetary control, Sweet 

and }1ia:>mell, London, 1951 p . 72) who asserts that, although for 

costing purposes overheads may be divided int o factory, administrat ion, 

selling and distribution, a different method may be used for budgetary 

control. 

follons: 

He pref ers the grouping for control purposes to be as 
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(1) Factory (or variable) 

( 2) Fixed 

(3) Selling and. Distribution 

Court is thereby follorring the direct costing or marginal costing 

approach. As shown later , for control of costs, there is a need 

to understand. their behaviour, known as cost behaviourism . 

Another division , nhich is used. by a lar ge company, is illustrated. 

overleaf (Fig . 2) . There are further cost centres within each 

of the main sections. 

Provided. the organization followed. serves the business 

efficiently there can be no hard. and. fa.st rules regarding the precise 

form . t~1at is important to notice is that standard. costing 

imposes an obligation on management to establish cost centres 

and. define responsibilities . In this way it contributes 

substantially to the management of a business. 

When deal ing with the overall planning and. control of a business 

there should. be reference to capital employed. . Generally, also , 

there should. be an atternft made to pre -plan what profit can be 

expected. . Profit planning nece ssarily involves costs and. revenues . 

If standard. costs are employed. there should. be no difficulty in 

arriving at the profit ,7hich may be expected. . The matching of 

costs and. revenues is of vital importance and. it follows that the 
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constitution of these elements should receive careful top 

management attention . (vide D.R. Li., Accounting for management 

analysis, Merrill, Columbus, Ohio, 196L~ , p .337) . Without standard 

costing the estimating of costs and revenues becomes an extremely 

difficult task . Li states that: "Cost estimating of specific 

functions is easier when an enterprise uses standard costs and 

budget components" • (op . cit . , P .340) • 

~ (op . cit . ,p .177) is very positive in his attitude in his approach 

to the use of standards as an aid to management . The view ta.ken 

is that "standards are the criteria ~Tith which we evaluate past 

or present performance and condition . Ob jectives and the 

policies , plans, procedures, etc ., for carrying them out are all 

standards" . The reference is to all types of standards , but Fox 

includes standard costs in his definition . 

b . Organization 

"Organization" has been defined as the frame1v0rk of management . 

It is the structure or found~tion around which a business operates. 

The responsibilities of all levels of management are defined and 

the lines of denarcation are shown . Once policy has been defined 

the organization becomes the means whereby the necessary tasks 

are divided up and carried out(E .F.L. Brech(Ba)The principles and 

practice of management , Longmans , London , 1963 , p .43). Reference 

to this function is made later : hero it is proposed to show how 



standard co sting a.ssists the process of o:iz.g_anizing. 

When discussing management by pu.rtic i pa.tion , ca.rliGr in this 

chapter, it vm.s seen that nana.gers should as:=,ist in drafting 
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forecasts and budgets . Not only should thc:re t e ~1:~ion as 

described, but there should also be o. fost er ing of _s,o-o:e!:r~n . 

As noticed by !.:_ \fr~~- (Direct standard costs, r.i cGrav1-Hill, 

!Te·,: York, 1962, p .52), the standard costing system developed by 

G.C. Ho.rrt~on ,m.s developed on t he basis of responsibility a ccounting . 

The co - oper ation should r esult from the correct a ttitude towards 

employees . '.rr~d ning and education on the behaviour of costs 

can do m11 ch to inculcate a high state of morale. Cost control 

without understanding is likely to be an empty process . 

Further co- operation can ewerge from the development of standard 

costs TThich a r e acceptable to trade unions and management . If 

standards a r e not understood or are not based upon facts ~hich 

can be substantiated then there is likely to be conflict . One 

of the ma jor problems facing mal1f'..gers when uor k study was first 

introduced W8.S the diffi..cul ty of establishing a cceptable time 

standards . 

When dealing rlith t he stat e of efficiency , it ,ms noticed earlier 

in t hi~ chapter th~t standard costing r equire s that all functions 

should be made efficient before the standards a re set . This 
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overcomes the problem of what "E_:W. Taylor (Scientific ma.na.geme-:nt,. 

Harper, New York, 1947, p .18) calls the "unevenness of management", 

Before modern methods of management were employed the r esults 

always depended upon the managers of the i ndividual departments. 

Accordingly, there were different levels of efficiency depending 

upon the personalities involved. 

Another factor linked with standard costing, which is also related 

to organization, is the need to put procedures into writing. This 

ranges from the organization chart and accounting manual to the 

detailed instruction card used by an operator. A business cannot 

survive without effective communication. The material specification, 

time records and other documents, including the standard cost 

cards which record the detailed costs relating to a product, cannot 

but assist in communicating the essential facts to the employees. 

Standard methods and appliances can result in great economies, but 

written procedures are essential for full advantage to be obtained. 

Standard costing compels that the procedures are recognized and 

are stated in written form. (see for example Taylor, op.cit.,p.181, 

on the benefits of instruction cards). 

The art of organizing r equires that attention should be paid to 

the relationships ,1hich shall exist between one person and another, 

or with a group, or uith physical factors. There is also the task 
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of carrying out the work uhich has been planned . Standard 

costing with its insistence on detail and definition of efficiency 

provides an excellent foundation upon which business organization 

can be built • 

c . Controllin_g_ 

There are three organic functions of management - planning, 

organizing and controlling . (~ op . cit . ,p .3) . The other 

functions which are discussed elsewhere (p . 53 ) are sub-divisions 

of these principal functions . It remains, therefore, to show 

how controlling is related to standard costing . Further details 

are also given in the chapters which deal with the controlling 

function . 

Controlling , in simple terms, means that steps are taken to make 

sure that the plans materialize : in other words , that planned 

results and actual results conform . In more sophisticated systems 

there are automatic feedback and automatic corrective action . 

1iore advanced still are the systems which replan as nell as take 

corrective action . The latter are in the area of automated production 

and as yet are not applied to account ing control(~ op . cit .,p .174) 

Standar d costing is based upon the natural order of control . There 

is planning , folloued by measurement of actual results , subsequently 

t he standards and actuals being compared so that deviations can 

be corrected . Managers are accustomed to thinking in terms of 
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"what should t1e have done and hot1 have we done" . In this sense, 

therefore, there is also adherence to normal behaviour . 

Without the cost control provided by cost accounting, there would 

be great difficulty in employing resources effectively . How else 

could progress be measured? Mor eover, the cost control system 

should be such that management can rely upon the information 

given and can act with confidence (~Chapter 4). Dealing 

with the matter of cost control in general terns Staley (op.cit.,p.18), 

has stated: 

"Nearly all companies pay about the same price for the 
tools and services they buy: metals, shipping, machine tools, 
labour, benefits. Thus, with a ceiling on prices and 
with everyone paying roughly the same price for goods and 
services, the manufacturer is forced to compete on the 
basis of sound management of his resources. In fact, 
we expect that a good portion of the yearly increase in 
the cost of goods and services will be borne by improved 
management of resources - in short, cost control". 

From this will be seen that management and cost control are regarded 

as being synonomous. There is no doubt that the control function 

is a vital, inseparable part of management • 

. <\nether factor which is inher ent in any system of standard costing 

is what Taylor has called the "exception principle" (op.oit.,p.126). 

This means that only significant deviations from plans should be 

reported upon. There is now general recognition that managers 

should be supplied with ~s little information as possible, consistent 
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with effective control . Moreover, co~rative reports are regarded 

as being essential : without them there can be no basis for 

comparison . 

"Accountability" is a vital factor in control . Responsibility 

must be assigned to a particular person or there can be no control. 

Again , standard costing meets this requirement . There is the 

establishment of cost centres and there is the detailed assignoant 

of tasks through the setting up of cost standards . 

6. CRITICISMS OF STANDARD COSTING 

Not all accountants or managers are supporters of standard costing . 

It is correct, therefore, in order to give a balanced view, to 

expl ain some of the criticisms which may be put forward against 

a standard costing system and to consider whether these invalidate 

the views expressed earlier . 

(a) Var iat ions in Prices 

One of the chief problems is to assess the likely prices or rates 

to be paid . R.J . Chambers has stated, criticizing standard cost s: 

"But the vari ability of prices is notorious and , as we 
have agr eed , even actual prices are not necessarily, thereafter , 
adequate representations of cost" . 
(Accounting , evaluation and economi c behaviour , Prentice -Hall 
London , 1966 p .314-/5) . 

(b ) Combinat i on of products . 

The appropriate combination of products in var iety and quantity 

have to enter into the standard costs . These ar e "subject to short -

run vari ations as variations in prices of products relative to one 
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another occur . " 

(c ) Level of output varies . 

The standard output is rarely achieved so the standard costs are 

never realized . 

(d) The standard of t echnology changes . 

"If a state of t echnology is assumed, r epresented by so many man­

hours of' labour per unit of equipment (however measured), the mere 

process of learning, a continuous process, may enable the product 

to be produced more expeditiously and, therefore, more economically 

through time . " (Chambers; op.cit . ,p.315) 

(e) A standard cost quickly becomes out of date and, therefore, 

is of no value. 

(f) Technical people are accustomed to think of standards as 

"physical standards" and, therefore , they will be misled by 

standard costs . 

For these reasons Chambers comes t o the conclusion that standard 

costs ar e quite unsuitable . He goes on to state that the appropriate 

basis is the cost "in terms of current cash equivalents at that 

time , of the standard specifications of labour-time and materials 

expressed in physical units ." (op . cit. ,p .316) . 

Presumably Chambers is referring to current replacerrent costs, 

although in the same breath he requires "standard quantities" 

which are,in any case , the bas is of standard costs ~ The individual 
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criticisms are dealt ~ith in turn . (cf . Chambers: Financial management 

3 ed, Law Book Company , Sydney , 1966 , p.359-368) . 

The price varia.tions which are "inevitable" can be anticipated to 

some extent and this fact alone does not invalidate a system of 

standard costing . Any forecasting of prices will endeavour to 

cover fluctuations and ,:ith many types of materials this should 

not present great difficulty. Another factor is the recognition 

given in standard costing that variations can be ' controllable ' or 

' uncontrollable ' when considered from the point - of-vie~ of the 

individual business. (cf . Chambers op . cit .,pp 367/368) . 

Price variations a re usually placed in the category of being 

' uncontrol labl e ' and tho price variance is isolated and analysed 

with this f act in mind . There is no question of ignoring 

price variations ; indeed standard costing is the only practical 

system which acknowledges the effect of t he variations in r eal 

terms . 

On the matter of the ' comb inat i on of products ' , the reference 

is presumably to the mixture of mat erials used t o raanufacture a 

product . In the long run the combination or mixture wi ll vary , 

but this does not invalidate standard costs which are normally set 

for a relatively short period such as a year , or even t wice yearly . 

This objection is , therefore , based on a misunder standing of the 

natur e of standard costs . 
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The assertion that the capacity selected as a basis for calculating 

the standard costs is rarely achieved is to some extent true . 

However, this would not apply in all industries or businesses: 

in many firms the output can be forecast with r easonabl e accuracy 

so the variat ion is unlikely to be very large. In any case, 

the u11der or over capacity is unlikely to affect the prime costs . 

If there is a variation from the budgeted capacity then the 

recovery of the fixed overhead costs will be affected . Again , 

standard costing gives full r ecognition to the problem . The 

effect of idle capacity can be measured with accuracy through the 

variance analysis (~ CJ1f;L_pt \'l r J.) . 

The effect of l earning on the time takon on an operation is quite 

uell known . With experience a worker finds short cuts and , thereby , 

reduces the time cycle . How does this invalidate standard costing? 

Any time standards would be est :iblished by the employment of work 

Study engineers after the 0ost appropriate methods had been 

determined . There would be no question of telling a worker to 

carry out an operation in any \·Jay he thought fit . Moreover, 

the allormnces included in the standards would take into consideration 

any likely improvements in speed TThich would take pla ce with 

increased skill . Once standards are established they do not remain 

stable for all times : cost reduction as ,.:ell as cost control is a 

cardinal feature of standard costing . For this reason personnel 
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should constantly strive to effect improvements (BatJL, Standard 

costing , p .11) . ·rechnical people are lilce any other people , they 

can be educated to understand the nature of standard costs . In any 

case , it is not true to say standard costs are always quite 

different from physical standards. For •::. specific period they 

may be quite equal to physical standards for all practical purposes. 

When dealing with material quantities , labour hours and other 

positive measures which vary in direct proportion to output , there 

should certainly be no difficulty in understanding the nature of 

standards . This criticism, if it can be treated seriously , could 

be appl ied to all techniques whether ~ork study , operational 

research , ergonomics , cybernetics or electronic data processing . 

Managers , whether they have a t echnical background or not , have 

to be educated to adapt themselves to meet all possible contingencies . 

The operation of a standard costing system should not prove an 

insurmountable barrier . 

There is clearly a misunderstanding of the nature of standard 

costs on the part of those who make criticisms along the lines 

indicat ed above . The main misconceptions appear to be as follows : 

(1) That standard costs are set once and for all times 

This is not the case . Only when kept up- to- date are standards 

useful and this f act is recognized both by theory and practice 

( ~~ Chapter 3) . 
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(2) That standard costs cannot possib~ reflect the true value in 

exchange . 

There is little doubt that some standard costs are nothing more 

than estimates which are roughly amended versions of previous 

actual costs . When this is the case standard costing cannot be 

said to exist and, therefor e, the criticism given above can be 

justified . If the true version of a standard cost is considered 

then the criticism loses its power . It may be said that the 

standard cost and current replacement cost are for all practical 

purposes one and the same . The economic and technical factors, 

internal and external , are brought together and analysed so as t o 

arrive at ~uantities and prices which reflect optimum operations . 

The r esulting costs become realistic measures of the sacrifices 

involved and not simply static yardsticks which are meaningless 

except at the time they are est ablished . 

There ar e practical difficulties in arriving at the true standard 

cost, just as there are problems connected with ascertaining 

current replacement prices . Such difficulties are inherent in · 

all business problems by virtue of uncertainty and its attendant 

risks . They do not of themselves invalidate standard costing : 

rather they pos e problems rhic h have to be solved . 
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7. CONCLUSION 

Standard costing can be an integral part of management thought 

and practice • When conditions favour its employment a system of 

standard costing can assist in the functions of management . 

Modern management must be 1 forTTard looking ' and must be capable of 

converting the resources a s effect ively as possible . Standard 

costing conforms with most of the requirements. 

applied i s the subject of subsequent chapters . 

How it is 



CHAPl'ER 2 

MODERN MANAGEMENI' 

1 . INTRODUCTION 

-4-1 -

The term "management" refers to the process of managing; that 

is , ~hen a person has responsibility for the uork of others . 

A number of typical definitions of management are given 

below. The purpose of discussing these is to shou the 

nature of management and, how management accountancy and 

standard costing can make the functions more effective . 

2 . DEFINITION OF H.ANAGEMENI' 

There are many possible definitions of management . Some 

emphasize the human relations aspect , whe reas others stress 

the quantitative functions, including the earning of an 

adequate profit. In Great Britain there is a tendency to stress 

the sociological side , especially ensuring that adequate rewards 

are given t o employees and to shareholders and that consumers 

are treated fairly • 

. Writers in the United States of America have tended to stress the 

efficiency aspects of management . Drucker , in particular, has 

stated that profit is a result 11hich shorrn the performance 

achieved . (:P .F . Drucker , The practice of management , Heinemann , London 
1955, pp 41+-45) . 

The British and American definitions are considered belo~ . They 

will show t he emphasis given to the functions of management . It 

is the doing of a job , involving the control of people and 
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facilities, which makes managers: they cannot exist unless there 

is something to manage . 

a . !,Q_e British Approach 

One of the standard works in Britain (The principles and practice of 

management, edited by Brech, Longmans Green, London, 1963 , p . 9) 

defines management in the following terms: 

"Putting it into broad general terms 'management ' is concerned 

with seeing that the job gets done, and done efficiently . It-s tasics 

all centre on decisions for planning and guiding the operations that 

are going on in the enterprise" . 

An example is then given of what would be involved in building half 

a dc zen houses . 

follovrn : 

Four broad classifications are distinguished as 

(1) Planning : i . e . determining the broad lines for carrying out 

the operations . 

(2) Control; i.e. checking current performance against pre­

determined standards contained in the plans •• .• 

(3) Co- ordination; i.e . balancing and keeping the team together 

by ensuring a suitable allocation of working activities to the 

various members • . •• 

(4-) Motivation ( or ensuring morale); i.e . getting the members of 

the team, to pull their weight effectively, to give their loyalty 

to the group 

In discussing top management and policy making ~ech states that the 

board of directors should formulate and implement policy by means of 
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objectives . There are, he states, three l egitimate objectives and 

these involve responsibility to the parties shown below : 

(1) to the community; 

(2) 

and (3) 

to employe es ; 

to shareholders • 

These have a right to be dealt with fairly so that management fulfills 

its social obligations ( op .cit.,pp .34-37). 

Another British writer J.S. Dugdale (Fundamentals of modern nano.gement, 

Brodie , Bath, 1964, p.136), lists a number of brief definitions which 

are as foll mm : 

(1) ' gett ing things done through others ' 

(2) ' making co-oper at ive efforts f unction properly ' 

(3) 'converting disorganized resources of men , machines and 

money into a useful ent erprise.' 

There is also reference to management being a social process because 

it is concerned with dealing with people and with the achievement of 

objectives. The total task of management is divided i nto planning , 

organizing,leading , co-ordinating and cont r olling . Oddly enough , 

the author does not go into the ques tion of efficiency in his 

definition . That he realizes its significance is shown by a footnote 

taken from his book: 

"Profit is somet imes r egarded as a ' dirty' word, but in any 
firm a surplus of income over actual expenditure is still 
needed to fund future developments . Profit measures the 
net effectiveness and soundness of an enterprise and, 
without it, t alk about the loftier ' social responsibilities ' 
of management is meaningless". (op . cit .,p .115) 
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In this approach Dugdale is follouing Drucker and in fact, refers 

readers to the latter ' s book. 

section b . below . 

Stevrart (op . cit., p . 65) states : 

More details of this are given under 

"The manager' s job can, therefore , be broadly defined a s 
deciding what should be done and then getting other 
people to do it . " 

The author then proceeds to explain that there are tno principal 

tasks . There is the defining of objectives , and the planning and 

organizing . In addition, there must be the development and 

control of employees - motivution , communication, und control 

including measurement_. 

Conclusion . T'!ha.t is surprising is that no new ideas have come 

foI'\7ard to state more precisely or at l east to offer something new 

on nhat is r.1eant by "management". 

Reference to the first edition of the book by~ (op . cit . , p8 . ), 

published in 1953 , indicated only a very minor change of definition . 

~ t first sight it so ens that manu6ement as a subject is nou 

fully developed or that no new principles have been developed . In 

Britain the study of nanagenent as an aoademic discipline is still 

in its infancy . Accordingly , _t ...,h.,_e__,.l __ a""c..,._.,_....f_,.d_,.e __ v.,.e=-1Ql2., IA~-I1Lof ~w j;b,_oµ_g.l1.t 

1;1ould appear_ to be the reason for the same definition being employed . 

Undue emphasis to one aspect or another when defining management has 

tended to distort the true nature of the role of a manager in a 



-4-5-

business . Some pertinent comments have been made on this matter : 

Batty (Industrial administration and management - Macdonald and 

Evans , London , 1966 , pp 123/12~-) . 

"There is no generally accepted definition of "Management" . 
Much depends upon the point - of- vieTT of the person who is attem,ting 
to define the t erm . Some ,;riters stress the directing of human 
activities; others t he earning of maximum profits or the talcing 
of the correct decisions for maximizing profits . These and 
other variations in emphasis exist not only because of differences of 
opinion, but also because of the complex nature of business 
enterprise . ihere is no doubt that the cont r ol of personnel is 
very import ant, but can it be said that a manager is not a 
manager because he is responsible for an automated factory nith 
very few staff under him? Similarly, if a business is not earning 
a profit does this mean that there are no managers or , if they 
do exist , that they are inefficient? The answer to the latter 
depends upon the circumstances : not all organizati ons aim to 
earn a profit and at cert ain stages in the life of an enterprise 
(e . g . early development or trade depression), the effici ent manager 
is one who is able to carry out his functions in such a way that 
he minimizes losses and retains the goodwill of customers and 
employees . 

These differences of opinion have tended to give the impression 
that there are at least two dist i nct theories of ~anagement . On 
the one hand , there is what might be described as the sociological 
approach and, on the other , the .9.uantitati~ approach . The 
forme r i s distingui shed by the special at tention paid to motivation , 
the establishment of the correct social relationships ; the 
development of social groups and the creation of an organisation 
within whi ch there ~=,ill bo a high level of morale . As implied , 
t he quant i tative approach is concerned with results as shown by 
st atistics on productivity and efficiency . There is an extension 
of the scientifi c oatlagament principles of F .W. Taylo r ; use is 
made of a systematic method for planning and carr ying out the work 
to be done . In addit ion , the modern approach £:lCOgnizes that 
management must concern itself uith human probl ems and conflicts . 
Accor dingly , full empl oyment of work study , operational research , 
management accountancy and other techniques is possible without the 
r i gi d adher ence to the inflexible rules propounded by Taylor • 
. Any rules that a.re necessary ar e observed Vlithin the framework of 
a sound policy which includes full recognition of a satisfactory 
manager-employee relat i onship . 



When either approach gives a biasea. impression of what Management 
is about , then there is nothing but disservice to all who are 
concerned uith learning or teaching the subject. .Any explanation 
or definition of Management should not give undue emphasis to any 
function . Rather there should be an adequate coverage, and 
balanced account , of all the functions which combine together to 
make a complex subject intelligible and useful. 

Definition . of .Management 

A manager is a person who attempts to achieve stated objectives 
by directing human activities in the production of goods or 
services . He utilizes the land, factory , offices, machinery 
and other facilities at his disposal in the most effective 
manner. The act of carrying out the functions uhich go to 
make up his job is described as 'management' • This term is 
also used to denote a group of managers, but here the concern 
is with the actual gocess of management . " 

It uill be seen that a systematic approach to management problems 

is advocated . The human aspects and the effective use of other 

resources should receive attention . At the foundation of standard 

costing lies the concept that there should be a true measure of the 

sacrifices involved in bringing together the business resources 

to produce and sell (see Chapter 3) . 

b . The American approach 

According to ~ (op . cit. ,P .3) a m.'.l.nager is a person who "attempts 

to achieve a goal through the dire cted effort of others • " 

on to explain as follows :-

He goes 

"First , a particular manager must decide on a goal or the 
means for achieving it, or both (depending on whether or 
not a specific goal were handed to him from above); he 
must see to it that the persons and physical factors 
necessary for the work to be done arc present and related 
to each other as planned ; and he must see to it that the 
goal is actually achieved as planned . In effect, he engages 
in the functions of planning, organizing and controlling the 
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work of others in addition to his mm wor k . These are the 
three organic functions of management . By I organic ' we 
mean that all three a.re invariabl y basic to , and inherent in# ­
ma.nagerial activity , whenever and wherever it is performed . 11 

From the def inition it will be seen that~ regards management as 

consi sting of three basic funct ions : 

(1) Planning; 

(2) 

and (3) 

Organizing ; 

Control . 

These functions have to be managed and , therefore , it is possible 

to speak of ' management of planning', ' management or organizing', 

and 'management of control' . In practice , there is a continuous 

interaction of one function with another . The separation of the 

functions serves to show what is done, or should be done , by 

managers . Ensuring that there is the correct interaction is very 

much the~ of management , whereas the science aspect is concerned 

with the employment of techniques and analytical methods which 

enable managers to improve the i r performances . (Fox op . cit. ,pp . 5 and 6), 

Another authoritative book, now regarded as a standard work in Britain 

and the United States of America , gives the definition of management 

in the following t erms :-

" ••• a multi purpose organ that manages a business and 
manages managers and manages workers and work . If one 
of these wer e omit ted , we would not have management any more -
and we also would not have a business enterprise or an 
industrial society ." (Drucker ,Practice of management , op . cit . ,P .16) . 



Drucker distinguishes a number of functions or jobs, but he does · 

not initially follo~ the conventional approach (cf.~ and~ 

op . cit. ) 

belo-rr :-

(1) 

The functions or jobs he gives and explainations ~r o shown 
(The practice of management , op . cit. , pp7 - 16) . 

Economic performance . 

Management should produce economic results . The lat ter are 

measured in t er ms of goods and services demanded by consumers at 

prices they are willing to pay . There should also be maintenance 

and, possibly, expansion of the productive resources 

(2) Managing a business . 

There is recognition that management is a very specialized 

skill requiring competence and experience . Achievement is the key 

uord and, therefore , management is essentially practice . Management 

is concerned nith creating and mastering the economic consequences 

within the objectives defined by the board of directors. 

(3) Managing managers. 

Druokor sums up by stating that : "Management ' s second function 

is therefore to make a productive enterprise out of human and mat erial 

resources . Con(:retely this is the function of managing managers . " 

The transmut ation of resources involves the bringing together of labour , 

materials and fixed asset s . Of these onl y the human resources can 

be enlarged through the growth and development of mental and physical 

abilities . The non- human resources can be utilized less or more 
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effectively, but they cannot be expanded . 

Obtaining maximum co-operation and a high level of mor ale can 

ensure that m::i.nagers work together towards a common goal. Vlhen 

speaking of "organizing", this means the organization of managers. 

Good leadership is vital t o maximum performance. All these and 

other aspects amount to the □anaging of the managers . 

(4-) Managing uorker and uork . 

Managers should consider~ and how work has to be done . 

The objectives of the business and the employees should be 

considered, and, as far as possible, should be harmonized . So far 

as workers are concerned this involves a study of the factors ,1hich 

motivate employees to nork . Management should satisfy these 

motives Hhilst obtaining the transformation of resources . 

Drucker clevelops his theme more fully ,;hen he goes on to state that 

management involves five basic operations . These are setting 

objectiv~, ~izing_, E::.,Otivat~, communicatin_g o.nd measurement . 

By the latter term he obviously means ' control ' with a different 

shade of meaning to that given by other writers. There is 

recognition given t o the fact that a manager must establish yardsticks 

or standards . These are given to each man in the organization so 

that it is possible for an individual to gee Hhat is expected of him . 

The employees and managers then analyse performances and interpret 

them. (op .cit .pp 337-339) . 
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Drucker regards measurement as the weakest area in the work of a 

manager . There is need for measurements which impose a system of 

self-control on employees ,,ithout domination. Because of the need 

for self- control ? hich is not eas ily obtained/ this is the weak link 

in the chain represented by all the functions of management. 

This observation is of the utmost importance and emphasizes the need 

for an §;£_equate system of cost accounting . The stress on "adequate" 

is quite deliberate because only those systems which employ 

properly conceived standard costs are ever likely to meet the 

requirements of managers ,,ho wish t o convert r esources with the 

minimum of sacrifice . This doctrine is~ major principle of the 

work in this di~sertat~ . 

Without standards there is likely to be difficulty as regards 

accuracy of costs , interpretat ion of results and any action VThich 

should be taken to correct adverse tendencies. All these matters 

enter into efficient management , especially the control and 

measurement aspects. Yet historical costing , the ascertaining and 

recording of actual costs when , or aft er , they have been incurred, 

i s unlikely to satisfy the mos t elementary needs . Indeed, any 

system which is baclE:'~ look:i.:£.g and which employs historical 

costing is likely to confuse managers . The latter require information 

on the present a.nd future , and standard costing, which is forv,ard­

looking , is the most likely technique for meeting these requirements. 



-51 -

A more recent definition of the management process is given by 

D.S . Beach who has stated : 

"Management is the process of utilizing oaterial and 
human resources to accomplish designated objectives . 
It involves the organization, direct ion , co-ordination, 
and evaluation of people to achieve these goals." 
(Personnel : the management of people at work -
Macmillan , New York, 1965, p .6) . 

The theme of Beach ' s work is that management is primarily 

concerned '11ith \7orking ,,ith people to achieve the desired results . 

That there are other areas of competence, such as technical ability 

and knowledge of management t echniques, is admitted , but the 

interaction of human beings is regarde d as the most essential part 

of management . 

Conclusions 

Probably the most quoted of all writ ers on management is Drucker . 

This applies in t he United States of America, in Britain and in 

many other countries . His influence has resulted in the theme 

that economic performance should be the first requirement of 

management i this is measured in terms of profit. 

The social process concept , so prominent in the writing of the 

earlier works of British writers such as Urwick and Brech ( see 

under section 3 below), is given a minor role. There is recognition 

that each social group - employees, shareholders and consumers -

should be given a fair deal • b~~ this obligation is not regarded 
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~ management ; rather it is a result of successful managing . 

Drucker actually gives more emphasis to one social group than he 

does to the others . According to him, there should be recognition 

that the conslIDer is supreme . To quote. "There is only one 

valid definition of business purpose; to create a customer . " 

(op.cit.,p .35) . 

The customer e:x--pects to be supplied nith goods and services at 

acceptable prices . The latter, in a competitive economy , should 

be based on costs nhich represent efficient performances in the 

conversion of the economic resources . This implies a close 

watchfulness on all activities and the elimination of waste and 

unnecessary effort . As is shown in a later section, standard costing 

is the ideal tool of management for achieving these purposes . 

Fox , and ~ach , belong to a new school of thought in the United States 

of America . They are breaking aTTay from the efficiency doctrine 

and capturing consume!'.! to stress the importance of ~ivation 

and deal~.P.E.~!1.J?~rs~. There is room for both approaches : 

a much more realistic approach uould be to regard management as a 

process which provides consumers nith uhat they 11ant, but which 

finds out the best ,my of achieving the desired results through the 

employment of research and up - to - date personnel management techniques . 

As shonn in Chapter I standard costing is very much a part of modern 

management • It has emerged as a corollary of managers ' needs for 

detailed information on the operation of diverse and complex organizations. 
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3 . THE FUNCT I OI(S OF MANAGEMENT 

In all the definitions given, certain basic functions are stated or 

implied. In .££,apter I the organic functions of management are 

discussed in so fa r as they a re affe cted by standard costing . In 

this section each function is consider ed in the light of what managers 

are seeking to achieve . Once this is established it is then possible 

to show hov.' standard costing can :::::.~1 as a tool of management . The 

b zi.sic functions of management are a s follows :-

( a) Planning i ncluding forecasting: 

'(b) Organizing : 

( c} Co - ordinating : 

( d) Controll ing : 

( e) Motivation : 

( f ) Cornmunicat ion . 

There are di fferences of opinion on vrhich are the~ functions . 

As shown earlier , ~ ( op . cit . , P .5) takes the vie,;.r that the se a r e 

pl anning , organi zing u.nd. contr olling and ,.,r e t he most :i.r.1pc:~tant 

functions . L . Ur~ick (The el ement s of administration, Pit man , 

London , 194 7 , p .16) puts the matt er as foll01.1s : -

"Forecasting leads to a Pl an . Or ganization has as its 
obje ct Co - ordination TThile Command issues in Cont r ol" . 

Brech ( op . cit . ,P .13) and Urwick (op . ci t . ,P .19 ) include co- ordinatin~ 

a s a basic funct i on . On t he other hand , St e,1art (op . cit . , p . 62) 

r egards the function as being too general to be "satisfactorily 
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isolated as an element in the manager ' s job . " 

Profit planning and co-ordina tion must go together . For this 

reason when considering management a ccountancy, and especially 

budgetary control , c~:i:_dinat~ is a vital fact or. The three key 

functions are planning , co - ordinat ing and controlling ( C,2_urt 

op . cit . , p .3). Communication als o enters into the functions of 

planning, organizing and controlling . It means informing 

employees and managers of all relevant facts relating t o a particula r 

part of a business ( vide . ~tt_y Management a ccountancy p .331.i-). 

Motivation also · cones into t he s a;:;ic category . Inde ed , DrucJs_~ 

(op.cit . , P . 338) links motivc:.t ion and communica tion together when 

he states : 

"A manager motivates and communicates . He makes a t eam 
out of the paople th::i.t a re r esponsibl e fo r various jobs. 11 

Acknouledging the .f a ct tha t these functions a re subordinate to the 

organic functions described earlier, t her e is still a need to 

stress their :inportance in the management accountancy fiel d . This 

is especially true of communication r.hich is ;;;. vit al pa rt of the 

r.1a.nc1gement c1ccouncant ' s TTork . M:oreover , ef fe ctive communication 

can l oad to more effective motive.tion and a high l evel of morale . 

The scope of management a ccountancy is considered in the next chapte r . 

A more detailed conside r ation of the functi ons of management is given 

beloTT . 

a . ~lanning Function 

Plc1nning means the det erminJ.tion of the ob j ectives of a. business 
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and the manner in which these are to be carried out . It is an all -

embracin.g function ,:hich involves all the other functions of 

management • 

At all stages there is the problem of' selection from a number of 

al terna.tives . Decision making is present uhen policy is formulated , 

1l'hen plans are ma de, when action is taken to carry out the plans , 

and nhen they are co-ordinated and controlled . 

Fox s urns up the 1. eaning of the fun ct ion in the follon ing vm rds : -

"Planning involves both problem sol v i ng (identification 
of alternatives) and decision making (selection from 
alternatives) . To plcin is to eenrch for .:tlternat ives , 
then to select from the se <1l t ar-natives to determine general 
and specific objectives and the detailed means for :::i.chieving 
them . " 

This is followed by the nords : 

" Important ne,, developments have contributed significantly 
to the qual i ty and speed of pla.nni ng •11 (op . cit . ,P . 27) 

Management accounting ha s without a doubt a leading role to play 

and standard costing can materi ally assist in supplyi ng managers with 

much of the necessary data for planning . 

furthe r in this and the next chapter . 

This concept is developed 

Forecasting , the act of looking ahead and determini ng probabilities , 

is also a vit al part of the planning function . In the fully 

integr ated system of f i nancial control employing budgets , it is usual 

to prepare both long and short - term forecasts . 

The meani ng of " integrated" is considered more fully in Section 5, ( d) . 
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Briefly, what is me ant, is a comprehensive system v1hich views 

and controls the business as a ,rhole and is not ma de up of fragmentary 

systems . 

b . The .Q.Efi.1:1,nizing___FunctioE 

This function is concerned with the achievement of the most 

appropria te framework in uhich to ope rate \7ithin a business enterprise . 

R .W, Dobson (Management information and. accounting, Gee & Co. , London , 

1964 p . 22) defines the term as follows : -

"To organize is to divide up the total task to be done to 
achieve objectives into tasks vrhich can be assigned to 
individuals , and to group the tasks to form an organization . " 

In connection vrith management accountancy , there is the need to 

define !esponsibilit~ by the use of cost centres , budget centres 

and cost standards . E .F.L . Brech emphasizes this fact in the 

definition given in his work - Organization , the framevrnrk of 

management (Longmans, Green, London, 1957 p . 13 ) . He states:-

" Or ganizat i on may now be given its formal definition: 
An a.spect of planning concerne d. with the definition of -

(a) the responsibilitie s of the executive , supervisory 
and specialist positions into which the management process 
has been subdivided; ~nd 

(b) the formal inter- r e lations establishe d by virtue of 
e uch sub - divided responsibilities . " 

How the accountant assists in organizing is illustrated in Chapter 3=-" 

c . The Co- ordinating Functio~ 

The need for co- ordination is ably put by 1:I_ . B~nt'?!! (Introduction 

to the theory and practice of management , Chatto and Hindus , London 

1960 , p . 14) as follm-✓S : -
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as a group there is need for synchronization of effort . " 
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Undoubtedly, for co - ordination, the most effective tool of management 

is the employment of budgets . ~ states that the three key words 

in budgetary control are, Planning , Co-ordinating and Controlling . 

There is a direct connection between standard costing, and budgetary 

control . In Court ' s words : -

"Budgets are also the basis of Standard Costing ." ( op •. cit .pp3/4) 

An earlier reference was made in ~~apter 1 to the fact that standard 

costs should be the basis of budgets or the latter lose their 

effectiveness as a tool of planning and control (Matz, Curry and 

~ (op . cit . ,p .557). That this is not a generally accepted vieTT 

can be seen from the opinions expressed below:-

(1) Speaking of standard costs W.D. Knight and E .H. Weinwurm 

(Manageri al budgeting, Macmillan, London , 1964 , p .31) state the 

position as follo~s: 

"Cost standards, under either a standard-cost system or 
a budgeting system, may be average past r esults,engineering 
ideals , or planned goals expected to be attained ." 

(2) '"Budgeted cost I is the sar,1e a s either I estimated cost 1 

or ' normal cost ' i n meaning; i . e . budgeted cost is the planned 
cost , which frequently is based upon an average of past costs 
adjusted for anticipated future changes . " 
(M . Backer , L .E. Jacobsen , Cost Accounting , a. managerial 
approach, McGraw-Hill, New York , 1964 , p . 275) . 

The authors then go on to explain that a budget may beb:i.sed on 

standard costs when it is called a 'standard budget ' . 
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From these quotations, \7hich originated in the United States of 

America, it ~ill be seen that there is no hard and fast rule 

regarding the type of standard cost to employ for budgetary control . 

(3) "Closely allied to standard costing is the princi ple of 
budgetary control!' ( C • I . Buyers and G .A. Holmes , Principles 
of cost accountancy , Cassell, London , 1961, p . 23) . 

In the same publication the authors state that , "In many instances 

the same standards are employed for both standard costing and 

budgetary control . " They go on to add that budgets are often 

based on the anticipated actual l evel of costs . This differs from 

the one taken for standard costing ,1hich would consider r:hat the 

optmum level should be . 

(4) A similar point of viou is adopted by R.H. S . Beacham 

(Approach to management a ccounting , Society of commercial accountants , 

Bristol , 1956 , p . 66), \,hen he asserts that budgetary contr ol involves 

the 

"preparation of estimates for each department of a business , 
based on past r ecords adjusted in the light of present 
circumstances and future trends , and covering a definite 
per iod . " 

The same author regards budgetary control a s an essential pre ­

requisite to standard costing , the latter being regarded as a system 

~hich employs pre - deterBined , estimated figures during the process 

of manufact ure (op . cit .,p . 69). 

The approach indicated by this author is more in the nature of 

estimated costs r ather than standard costing or budgetary control . 

This point - of- view appears to come from a lack of understanding on 
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the part of r.ia.nagers and even accountants as to the true nature 

of st.:indard costing (~ Chapter 5 which deals with the practice 

followed in British Industry). 

(5) The Institute of Cost and Works Accountants have faced 

up to the problera of deciding at nhich point the standard costs 

should be established . 

statement: 

This will be seen from the following 

"The first problem is in the ' egg or chicken' category: 
should standard costs be derived from the forecasts or 
vice versa"? (An introduction to business forecasting, 
Gee, London, 1960 ,p .30) . 

It will be seen that standard costs are used in connection with 

forecasts and budgets. In fact , the Institute is quite emphatic 

that standard costs should be the basis of the forecasts and, therefore, 

the budgets. They go on to recommend that the sales forecast 

should come first and then the standard costs would be prepared . 

This is not to suggest that costs should be based on the sales 

forecast alone. The Institute suggeststhat the "normal" budgeted 

output should be taken as a basis for the flexible budgets, thus 

highlighting any abnormal costs due to under or over capacity ,10rking . 

(op .cit.,pp .30/31). 

In the space of a relatively short time there appears to have been 

a change in emphasis on the relationship between standard costing 

and budgetary control . J .H. Els in his doctorate thesis (The 
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application of standard costs in certain South African Industries, 

Potchefstroom University, 1964, pp 49 - 56) came to the conclusion 

that the practice follo~ed was to treat standard costs as a development 

of budgetary control and tho II costs" ·::ere not true sta.nda r d costs at all. Or 

the data available this Pas the correct conclusion. 

There is noH growing evidence ,(as shown by the recent ,rnr ks of 

the LC .vi .A. and Batty, ) that standard costing and true 

standard costs are being thought of and developed within the 

framevrnrk of budgetary control and not simply as an offspring of 

budgetary control . Detailed costs are not aluays possible (Hhen 

non-standard products are made ), but the standard costing approa ch 

is still very necessary to ascertain what costs should .E2. when 

operating at an effici ent level. This is in opposition to the idea 

that budgeted costs should be based on past actual costs for expected 

actual conditions. 

There is now a tendency for budgeted costs and standard costs to 

be regarded as being synonomous so that they represent efficient 

operations (Standard costing, Batt_y:, p .17; Industrial administration 

and nanagement, Batt,X, p .412) 

Turning aTTay from the r el~tionship of budgetary control to standard 

costing it shoul d be noted that co-ordinat i on is given full 

r ecognition by most authorities writing in recent tiraes. 

For example, Knight and Weinwurm take the vieH that, since the 
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master budget is the overall plan , co-ordination is absolutely 

vital and is a natural part of budgetary control . Return on 

investment is ~aken as the surru~iry evaluating criterion and variances 

and ratios are employed as guide posts. Co- ordination then comes 

through the divis i on of the management functions and the defining 

of respons i bilities (op . cit . ,P .11). 

This constant ~ttention to all divisions of a business separately, 

and within the context of an int egral organization, is vital to 

the oporation of standard costing and budgetary control . The 

harmonizing of all efforts to~ards the common objective is a , 

vital part of management. How standard cost ing is applied is shown 

in subsequent chapt ers . 

d . The Controlling Function 

Plans are only of value when they can be cchieved . The control 

function attempts to ensure that actual results and plans conform or , 

if they do not , an effort is made to correct adverse tendencies. 

There are t i.'o a spe cts of control, the l?]1ysical and the financial. 

Both are important, but the financial cont rol tends to emphasize 

some aspect of' cost , r evenue , profit or loss. 

The most i mportant facet of physical control is J roduction control 

which includes prograrami ng , scheduling, despatching , comparison, and 

corrective act ion . There is no intention of describing chese terms 

in detail . They are mentioned because standard costing is dependent 
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upon the infor mation which is prepare d fo r t he pr oduction c ontrol 

system . 

On the financial side ther e a r e budget a ry control , standard costing , 

financia l r a tio analysis, and various c osting syst ems and methods . 

Control is absolutely essent i al to ens ure tha t plans made ar e 

a chi eved or, if t he r e are deviations , tha t manageria l a ction is 

f ollou ed t o obta i n max imum benefit . The f inancial a spects of 

control ar e consider e d in det a il in~apt er 4 . 

t he managerial conce.1?1 of control i s ex~mined . 

In t h i s s e ction 

There is some difficulty in defining "cont rol" ,:ith pre c i s ene s s . 

Indeed , Hhen dealing \,ith bus ines s management the r e is oft en gr eat 

di fficulty in def ining the precise a reas which a r e t o be controlled . 

This applie s e specially whe n considering _ _9pe r a tional r ese~~ ( o .R . ) and 

i t s appl i ca tion to spe cific probl ems , raany of which may be s olve d 

by tackling i n one or more ways se l e ct e d from a variety of 

alternatives . One O.R . man may say t h.:i.t a pr oblem raay be s olved 

by a pa rticula r method , ,:herea.s cmother may call f or an entirely 

diffe rent approa ch . The decision take n will tend t o i nfl uence 

tho s el e ction of the a,r ea to be control lecl . (~ R .T . Eddis on , 

K. Pennycui<?!, , B.H.P. Ri'!ill , Ope r ational r e search a nd manageme nt, 

E .U.P ., London , 1962 , pp 128- 131) . In management t erminology 

the t er□ given t o control i s " cybernetics" . This i mpl i es a system 

which is compl et e in all aspect s so that control b eoomes automatic . 

There is the es t ablishr.ient of a pl an, ope r at i on of t he pl an , 



automatic feedback fron the system, and aut omdtic r egul a t ory 

action so that a.ny deviations o.r e corre cted . 
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The American mathematician N. ·;re ine r is said to be the inventor 

of the term as used in it s Iilodern context. Actually, the t erm is 

not neu at all , but was used by Pl ato a.s "kyb ernetike" . Ne vertheless , 

it is now generally acknowledged that , although the term is not neu , 

the modern moaning and devel opment s tha t have t uken place since 

Weiner ' s discovery in the 1940s , have made the subject quit e different 

from the original version which 7ms the " a.rt of government", (~ 

G.T. ~lbaud , What is cybernetics? He inemann , London, 1959, ppl- 3) . 

M. J . Sa rge~t r egards cyberne tics a s the construction of dynamic 

system models . The illa rketing , production and financial elements 

are developed gradually until c complete mode l is available for 

t est ing . ( 0per3.tional research f'or nanagement , He inenann, London , 

1965 , p .28 ). 

Computers have enabled data pro cessing methods to b e developed 

and the "sensing capacity" can be incorpor at Gd into t he systems . 

This introducos the i dea of II servomechanism" when the corrective 

action is an integra l part of the dynamic system model. In really 

sophisticated systeJ:ts the se rvor1echanism 1,1ay take the corrective action 

and also suggest t he 3.Ction for r,epl ·.i.nnin,_g_, thus going the full cycle. 

HoVT standard costing fits into the cybernetic concept is covered in 

2!1apte r 4 . The features of' control are as follows : 



(1) Colle ction of data for fore casting events and costs . 

(2) Using data and knor;ledgo to determine policy and make 

plans . 

(3) Comparing actual r esults nith plans 

(4) Trucing corrective action . 

e . Motivation and Communication . 

As not Gd earlier , Drucker treats motivation and cor.ununication 

togethe r as related topics . This is a logical proce dure b e cause 

effective motivation is very rarely present unless ther e is an 

efficient channel of cor.ununication . 

A brief but clear description of motivation is given by Ste~art 

in the follo,;ing words : 

" •• • A manager motivates: that is , he inspires his staff 
to cont ribute to the purposes of the organization , to 
be loyal to its aims and to pull their ~eight in achieving 
them" . (op.cit . , p .62). 

'rhe introduction und mo.int onance of' a high l Gvel of morale is 

important to tho efficient functioning of the management processes. 

All too often, syst ems d.r e made to ope rat e rJithout r egard to huoan 

problems or feelings . A good manager ( including tho accountant) 

remembers that he is dealing with people and that the correct 

frame of mind is just a s important, possibly nore important , than 

the achievement of 100 per cent accuracy in figures. 
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Communication is the art of letting people know what is going to 

happen, wha.t is happening, and \·;hat is expe cted of them . 

E. Moonrnan (The manager and tho orgcnization, Tavistock Publications, 

London, 1961 p . 27 ), defines the tern as follows : -

"Communication is the capacity of an individual or group 
to convey ideas and feelings to another individual or 
group , and , where necessary, to evoke a discriminating 
r e sponse . " 

The management accountant should pay special attention to the 

communication aspect of his ,rork. In setting standard costs he 

must have all r el evant facts; in getting personnel to ca rry out 

the corrective or prr:: ventivo measures he r.mst stimulate thought J.nd 

action . All this me.:1ns adequate aud effective motivation and 

communication . 

There is now recognition that profit raaxir.lization is not necessarily 

the prime object of man,'.l,gement . Fevertheless, having r egard to 

the capital employed a r easonable profit is expected . This concept 

has to be linked with the i dea of' the continued existence of the 

business . A quotation taken fro□ Contemporary corporate accounting 

and the public by R. Ladd (R .D, Irwin, Homewood, Illinois, 1963 P•21) 

sums up ths position as follows :-

"Few businessmen 'r7ould argue with the simple statement 
that the primary aim of a business in a free enterprise economy 
is to make a profit . But this i□plies not only a profit 
today , but also continued profits t omorrow . For a company 
is only 'successful' if it is laying the frau1euork for a 
continuously profitable future , as well as producing a satisfactory 
profit today" . ( Source: Environment al cha nge ancl corporate 
strat egy - Menlo P-.1rk, California , Stanford research Institute, 
1960 p . 21). 
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The old- fashioned idea that profits have to bo maximized is now 

replaced by the concept of continuity i mpli0d in the above 

quotation . A "satisfactory" profit rather than a " maximum" 

prof'it , is c~rtainly a more realistic view. A better approach 

still is to vieH the criterion from the point - of- view of a 

satisfac~,2r_y sustainable return~ capi~ employed(~: 

K,_night c.nd Weinvmrra, op . cit .,p .15) 

There has been a decline in the importa nce of the shareholder and 

company di rectors are no,: expected to fulfill their social obligations 

to employees, to consumers, and to the public at large a s well a s 

paying dividends to sha r eholders . These obligations have to be 

mot in a fiercely competitive world where excessive prices could 

l ead to loss of tr~de. 

The only course open to managers of a company that wishes to survive 

in a. free enterprise community is to operate a.t maximum efficiency . 

In this lmy , it should be possible for c..11 s ocial obligations to 

be met. Y:'hat is required is a raeasure t o s how r:hether maximum 

efficiency is being achieved . As will be shorm l ate r , standard 

costs r epresent ~hat ~osts should be for a st~ted volume of output 

for a period of time . They indicate, the r efore , what is expe cted 

and , subsequent l y , when costs incurred are knmm, the extent to 

which the expectations have been realized . 
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4 . CONCLUSION ON MANAGEr,mNT 

The processes of management have developed from a need for firms 

to be more efficient . There h~s been a rapid growth in technology 

and organizations have t ended to become l arge r and mor e complex . 

The need fo r speci alists has be come Bore and more apparent from 

the gro~th in management tools ~nd techniques . 

There has been ,:1, r evolution in management thought . Of special 

importance is the growth in the extent of che participation by workers 

and management in t~c- development of manageCTent objectives and tools . 

Emphasis on one aspe ct or other of management is now outmoded and 

a balanced approach is necessary . Both t he sociological and 

quantitative aspects should be included i n any definition of 

Management • 

The mover;1Emt away from the idea of profit maximization has meant 

that neu thinking has had to be applied . 

If continuity of the busine~ is a majo r objective then there is need for 

t he application of all managenent functions . Hm1 is a profit target 

to be set? HoH is this figure to be incorporated into plans which 

can lead t o a.chiGvement of management objectives? This changing 

emphasis makes the employment of management tools quite indispensable. 

Ean.?l-gement acc2_~ncy__: 

section of this chapter . 

This is the topic covered in the subsequent 
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5 . MANAGEMENT ACCOUN:r.ANCY - A TOOL OF NiANAGEMENT 

a . Introduction 

This section is concerned TTith shoTiing how management a ccountancy is 

concerned with the functions of management . Modern business concerns 

are large and complex and, therefore , the knowledge of what might 

take place (forecasting), the possible consequences of action taken 

or to be taken , and the a ctual results obt ained are all vit al to 

obtaining efficiency . 

Standard costing is a vital segment in the broad field of management 

accountancy . Accordingly, it is de sirable to survey the " general" 

(management a ccountancy) befo re going on to the "particular" 

(standard costing) . This helps to pla ce standard costing in its 

true perspe ctive 1,✓ ithin the frameTiork employed for carrying out 

the management functions . 

b . Def initions 

Management Accountancy has been definad in a variety of ways by 

different authors. Developments hcwe taken place throughout the 

world , at times pr acticu.lly unnoticed . Often there was recognition 

of the exist ence of manageme":.-G c1ccountancy, but no positive effort 

made t o emphasize or explai n the i..'1.te grate d syst em . 

What is important to notice i s the subject existed for many years 

in a somewhat fragmentary form before be ing given formal recognition 

as a fully inte grat ed system; it embraces all accounting t e chniques 

and me thods employed for ass i sting managers in t heir work. 

In Australia , W. Scott (The principles u.nd practice of cost 
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accounting, Law Book Co., Sydney, 2nd Edition, 1947) stated in his 

Preface writt en in 1946 :-

"Some of the subjects included in this book on Cost 
Accounting bear some r elationship to Managerial 
Accounting but no attempt has been made to draw a dividing 
line between Cost and Managerial Accounting . It is 
felt th!.t to do so ,rnuld necess itate inclusion of an 
exhaustive survey of the 11hole L.1F.ma.gerial accounting field". 
(p .VI) . 

~ is apparently implying th~t there should be a separation of 

cost a ccounting and management accountancy , at the same time 

admitting tha.t it is a diff icult t d.sk . 

A very interest ing quot ation appears in Top manageL.1ent accounting 

by T .G. Rose , (PitBan , London, 1957, p .65) the source be ing "Management 

through accounts" by J .H. Bliss , publ i shed in the United StcJ.tes of 

Amer ica in 1924 . The appropriate section is a s folloi,rn: -

"The r eal function of all accountancy work is to r ender a 
service to business management . The service lies in placing 
before business executives the most complete i nformation on 
their affairs, analysed and inter pret ed so as t o be r eadily 
unde r stood and used effectively in guiding and controlling 
t he ir oper at ions and transactions more profitably , economically , 
and conservatively". 

It is important t o notice thc:.t developnents took pl a ce very slovily 

until inter est was aroused in 1950 by t ho visit of a t eam of British 

specialists to the United Stat os of America under the auspices of 

the Anglo -American Council on Pr oductivi t y (to be knoun as A.A.C.P) 

The AA.CF Re12ort vras published in 1950 by The British Productivity 

Council and the definit i on of tho subject n::i.s as follons : -



"Management Accountancy is the presentation of accounting 
informat i on in such a Hay as to ass ist management in the 
creating of policy and in the day-to-day operation of an 
undertaking". (pl rlyleaf) . 
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Even this Report did not give any groat detail on the methods or 

techniques to be employed. No doubt this appar ent lack of 

knowledge or use of techniques l ed ~ to express the follorring 

view in 1957: -

"Management accounting stands at the present time much 
where the science of ti.L1e and motion study stood twenty 
years ago". (op . cit .,plO). 

The same author viewed management a ccountancy in a very limited way . 

!o~ regarded the analysis and interpret~tion of the profit and 

loss accounts and balance sheet as being the b::..sis of management 

a ccounting as can be soen from the quotation:-

"The principal value of management accounting lies in 
t he fact that it provides the dat a from which the movement 
of money in the busines s can bo controlled . The whole 
of the commercial a ctivities of a concern are based upon 
the effective us o of the total capital employed, ~nd it is 
only by the analysis of the bo.lancG sheet and profit and 
loss figures i n their entirety that t his use can be 
observed, and therefore planned and controlled". (op.cit. ,pll ) • 

Much of the development of the subject in the 1950 1 s appears to 

have come from the various professional accountancy bodies. A 

typical sta t ement of the position is contained in Management 

a ccounting - A concise appr aisal, published by the Association 

of Q_£rtified and Corporate 1_1.ccountants, London, in 1954. The 

defini tion given in the pamphlet is reproduced below:-
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"The application of accounting and statistical techniques to 
the specific purpose of producing and interpreting in.formation 
designed to assist management in it~ ~unction of promoting 
maximum efficiency and in envisaging , formulating and 
co-ordinating future plans and subsequently in measuring 
their execution" • (p. 3 ) • 

The scope of management accountancy is shown in this publication 

to be comprehensive , including financial accounting , cost accounting, 

budgetary control, standard costing and marginal costing. 

Unfortunately, it does not explain any of the techniques, nor 

says how they can be employed. 

Other publications adopt a similar approach to management accounting . 

Typical of these are the following:-

(1) "By management accounts I personally mean all accounts 
and accounting information , including statistical 
information, prepared for all levels of management to 
enable them to control the costs and the operations 
of the business in time for their action to be effective . 
(!.:..9-. Burn~, ±ilustrations of management a ccounts in 
practice , Gee & Co., London, 1962, p.14). 

(2) " ••••• the application of advanced .accounting techniques 
to assist management in the efficient planning and 
control of operations". (F. C .de Paula, Management 
accounting in practice, Pit ~an , Lonlon , 1964 1 p.;). 

(3) " ••••• management a ccountancy provides information needed 
by management to carry out its controlling process". 
(R.W. Dobson, M=lllagement information and accounting, 
Gee & Co., London, 1964, p .38). 

(4) "The focus of attention of managerial accounting is on 
cost control and the uses of cost information" ,; 
(H, Bierman , Jr, Managerial accounting , Macmillan, 
New York , 1960, p 251). 
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c. Limitations of the Definitions 

These definitions, and those given earlier, are typical of the 

attitude of mind uhich exists on the subject . They emphasize , 

in the main, the preparation of information for ass isting management . 

Unfortunately , they tend to be too r estrictive in their scope and , 

therefore, limit tho usefulness of management accountancy . 

A serious criticism of tho approaches is that they are too limited, 

stressing only certain parts of a very ~ide , all-embracing subject . 

Some times there is emphasis given to financial accounting , at other 

tiriles on budgetary control or some other aspe ct, such as standard 

or uUrginal costing . Another vJeakness is the :fa.ilure to r ecognize 

that a business, and the environment in which it operat es, is dynamic 

i n nature and that values change . The r ecording of transactions 

in historical cost s, and the calculation of profit or loss and the 

presentation of informo.tion to management based on the same costs, 

is tantamount to ignoring r ealities. The need to give r ecognition 

to the .£2.E:tRbet~ system is contained in the phrase given below:­

"Wha.t is essential is the total integration of systems , 
procedures , form designing, a.nd relat ed mat ters into a 
complet e , co-ordinated system" . 
(B~ty_, Management accountancy, 1966 , p .5) 

In connection wi th revaluation accounting and productivity some 

very pertinent obse rvations h~ve been made by H.S . Davis in 

Productivity accounting , (Univorsity of Perwsylvania Press, 

Philadelphia , 1955, ) . These are reproduced belm7: -



"Since productivity gains are distributed via the price 
system, it is appropriate to use the yardstick of this 
system, or money, to analyse the distribution". (p .4 ) 

"The adjustment of financial statements to a comr.lon- pricr, 
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basis is not confined to product ivity accounting . Nor is 
it a new and untried practice. Examples can be found of 
businessmen adjusting their accounts f or price change a s 
far apart in tune as the America of the 1770's and Germany 
of the 1920 ' s" . (p.103 ) . 

In South Africa Professor Sorgdrage_r and Professor Els have given 

due r e cognition to the importance of the concept of the true cost 

as represented by e conomic r oalities . Follouing in the footsteps 

of Sorgdr~r the stateraent shorm b elo1:1 is made by ~: 

"The reL1tion between cost [md value is now a.scertained 
but it is still to be de termined th~t cost is not all 
value sacrificed; it must b e economically sacrificed 
values . The theory of !'eplacement value brought to an 
encl the technical cost concept of the Anglo - Saxon 
literature which does not t ake into consideration the 
efficacy of the s a crifice s and the ever - changing price 
levels in a dynar.1ic e conooy" (op . cit • ,P 28 ) • 

Wri ting in England t he author of t his diss ertat i on had the following 

points to nake ( Manageraent a ccountancy, 1966 ) : -

( i) "Revaluation or roplacenent value a ccounting is 
conce rned i7ith ensuring that cap ital is maintained 
intact in re<1l t orms and profit is calculated 
with this f act in mind". (p .8) . 

( ii) "A profit cannot be said to be earned unless 
capital i~ maintained int act l!! ~ terns . 

This convention r e cognize s that the monetary unit 
is not stable . Att empt s to overcome theEi'fects 
of changes in the value of money have been made via 
revalllil.t ion accounting , but as yet the r e is no 
_&lne r al acceptance of the theory . However , there is 
strong evidence that more and more accountants are 
L1odifying their vierJS to c1eet the dynamic state of 
business and the e conomy" . 



(iii) 

(iv) 
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"Return on capital employed is us ed as the criterion 
for measuring the efficiency of the business. For 
this purpose the capital employed should be calculated 
by reference t o current repla cement values" . ( i:: .11 ) 

"The most important fact to r emember is that Standard 
Costs reflect nhat the costs should be for stated 
conditions and volw.10 of output" . (p .44) 

(The r eference to II conditions" was primarily to the 
state of efficiency t aken as a basis for sett ing t he 
standar d costs.) 

Therefore very similar and parallel appr oaches were being developed 

in the t wo count ries , South Afr~ and qitain . There is, in fact , 

a connecting link bet vreen the t,rn; the inf'luence of the Net herlands . 

Both Sorgdr~ and fil:! we re influenced by the pr actice carried on 

in that count ry , and quite :i..!1.dependently , in Batt y ' s.Jtana~~J. 

Agcountancy the example t aken to illustrat e revaluation accounting 

is also t aken from the Netherlands in the f orm of the a ccounts of 

the Philips Electrical Company ( N .V. Philips I Gl oe ilar:ipenfabri eken) 

(p.647) . 

St andard costing, properly construed , defined and operated r equi r es 

that economic r ealities must bo r ecognized . Standard costs ar e 

projections of what costs shoul~~ be c1.t a predet er mined l evel of 

efficiency and for a. stat ed vol uine of output . Through variance 

separation and analys is any ineff icienci es are highlighted so that 

managers know the l evel of achievement that is be i ng obtained . 

This a spect is consider ed further i n subsequent chapter s . 
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d . 

Reference to total integration of all syster.1s ,lithin the management 

accountancy frameuork vms stressed earlier ( see pages 55/56 ) 

As was shown, all the definitions quoted were too limited in scope. 

The true value of management ~ccountancy lies in the fact that there 

There is a growing recognition of the need to nake manager:1ent 

accountancy a cor:iprehensive, yet flexible, tool of management . 

~;iiriting in the United Ste1.tes of America Li has the folloning to 

say in his E_re~ of his book ( Oi) .cit ., r :-
"The book evolves around the concept that manager.ient accounting 
is the result of interaction between accounting a.nd management . 
Eanagement, in the author ' s (I)inion, is uore than just a user 
of a ccounting inforr:i~tion. l~. ~ E:.11 important~~ 
~ accountin.,1s. ~ ™'~i~JQ.. ~nd 111_9,£_e ~ul. Its 
contribution has been enphasized in the following areas : in 
financial state□ent presentc1tion; in organizational structure; 
in setting stc.nd.ards, in sales forecasting and inventory policy; 
in nanagod cost planning; in cash budgeting; and in setting 
the rate of return on investment. Accounting , in the author ' s 
opinion, is more than just a provider of iriforme,tion. By 
being made a,w.re of the managenent process , o.ccounting becomes 
more r:ieaningful c1nd useful a s it ada.J?t~ _itself .J.2. meet ~ 
~ ed., buJ_ ~~S~'~Eee~. 2f.. ~anagerD!mi":-"fp .VII) 

Li is making t uo i mportant points : that the subject should be 

comprehensive, and that there should be a two -uay :interaction 

betueen mnagement c.nd account ing . These are very :important principles 

and should be rer,1embere d throughout any study of management accountancy . 

As a corollary of the principle tha t management and accountancy 

should go hand-in-hand, is the fact that ;J.ny system or procedure 
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\7ithin the management a.ccount .:1ncy framewo rk should also b e fully 

integrate d so that t here i s i ntera ct ion betwe en the various parts. 

e . ,9_onclu_sj,_on on M~1!,a_geme nt Accountancy 

If standard costing can be enpl oyed , t hen this s hould be fully 

inte grated int o the I!lanagement ;1.ccount ancy structure in a vmy 

that pennits the information from st ~ndard costing to be use d by 

the othe r syst ems or procedures, and vice ve rsa . By tho same 

token, the inf ornation fr orn sta ndard. costing shoula. be used in 

assisting in all t he management functions outlined earlier. 

should be no ne ed to colle ct data separ at ely and independently 

for each syster:i or for ea ch p r oble r.1. to b e solved . 

From ,1hat ha s been state d above a nunbe r of interesting deductions 

can be made:. '. 

(1) Management a ccountancy is a r e l atively nevi subject >1hich, 

in t he pa st, ha s suffered fron a t oo restrictive outlook on the 

part of managers a nd accountants. ~~ (op . cit. ,P 13) vrho 

vras re garded a s one of the out stanriing authorities on manager:1ent 

&.cc ountancy pl s,ccd f a r too much emphasis on the analysis of the 

"historical docuuont s " which containe d t he profit and loss a ccount 

and balance sheet . Yet this author(~) \7as way ahe.:i.d of tho 

majority in his appro.;1.ch to h i ghe r busine s s control . 
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(2) There uas too much stress placed upon the recovery of the 

actual (historical) costs and not enough upon the planning and 

proper ascertainment of costs . Sorgdrage r and lli in South Africa 

and Batty in Great Britain have advanced neu ideas and concepts 

which are rapidly gaining ground . Eany coupanies are no,1 following 

the lead by Philips Electrical Ltd (N .V. Philips, Gloeilampenfabrieken) 

and are adopting revaluation principles in some r.1easure . 

a re : 

(a) Fisons Limited 

(b) Tube Investments Limited 

( c) Imperial Chemical Industries Limited 

(d) Laporte Industries Limited 

(e ) Narks and Spencers Limited. 

(~ Batty, !.ianageuent ::.ccountancy, p .389) • 

Examples 

(3) The limited approach made by many authorities is now being 

recognized . For maximum usefulness there should be the kind of 

inte gration of all accounting .systems as explained earlier . Li 

and others in the United States of America are now recognizing 

that r.tanagernent accountancy should be fully c omprehensive . This 

approach is in accord riith the one aa_vocat ed by the author of 

this dissertation (Management accountancy 1963 , 1966 editions). 



CHAPI'ER 3 

THE MEJ:..NING OF ST.il..NDARD COSTING 1~ STL.ND.,\.RD COSTS 

1. HISTORICAL B.i'.CKGROUND 

a . Introduction 
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The problems associated TTith manufacturing and earning a profit 

were recognized for very many years before standard costing was 

even invented . In England , one of the earliest attempts at 

costing was by J ame s Dods on , vrho in 1750 , sho,1e d how the books 

we re kept by a shoemaker (D . ~olouons , Studies in costing , Sweet 

and :Ma:JG1ell , London, 1952 p 4) . 

Fron t his date onwar ds there ~as a steady development of costing 

principles , especially i n the period from 1880 to 1910 . Typical 

of the i;.ork published a round 1900 1-ms L .C. Headlti book (Boot 

and shoe costings, Gee, London , 1908) in which the fol lowing 

appeared: -

"It is submitted that in designing a system for checking 
prime costs there are , bes i des othe rs, six cardinal 
principles to be observed :-

(1 ) 

( 2) 

(3) 
(4) 

(5) 

(6) 

That the expense of it does not exceed a sum which 
can justifiably be incurred . 
That it does not irapede or i nterfere with the 
VTorking of the factory or vro rkshop . 
That it is simple . 
That it is aut omat ic and its r esults are availabl e , daily, 
weekly, monthly , as the work pr oceeds , whe n they are 
of service and can be utilised . 
That it is rel i abl e , and its results a r e corroborated 
by the audited accounts at stated periods . 
That it shoul d be o. uniform system ap:)l icabl e throughout. 11 

(ppl/2) 
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The first principle clearly refers to the control aspect . The 

author Vient on to state that checks should be made on the costings 

of ran materials , productive uages, and the labour operations. 

b. Early Developments 

In the 1920's (see below) the Institute of Cost and Works 

~countants was giving recognition to standard costing. D.F. Evans -

Hemmin~JFlexible budgetary control and standard costs, Macdonald 

and Evans, London, 1952, p V) notes that he passed his final 

examination in costing \7hich included a question: "What do you 

know about Standard Costs?". The same author also states that only 

a superficial knowledge existed at that time . It was not until 

G.C. Harrison's book on standard costing* TTas published in 1930 

that industry really began to t ake standard costing seriously . 

(~ Standard Costing in Great Britain J.L. Hilton, The cost 

accountant, December, 1962 p 472) . 

Although Harrison's TTork may be regarded as a turning point, there 

is evidence to show that this vras not the true beginning. The 

same author had published between October , 1918 and 1920 (Industrial 

management, Engineering magazine corapany, Ne\7 York) a n1.1Dber of 

articles dealing ,,ith costing , especially the predetermination of 

standard costs. These articles ,mre reproduced in a nork entitled : 

Cost accounting to aid production, ~hich \7as published in 1921,and 

he examines the need for standards and shous hou they should be 

developed . Full ackno~ledgement of the part pl ayed by F.W. Taylor 

*Quoted later in this Chapter 
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in the development of scientific management, and the pioneering 

work of H. Emerson, is indicated in the sane publication (Engineering 

magazine company , New York pp 33 and VII respectively) . 

c . The Institute of Cost and .-~orks i.ccountants - Phase I 

Emerson ' s contribution to standard costing is given prominence by 

!:L.JLilEl.~i in an early article (The cost accountant , Institute 

££....,Cost 9-ni_IorkE. Ac.£,_o~, London , J~ugust 1923 p .103) . 

Emerson urote a number of articles in Industrial management in the 

latter half of 1908 and the Spring of 1909 . 

Speaking of methods of ascertai ning costs }Yilmot stated that the 

second method is "to ascertain them before the wo rk is undertaken" . 

Wilmot then goes on to state that : 

"To prevent any operation from costing too much a knowledge 
of what that operation should cost is required and this is 
where the suFreme value of standards becomes evident" . 
(ibidp .103 ). 

Wilmot analyses the information and variances ( which he calls 

"variations") along the lines of a modern system , except he does not 

give the current t erminology for the varia nces for overhead costs . 

Instead , he makes comparisons by nature of expense such as, for exaraple , 

indirect materials , salaries, power: and other services . 

on 16th November , 1923 R. Stelling addressed a public meeting of 

the Institute of Cost and °\fo rks Accountants ' Branch in Sheffield 
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on "Standard Costs Hith particular reference to the Sheffield 

industries". Thi s lecture y;as reported on in The cost accountant 

(November 1923 p . 277) . Stelling states that the application 

of standard costs would be appropriate for dealing vrith the managerial 

problems connected with steel sraelting and rolling as well as 

the manufacture of cutlery . The definition given for a standard 

cost nas "a predetermine d cost based upon the presence of a given 

set of conditions" (p 278) . 

Stelling1sprinciples for the setting of standards deserve 

special mention andare quoted below : -

"The setting up of standards requiri the great est possible 
care . At every stage consultationT;.ust be held and full 
agreement reached, or else acrimony is bound to arise at a 
l ater date if r esults do not tally with the predetermined 
figures . The foreman must be consulted as to the effect 
of varying factory conditions, the t echnical engineer as 
to the effect of variations in the specification or analysis 
of the raw material, the purchasing agent as to the effect 
of variation in re - order quantities , the salesman as to a 
sales target, the accountant as to the administration 
figures, the plant engineer as t o the condition of the 
machinery, etc. These are only some of the varying 
conditions which the cost a ccountant has to incorporate 
into a series of formulae r1hich may be compared uith a 
complex series of simultaneous equations ." ( op . cit. ,p . 279) • 

.. :'ind these remarks we re made in 1923. 

A further important step forward uas made by H .E . Kearse.Y.:, 

December, 1924- , he had an article published which showod how 

In 

standard costing could apply in a foundry and engineering business. 

(The cost accountant , Institute of Cost and Works Accountants, 

London , p • 24-4-) • In this article Kearsey expla ined how standard 

cost sheets had to be compiled and hou costs could be controlled . 



-82-

Unfortunately, although the intention is to use "predetermined" 

costs the author does not give the impression that he is trying 

t o establish an eff icient level of operations. In today's 

terminology the system in question would be re garded more as 

"estimated costing" rather than standard costing. Nevertheless, 

the idea of predetermined costs is certainly there , but is in a 

diluted form to meet the practical difficulties which were being 

encountered at that time . 

A further reference to standard costing is found in The cost 

accountant for September, 1926 by an anonymous contributor . This 

article brings out the difference beifvrnen estimated costs and 

standard costs in the foll o11ing manner:-

"Stated briefly, standard costs might be explained as 
production cost results obtainable under standard 
normal and/or ideal conditions" (p 110). 

The author then goes on to state the difficulties associated with 

defining "normal" or "ideal" conditions. In the paragraph the 

"disconcerting dif'ferenccs in actual costs of work carried out 

within near periods" is deprecated . 

On the 2nd November, 1927, H.D. Jack lectured at a Liverpool 

Branch Institute of Costs and Works Accountants ' meeting on 

"Predetermination in Industrial Accountancy" (The cost accountant , 

Institute of Cost and Works Accountants, London , 1927 p 229) . The main 

theme was "financial foresight" a s being essential for management 

of a large, complex organization . The concern of the article y,,1as 



on forecasting for the functions : 

(1) Selling . 

(2) Production• 

(3) Purchasing . 

(4-) Finance . 
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The main concern is , therefore , with forecasting and budgeting , 

but there is also reference t o pre determined costs so quite clearly 

~ regarded these as being within the framework of a budgetary 

control system . 

Reference to standard costing was made at the Seventh National Cost 

Conference of the Institute of Cost and Works Accountants held in 

Birmingham on the 28th September (The cost accountant, October, 1928 pl33 

et seq) . C.T . Hobson a speaker, reading a paper by J . Wardropper , 

emphasized that a factory manager v7as interested "not so much 

what articles or operations~ cost, but 'r1hat they should have 

cost" (p 138) . R. Dunkerley commenting on this statement added : 

"That is the setting up of standards, and I think this 
is where cost accountancy has got to develop . ~e have 
to compare our figures with standards and not against 
what we did last week or t he month before or the year 
before" (p 14-6) . 

Ke~rsey (cited earlier) , made a valuable contribution to cost 

a ccounting thought in an article published in February, 1929 (The 

cost accountant p 288). The definition of standard cost no,, sho'l7s 

a move a~my from his previous contribution i,ith its emphasis on 

estimated costs . This is as follows: 



"A standard cost may be defined as a carefully prepared 
estimate dissected under fixed headings of manufacturing 
costs under certain conditions". 

The same author also speaks of costs indicating "measur es of 

efficiency" and making a "comparison of actual costs against 

standard or predetermined costs". There i s , therefore , a clear 

indication that he is speaking of standard costing in the modern 

sense . 

In the same journal , in the same year (De cember, 1929 p 188), D.L . Moran 

put forward vie .. s nhich ITe r c somewhat retrograde in character . His 

view was that "Standard costs are est imates built on the experience 

provided by actual ~ r ecords • •• • 11 (my underlining) • 

regarded standard costs as cost estimates and little more 

Moran 

... ... 
they "are not strictly costs at all - they are in reality only 

estimates" . 

Thi s kind of conflict or uncertainty is to be expected in the early 

days of development of a subject . 

states : 

As Hilton (op.cit .,p 473) 

"Even by January , 1931, there rra s still much confusion 
regarding the meaning of a standard cost" • •• 

One of the main problems TTas the shortage of authorative books 

on the subject . There was a r eluctance on the part of accountants 

(or publishers~ to put their ideas into book form . Articles 

based on speeches are soon forgotten, but books have a much longer 

life and tend to be acted upon , especially ~hen these have been 

studied as part of qualifying examinations . 
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d . Early publications and articles on _Standard Costin__g 

One of the first books to appear on the standard costing theme 

was ,lI'itten by F.r. Parkhurst . He stated that : 

"We want to know in advance what it should cost, at 
least within a few per cent, and we must know from 
day to day how much has been spent upon any job up 
to that point" (The predetermination of true costs , 
Wiley and Sons, New York, 1916 , p 1) . 

Unfortunately , this work does not go far enough in its analysis to 

justify the term "standard costing" . There is, though , a clear 

indication that he considers that predetermined costs are essential . 

His costs were more in the way of estimated costs than standn.rd 

costs . 

Harrison' s book ( Cost accounting to aid production , 1921) cited 

earlier, is noxt in line and his ideas are developed into a fully 

comprehensive system in a further publication which eraerged 

in 1930 (Standard costs , Ronald Press, New York) . As observed 

earlier , the latter is now r egarded as the first blueprint of our 

modern systems . 

In between 1921 and 1930 there are one or t wo books v;rorthy of 

mention : 

(1) W.B. LaTTrence (Cost a ccounting, Pr entice Hall , New York , 

1926) considered the establishment and employment of 

standard costs . Uoreover, he made a clear distinct i on 

between "estimating costs" and the establishment of true 

standard costs . A complete variance analysis is also 

suggested along with ~ procedure for reporting on variances . 
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C.L . Maze and J .G, Glover commented in 1929 that "Standard 

costs are a comparatively new development in the field 

of cost accounting" (How to analyse costs, Ronald Press , 

New York , p 299). The definition of' standard costs ,1as 

r egarded as "preplanned estimates" which took into account 

"abnor!7lal or subnormal conditions in materials, labour , 

economic conditions, etc ." The system was fully described 

and could be r egarded as a major development in the 

history of standard costing . 

In Britain the emphasis being given in books 1as on budgetary 

control and not standard costing . A .W. Willsmore produced a 

monumental work which is still being used today . (Business 

budgets and budget a ry control , Pitman , London, 1932) . The 

indicat i on given by his book is that the approach to control is via 

budgetary control . Vfhether this is the case is sh.own l ater by an 

analysis of contributions which appear ed in The cost accountant 

in the post -1930 er a . The first major work to follow Willsmore ' s 

book was by J .A. Scott and he too approaches the subject through 

the use of budgets for "estimated costs", although he does admit 

that standard costing may exist nithout budget ary control . 

(Budgetary control and standard costs, Pitman, London , 1939 p 9) . 

e . The Inst itute of Cost and Uorks Accountants - Pha se II 

The move t owards budget a ry control was given prominence at the Ninth 

National Cost Confe rence held in October , 1930 . A paper was given 



entitled "The development of cost accounting towards budgetary 

control". Tho lecturer, Vil .B. Walke r emphasized that cost accounting 

had moved tov;ards budgetary control . This was due to the need for 

financial planning and the maintenance of or ganization balance . 

Budgetary control was regarded as an extension of cost accounting 

and, therefore , should come within the realm of the work of the 

cost accountant. (The cost oocountant, I~_tu.te of Cos t and Works 

Account~, London, November , 1930 , p 151/2) . 

Public or business opini on may have had considerabl e )nfluence on 

the development of "budgetary control" rather than "standard 

costing" . C.W. Summers another speaker at the Ninth National 

Cost Conference urged the need t o develop " standards", but !!.:Q. 

J enkins, in his paper , asserted that: 

"Unfortunately the term ' budgetary ,~rol ' see!.!ls to have 
caught the fancy of the business community to a very 
considerable degree during the last for: years". lP 154). 

At this conference there was a great deal of dis cuss i on on the 

appropriate t erm t o employ . Delegates argued on the corr ect title 

of the discipline - should this be "financial control", "budgetary 

cont r ol" or "standard costing"? As stated by E .W. Hall : 

"Some ar e calling it budgetary control, some standard 
costing . What is it? Where do we start and where 
do we finish with it"? (p 160) . 

There was a clear indication that cost accountants were endeavouring 

to justify themselves in industry and they wer e being forced into 

the use of the term "budget ary control" because of its employment in 

the popular terminology of the day . 
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That standard costs were being omployod is implied in an article 

which appeared at tho same time as the report cited earlier : this 

states : "Before any a ttempt it !:lade to prepare a budget , standard 

costs should be developed for every product manufactured . " This 

article then went on to describe hov1 standard costs should be 

compiled and how budgetary control uas being used in the steel industry . 

A. Eastwood , (Tho compilation and application of budgets in industry , ) 

(p .174) . 

The distinction between standard costs and budgetary control was 

certainly recognized by many costs accountants but, according to 

W .A. Rodger, this was not being given due prominence by writers , 

especially those from America . 

belm1: -

Extracts from a letter are given 

"Standard Costs in this country, as I understand the term , 
are not actual costs, nor are they past results , but are 
more in the nature of an estimate found having regard to 
both and to future policy , and are more than anything else 
the cost of a standard product put through a factory under 
normal conditions of purch~sing of labour and of indirect 
expense for a batch or quantity which is most economical 
to adopt hi ving regard to manufacturing conditions , for a 
rea.sonuble periodical output after allowance has been made 
for holidays, weekends , and so on . 

Normal conditions for the three elements of factory cost 
are not likely to exist at one and the same tine, and 
therefore , standard costs r:ill probably need some adjustment 
if they are to be used as a guide to fixing selling prices, 
supposing that the selling price is not already fixed by 
market conditions . They serve a more useful function as a 
measure of f D.ctory efficiency, and as a means of allocating 
responsibility for deficiencies, whether controllable or 
otherwise , and as a guide to the production maragers, and 
should always be shown on any comparative reports together 
with actual costs and past performances . 
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Budgeting on the other hand, fulfils a different function 
and covers a wider field than Standard Costs . Budgeting 
means the careful and considered evolution of a programme 
of production and selling for a future period e.g . 12 
months or preferably longer where practicable . On the solution 
of this probl em is brought to bear all tho knowledge gleaned 
from existing records, adjusted to meet future conditions 
from outside sources a s they affect the country generally 
and the trade in particular and bearihg these conditions 
in mind , a forecast is made of the position of the business, 
both from a financial and production point of view: so 
that a proforma profit and loss account can be prepared for 
each cost period for the purpose of comparison with the 
actual . The Cost Accouhtant , by introducing budgeting as 
a logical development of Cost Accounting , is putting an 
instrument of control into the business manager's hands 
which is not likely to be superseded , for after the 
necessary practice and experience has been gained , firms in 
Britain have found that they can by the aid of a budget, 
substitute for haphazard production a considered and 
reasoned policy". 
(The cost accountant, Inst itute of Cost and Works Accountant_! , 
January, 1931, p 227)7 

The rather full description has been taken to she~ quite clearly 

that~ attempt™ being~ ,i2 distinguish petween th~ .E!2. 

techniques . In 1933 , R. Dunkerley showed how standard costing was 

being used in the cutlery industry. This system formed the basis 

of fixing prices a·s well as controlling costs . All the ingredients 

of a complete standard costing system were included, including 

stock valuation , cost analysis and the ascertainment of profit or 

loss fo r the period . (The cost accountant , Institute of Cost and 

Works Accountants , June , 1933 pp 4 and 5) . C.H. ,urman found no 

difficulty in defining and explaining how standard costing could 

be applied in industry. He also asserted that "For the successful 

operation of a standard costing system it is necessary to prepare 

a complete budget of the whole of the business". It will be noted 
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that here the view t aken was that properly conceived standard costs 

shoul d be devel oped within a budgeting system and the l att er 

was t o be r egar ded as st andar d costing and not budget a ry control. 

This was certa inly in opposition t o the attitude be ing adopted 

at the National Cost Confer ence in 1930 . (The cost a ccountant, 

Institute of Cost and Works Acco':!ltants, October, 1934, p 134). 

The i deas of Durman we r e devel oped further by D .L • .Moran and 

were reported on in July 1935 . In particular he considered how 

standard costing coul d be empl oyed fo r fixing prices and for 

making comparis ons of t he r el ative costs of employing alternative 

methods of producing a nd distributing (p 33) . S . Owen , writing 

in April, 193 6 , examined the r easons f or the gr owth of standard 

costing. Those ar e now farailia r matters and are f undamentally 

the disadvantage s of using a ctual costs . One of the principal 

r easons for the introduction of s t andard costing was apparently 

to find ways of "overcoming the pr oblem of hal f - filled fact ories 

and workshops" . I t is very significant that O,.en states that 

standard costing is also known a s "budget a ry control". (The 

cost a ccountant, Institute of Cos t and Works Accountants, London 

p 343 et s eq) . 

A year later S .J. Wheel er was r ecor ded a s st ating that there a re 

many who have "enjoyed the undoubted benefits obtained from 

standard costs". He then we nt on t o describe a standard costing 

system which employed r atios (basic standard costs) which were 
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calculated by reference to standard costs and actual costs . 

HoTTever , he came out against us ing these ratios for control 

purposes and this appears to b0 the attitude adopted today (see 

Chapter 5)( March 1937 p 308 et seq.) 

A full knohledge of standard costing ~as exhibite d by L.A. Wight 

uho lectured at the Scottish Branch of the Institute of Cost and 

Works Accounta~ in April 1937. A standard cost was re garded 

as "an acknowle dgement of the fact that there is , in r ec.lity, a 

basic economic cost Jf producing a given article or commodity 

~hich can be effectively used as a ' yardstick ' or ' rule ' for 

increasing the degree of efficiency r epresented by actual 

costs" . In tho same lecture there was gr eat stress placed upon 

what a cost should be for the normal capacity of the plant . 

Wight also makes the important observation that many firms in 

Glasgow and the we st of Scotland had recently introduced standard 

costing ( Nay 1937 p 364 et seq) . 

Early in 1939 J .w. Halcolm described the application of standard 

costing to the problems of' the linen industry . He asserted that 

"It is not too much to say that standard costing is the only method 

by which the operation of any li .. en manufactory can be intelligently 

controlled" . (February, 1939 p 268 et seq . ) 

f . The Period 1939 onwards 

Interest in standard costing was somewhat diminishe d by the 1939-45 

World TTar II . In fact, no major contribution TTas recorded in 

The cost accountant between 1939 and the late 19401 s . The only 
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significant report TTas on the l ectures given at the Nineteenth 

Cost Conference held in May 1948 . 

This did not nean that standard costing v1as not be ing employed . 

rore likely, fron research made , it seens that the method ,·;as 

still be ing employed , but TTas not accepted as a nornal t ool of 

raanagement by cost a ccountant s and nanagers alike . At l ectures 

given to the Associat ion of Bronze c.nd Brass Founders on the 

29th June, 1943, G.T. Hysl.£E_ the then joint managing director 

stated: (Report on lectur es ; A. B . B .r ., p .2 privat e publication). 

"Standard cos·ting was introduced into ny Company by 
J .P . Fla~er!r of' the Johnson Bronze Coopany , New Castle , 
Pennsylvania, United States of .Anerica uay back in 193611

• 

It rrrill be seen that the sysbh'. was iraported in 1936 and nas 

still being employed in 1943 . 

Other th~n the books by Wills~ore and ~9..tt no significant British 

books appeared on the scene except H_!.E . Kearsey ' s TTo rlc. ( Sta."ldard. 

costs, Pitman , London, 1st edition 1933) . This m s followe d 

by a nunber of other books published at various dates from 1950 

to -the present day . 

chapter . 

A number of these are cit ed later in this 

In Austral i a and the United St<tes of America there TTe r e various 

publications . L.A. Schume12,z, an Australian, gave a comprehensive 

explanation of how stand~r d costinB could be applied . It is 

interesting to not e that the approach is via budgetary control, 
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the standard costs being used to build up budgets for the various 

activities (Cost accounting , Pitman , London, 1935, p 201 ot s e q) . 

Another Australian G.H. Gregory produced a compl ete treatise 

on standard costing, covering all aspects of the subject. 

Further more, a clear distinction was made between budgetary 

control and standard costing , Unfor tunately , the book iscouoarued 

pr:i.1x1rily v;ith the mechanics of recording standard and actual 

costs and the r eader i s l eft in ~, s tate of uncertainty r egarding 

the true nature of standar d costs (.Accounting control by use of s t andar d 

coste, Lau Book Co; Synney , 1 %.8 , 2nd edition .) 

Turning back to 1939 the work of C.F . Schlatte r of the United 

States of America is northy of spe cial note . A good deal of 

criticisn was l evelle c1 against many cost a ccounting systems 

during the "period of deflat ion beginning in 1921 and during the 

period of depression beginning i n 1929 11
• 

John Wiley , New York , 1939 p 102 ) . 

(Advanced cost accounting , 

Schlatter defined standa r c1 costs a l ong modern lines and shoned 

how a system could be applied . The methods described had all 

the ingredients for success, but r,riting at the time he diu , 

Schlatte r was not able t o pronounce that standard costs based 

on past experience a lone we re not true standard costs. The standards 

advocat ed a re those which r epresent " high attairu;ient" defined as 

" some high p0ak of productive efficiency at low cost actually r eached 

at some time in the past" ( ibid p 108) • It will be noted that 
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there is reference to what has happened in the past rather than on 

standards set by the most acceptable me thods and which represent 

the desired economic and technical lovel of efficiency . 

g . Conclusion 

From the article s and books cited and the research made in other 

relevant fields ( e . g . l ectures to Associ~tion of Bronze and Brass 

Founders) there is ample evidence to show that standard costing 

was being employed ii'.J. Australia , the United States of Ai11erica and 

Britain from quite an early date , possibly from 1923. Certainly 

Stelling , quoted earlier, gives the impression that the techniques 

were actually being used . Later writers shm1ed that there had 

been a considerable ac1option of standard costing principles. 

There rras much confusion on 1:hat nas oeant by "standard costing" 

and many accountants and managers r egarded the techni~ue as a form 

of budgetary control . This attitude uas aided by the approach 

being made in the h10 authoritat ive n-orks written by Willsmore 

and Scott . Neverthel ess , although the budgetary control aspects 

nere being stressed, the research findb.€;"S show quite clearly 

that st andard costing was be ing developed and employed . 

2 . MODERN STANDARD COSTING 

a . Introduction 

In ear lier chapters , it was noted that standard costing should 

be part of an integrated accountancy system . 
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Besides this, there v1as recognition that there should be interaction 

between manageme!]! on the one hand and .!:,S_countancy on the other. 

In no field of accountancy does this principle apply with sucp.· 

strength as it does to standard costing. The at t ention ·17hich 

must be paid to all aspects of the business t o Gstablish a high 

l evel of efficiency and the participation of members of the management 

team in setting standards and controlling costs require this 

interaction . Unless there is reco gnition of the importance of the 

underlying principles of standard costing , and the system employs 

the info~ffiation obtained fr om modern management methods , then 

the standard costing is unlikely ever to achieve maximum efficiency. 

Full use should be made of modern methods such as production control, 

organization planning, work study, net - '17ork analysis, operational 

r esearch , and cybernetics. These should not be employed for their 

oi'm sake , but adopted in the appropriate circunstances and in such 

a Imy that maximum efficiency is achieved . Unless sane atte1.1pt 

1.s made to IDD,ke aj.l function~operate smoothy ther_EL_ca.n bo no 

crit erion of efficiency and therefore no standards . 

b . Survey of Standard Costing Definitions 

There is no generally accepted defi~ition of standard co sting. 

A nUI!lber of typ ical definitions are given below, and these are 

followed by expl anations and criticisms . H.E . Kearsey (Standard 

costs, Pitman, London , 1947 p 2) defines standard costing in the 

folloTTing terms: 



11 s:· nply expressed , standard costing is a ne thod of 
a scerta ining how ~uch costs should be, and analysing 
the causes of variations bet ueen hm1 much they ar e and 
how cuch they should be . 
11..lternatively, standar d costing i s a s cientific method of 
developing a comprehensive series of cost standards t o 
cover the activities of a business , of comp~ring a ctual 
costs against cost standards in such a r;:ay that the 
causes of variat i on are revealed in full detail , and of 
combining the variations to form a complete st atement of 
profit and l oss . 11 

~arsez certainly expresses the fundamentals of standard costing . 

The main weakness is the absence of any r eference to a properly 

planned system . As uill be shown later, unless the standard costs 

a re eoployed v1ithin a co - ordinated system they are likely to be of 

limited value. 

The r easons f or empl oying standard costing , rather than defining 

what i~ meanl5 is the approach made by C . '11
• Devine ( Cost accounting 

and analysis, racmillan, New York, 1950 p392) He goes on to state: -

"The purposes of standard costs, in condensed form, are 
to ?ind nhere inefficiencies exist, t o finc1 measur es for 
these inefficiencies, and to bring them to the attention 
of those v.rho have authority to correct them" . 

Again, there is no mention of the exi st ence of a compl ete system. 

Moreover, although l ate r in his book Devine demonstrat e s that 

standar d costs ar e empl oyed, ther e is no r ef er ence t o this fact 

in his definition. He refers to "inefficiencies", but ,1ith any 

standard costing system there should be ackno1dedgement that 

"efficiencies" also exist uhich can result in favourable vari ances . 

An alternative definition of standa r d costing is given by B. Henrici 

(Standard costs f or manufacturing , McGraw Hill , 3rd edition, New 

York, 1960 p 7) . He states:-



-97-

"• ••• cost performance shoul d be evaluated , not by viewing 
actual costs alone , but by comparing them with a fixed 
measure - the standar d cost - and dis covering the reasons 
for the deviation from that measure . Control comes in 
Hhen steps ar c taken to eliminate this deviation" . 

Quite rightly, Henrici, stresses the costs control a spect . However, 

there are many other purposes for a standard costing system ~hich 

is complete and comprehens ive . 

C. Gillespie takes a fairly narroi! vicTT of standard costing: -

"Standard cost s , CLS usually employed , are predet ermined 
operation costs, computed to reflect specified quantities, 
prices and l evel of operations . One type of standard cost 
is the predetermined cost of operat i ons refle cting (1) quantities 
of l abour and ma~erial expe cted t o be used under good 
performance (2) expected pri ces to be paid for l abour and 
materials duri ng the coming years and, (3) factory expense 
application t o pr oduct ba sed on (a ) good spending performance 
and (b) pract ical capacity operation of the f actory" . 
( Standard and direct costing, Prentice-Hall, Engleuood Cliffs , 
United States of Ame rica, 1962 p 12) 

This definition is further qualified by Gillespie in other parts 

of the book . Neverthel ess , there is a l a ck of preciseness which 

is unfortunate . Whc1t is meant by "goo d performance" or "practical 

capacity operation"? Thes e are t er ms -.,hich are too general t o have 

a positive meaning . The fundamental uor d "operation" is misleading 

because it gives a certain narrovmess to the definition . In 

management t er minology this tern could simply mean the production 

side of business . 

Gillespie appear s to have the pr oduction oper at ions in mind in his 

definition . The standar d cost card (op . cit . , p 9) takes into 

a ccount only the manufacturing cost s . Yet in later chapters he 
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shows budgets for administration and sales : there is, therefore, sone 

contradiction within the book . 

Moving ar1ay fron the United States of ;·l.filerica and Great Britain 

to Australia there are the views of y_r ~SS£._tt (Principles and 

pract ice of cost accounting, The Law Book Co; Sydney, 2nd Ed . 1947, 

pp 236/7). 

Standard costs are regarded as predetermined costs for each element 

of cost - Tiaterial , labour and overhead . They are calculat ed after 

considering all the factors \7hich affect manufacturing . ' 1,. 

standard costing system is the employment of standard costs for 

measuring a.nd controlling the efficiency of the manufacturing 

operations . 

Many other definitions could be given , but those quoted a.re some 

of the best available . Many othe r writers appear to think that the 

existence of standar d costs automat=b_9all.x_ 1nea~. that the~e is a 

.~tandard costing system. Typical quotations which come into this 

category are shown below: -

(1) "•-'Ther e predetermined costs aro based on careful 

engineering analys is of the direct materials and the direct 

labour ne eded for a product, they may be described as 

standard costs . In a cost system based on standard costs, 

the variance balances are vie~ed as important tools of cost 

control". (Basic accounting and cost a ccounting by E.L . Grant 

and L.F . Bell , McGra~ Hill , New York, 1964, p 200). 
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( 2) ''The fixed prices and quantity nor ms used t o inprove 

t he usefulness of the cost clat a t o f actory management ar e t er med 
ti 

~ st andards (s .W. Specthrie, Basic cost a ccounting, Prentice-Hall 

New York, 1950 p 213) . 

With this definition ther e was no r ef erence t o a costing system. 

(3) "Standard costs are pr edet er mined costs used t o meas ur e 

performance . They expres s not what a product or a ctivity 

a ctually cost , but what i t should have cost" . (W.H. Childs, 

Accounting for management cont rol , Simmons -Boar dman , New York , 

1960 p 4.31) . 

Again , the r efer ence is t o st andard costs as if t hey are some 

phenomena which are empl oyed in an a :iJnless f a shion , 11ithout plc1n 

and Hithout purpose • In a true _ standar c'!__costin_g__ system all 

facets of a busines s ar e cons i de r ed and the st andard cost s ar e 

developed nith the f ull needs of t he man~f!m~t functions in mind . 

(4) "The pr epar at ion of s t andard costs and t hei r use in clarif'y 

the financial r esults of a bus i ness , particularly by the measurement 

of variations of actual costs from standar d cos t s and t he analysis 

of the causes of the variat i ons fo r the purpose of maintaining 

maximum efficiency by executive action" . (An introduction t o 

budget ary control , st andar d costing , mat erial control and production 
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The Institute cannot claim t o have given a gener&l.J,y accepted 

definiti n or ,for that matt er , one ,,hich is fully comprehensive . 

There is reference t o "financial r esults" 'Vlhich could be 

interpreted in a vari ety of nays . Limiting the control aspect 

to "executive a ction" is also misleading because supervisors 

and chargehands shoul d be very much involved in preparing and 

employing the standard costs . 

c . Standard Costing Defined 

A very good idea of what is meant by standard costing can be 

obtained from a study of the definitions quoted in the pr evious 

section . However , not one of these definitions gives all the 

i deal f eatures of the no:lorn standard costing systen . For this 

r eason an att empt will be. made to give a bette r definition . 

As a preliminary, in t he int er est of cl arity , it i s desirabl e 

to enumerate the main features of standard costing and this is done 

below:-

(1) The concern is nith cost accounting a s a system ,rhich 

has been planned to meet tho needs of the specific business . 

(2) Standard costs a r e pr edetermined and employed . 

(3) Standard cost s r epresent TThat costs should £2, and NOT 

what they are expe cted t o be . 

(4) Responsibilities are defined and are reflected in the 

organizational and cost centre structures . 

(5) Variances - differences betneen a ctual costs and standard 
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costs - are taken to be variations from the expected 

levels of efficiency~ 

(6) Aotion is taken promptly to correct adverse tendencies. 

( 7) The system should be flexible .an.cl should allow the 

standard costs to be amended at regular intervals . 

(8) The overall result should be greater efficiency in 

management planning, co-ordination and control . 

These matters are developed in this and later chapters . At this 

stage a comprehensive definition is put forward which has not 

!-ppeared elsewhere: 

Standard costing is a system of cost accounting which is 
designed to show in detail how much each product should 
cost to produce and sell when a business is operating at 
a stated level of efficiency and for a given volume of 
output. 
Through carefully planned and orgnnized accounting procedures 
the differences bet ween actual and standard costs (the cost 
variances) are analysed and then promptly reported upon to 
managers. The latter, in turn , talce corrective and 
preventive action, as TTell as employing the data for planning, 
co-ordination and control . 
An important feature of the systeCT should be the measurement 
and attainment of a high level of efficiency and a constant 
review of methods employed in production. Then necessary 
the standard costs should be amended so that they reflect, 
current realistic conditions and practices. A further, 
essential characteristic of a standard costing system is 
that it should be forward looking and , since it is intended 
to be a tool of' management·, the system should be part of' a 
fully co-ordinated management accountancy system . (own research). 

This definition is novr considered in more detail along with 

explanations of the main features to be found in a standard costing 

system . 
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d. Cost Accounting as,_a system 

Cost accounting has been described in a variety of ways, but 

basically it means the systematic recording of costs before and, 

possibly, after the event, and the employment of the i nfo r mation 

obtained for the efficient operation and control of a business . 

In the v1ords of g (op .cit.,p .171): 

"We shall designate this new type of business events 
as resource transformation or cost t r ansformation; 
it ;;c"'aunts for change in the fo:rm of resources due 
to events within the manufact uring proces s" . 

There is the converting of r aw· materials into a ealeable product 

or service . This conversion involves sacrifices in the f orm of 

labour and manufacturing f acilities as well as those on r aw 

materials . Cost accounting is concer ne d nith recording the 

sacrif'ices at all st ages# fror;i the s etting up. of l>usi.na,ss to the 

purchase of r aw mat erials, right through to the sale and delivery 

of the finished product . What is more , the recording is done in 

detail so that all the f acts relating to the internal transactions 

are ava ilable in a form TThich allows them to be employed for planning 

and control . Ono of t he gr eatest diff iculties with cost a ccounting 

is the determination of an appr opriat e "cost", one which will measure 

as near as possible the sacrifices involved . The original cost, 

as represented by the money paid, is the one most often taken . 

At tir1es , this method may indicate the approximate sacrifice , but , 

at others,. it ~s far r~ moved from r eality . vThen the latter occurs 

the true nature of a transaction is distorted, and the wrong 
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decision. may be made . More is said on this matter in the later 

section which deals with standard costs . 

There should be a planned and co-ordinated arrangement of all 

matters relating to costing . This planning and co- ordination 

should consider the needs of the business and not be built along 

haphazard lines . Henrici cites a survey made by the National 

Industrial Conference Board and , although this was conducted in 

1931, there is no doubt that the findings would apply today . 

Factors which caused or contributed to the failure of standard 

costing are shown as being as fol lows: -

(1) Expecteu too much . 

(2) Installed too rapidly . 

(3) Inadequate supervision and administration . 

(4) Bad organization . 

(5) Inadequat e accounting system • 

( 6) Inadequate cost system . 

( 7) Inadequate statistics of past operation . 

(8) Expected results too soon . 

(9) Failure to obtain co- operation. 

(lO )Failure of pres i dent to give adequate support . 

(ll)Failure to analyse results and ascertain causes of 

variances . 

(12 )Too many forms - too much detail . 

(13)Routine procedure not sufficiently definite . 

(op . cit., p .11) • 
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Many of t he se failures are , ITithout doubt , t he r esult of the system 

not being pr operly planned fo r t he business concerned, or due t o 

the f act that the system has broken down because t he fundamental 

principles of management have not been observed . 

These matters are examined in Chapter 5. 

fuLarsey makes the comment t hat t he system must be appropriate to 

the business concerned . There can be no control unless the 

information is utilized . ( op . cit . ,P . 11) . This has also been stressed 

in this dissertation and is a fundamental -principle . 

What should a lso be enphasized is the importar.ae of the backing 

of all levels of management . This implies more than paying lip 

service to the employment of a technique . It involves the 

explanation of why a system is being introduced and the likely 

consequences before the intr oduction actually t akes place(~ 

op . cit .,p 219) . 

Subsequently , there should be motivation by mana gers of all 

levels so that the standards wil l be achieved . Lack of interest on 

the part of managers is contrary to the achievement of standard 

costs (~, Brech , Pr incipl es c:.nd pr -.i ctice of maragement, op . cit .p . 64-8 ) . 

These words serve to emphasize the importance of making the costing 

system serve manageme nt and not vice versa . 

The precise form the standard costing system should take depends 

upon the circumstances . As e:!',phas ized earlier , each system 

should be t a ilored t o meet t he r equirements of the business concerned . 



It is pcssible to describe the general features of a typical 

system and these are given below : -

(1) Scientific Assessment_ of Standard quantities and _prices 
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How this is done is covered in the sections which cover materials , 

labour and overheads . The importance of t he scientific method 

is emphasized by Kearsey who stresses that this is very much an 

evolutionary process . A good deal of research is necessary 

before accurate standards can be established (op . cit ., p 5) 

Standard cost cards and budgets are compiled 

Standard cost cards are the documents which provide the detailed 

information on products . Gener ally there is one card for each 

product or for each assembly . They show the tabulations of standard 

costs in a form suitable for cost control and other purposes . 

In their publication Grant and Bell state that standard cost cards 

should be compiled to show quantities and "prices" for labour, 

material and factory expense . 

The authors then go on to explain how the material pr ices and 

direct labour costs are compiled and enter ed on the standard cost 

cards . They include t he indirect costs of manufacturing ( overheads ) 

on the standard cost cards , but this is a pract ice which is not 

always followed . (op .cit.:pp 34.J/!,!-2). 



-1J6-

(3) .§.E_ecial forms are employed to bring" a.ut oL1.::.t ica.lly11 to light 
~ variations from the standard costs. 

This aspect of the standard costing system recognizes one of the 

most important principles of management , the "principle of exceptions". 

Harrison (Standard costs, Ronald Press, New York, 1930 p 20) sees 

this concept as being fundamental to any system of standard costing . 

The basis of the Einciple of exceptions is that only matters which 

are not proceeding according to plan are r e,orted upon . This 

enables managers to concentrate upon essential matters and leave 

the non-essentials to take care of themselves . 

If special forms are employed, any excessive time taken, extra 

materials used, or additional services consumed , can be brought 

to light as part of the ordinary routine. After various 

research work the following has been my observation : 

"If possible , performances which are I exceptions to the 
rule' are automatically singled out by the use of forms 
which are distinctive in shape , colour or other aspect . 
Thus , for example, the i s::me of direct mate rials from 
Stores 1i1ill be authorised by a Standard Material Requisition . 
The appropriate department, say Production Control , will 
issue this form. On it will be shovm the standard 
quantities of material required to manufacture a specified 
number of components or products . If additional material 
is found necessary an Excess Material Requisition, printed 
on a distinctive coloured paper, is used . Mat erial 
returned to Stores for any reason is covered by another forr.1, 
a Material Return Note, once more in a distinctive though 
this time different colour" (Batt,x , Standard costing, p 8) . 

Variance analysis, explained later, also makes full use of the 

principle of exceptions. Any deviations from standard are brought 

to light as part of the system . They are then presented to managers 

so that adverse tendencies can be corrected . 
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(4) Standa~gosts are Predetermined and Employed 

Standard costs have been defined in a variety of uays . 

these are given below , along ~ith appropriate comments . 

~ison was wr iting ahead of his tir.ie when he stated:-

Some of 

11 
•• • • • the terms ' predeternined' , 1 ostima.ted1 , 'predicted', 

' budp;eted ', and 'scheduled ' have been use d by authors 
and speakers . ' Standarcl Costs' , however , has had the most 
extensive adoption and is used here in i ts br oad neaning 
as applying to costs that are scientifically determined in 
advance , in contrast to historical costs which are 
accumulated af ter the event". ( St ~ndar u costs p3 & 4). 

St andard costing should be regarded .-~,s the apolication of scientifi c 

management in the factory within the broad field of accounting . A 

fully comprehensive approach to t he control of waste is essential 

in all divisions of a business . There should , therefore , be an 

att empt made to extend stancla.rd costing to all pa rts of the bus i ness 

besides the f a ctory itself (vt~_ H2.rrison, op . cit ., pp 26- 27) . 

I@_rrison then goes on to connent on the rrork of F .i:r. Taylor a nd the 

increases in productivity vvhich follom:ld the introduction of 

scientific management . %ether considering a n unskilled '17orker or 

a manager there shoulcl be well defined objectives , compar ison of 

plans with achievements and an understanding where necessary of why 

ob jectives are not being realized . 

Harrison ' s work ~as undoubtedly a major step foruard in the development 

of the standard costing concept . Never theless , it did not go far 

enough in defining the meaning of a standard cost . Elimination of 

v.as t e is clearly a very ir.iportant aspect of industrial efficiency, 
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but the fact that waste , which may be economic or technical or 

both, is being dealt with, does not of itself mean that standard 

costs ~re in existence . For example,when ajob costing system, 

based on historical costs , is being employed, there could be 

positive attempts made to reduce waste . (cf. Sorgdrager, 

op .cit . , pp 29/30). 

Put another way 11 elimination of 11aste 11 does not mean the same 

thing as measuring or defining efficiency . The setting of 

standard costs means a careful cssessment of all factors affecting 

efficiency . Unless this is done how is waste to be uefined? 

If 80 per cent efficiency is re garded as the "norm" then waste is 

calculated with this figure in mind . On the other hand , when 

100 per cent is the criterion, there is a 20 per cent tightening 

up with a quite different interpretation of what is meant by waste . 

Kearsey defines standard costs in a similar fashion to Harrison 

There is a difference in that he recognizes that conditions have 

to be specified. Cost standards are regarded as being measures 

based on normal or average efficiency . They are taken as being 

"rnoclel costs" ':7hich have to be calculated by reference to methods 

used and conditions in existence . A further point made by 

Kearsey is that standards ,Till not often be attained . (op . cit . ,p3) • 

Although Kearsey has the correct basic approach he appears to be 

confusing the true nature of a standard cost . Quite rightly he 

distinguishes between an estimated cost and a standard cost , 
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but the r eferences to "model costs" and the inevitable discrepancy 

between a ctual and standard costs, gives the impression that he has 

in mind an unattainable t arget . As Vlill be shown in a later 

section, for measuring efficiency and controlling costs, there is 

a need for realistic standard costs. 

Some writers describe standard costs as a refinement of estimated 

costs . A typical example of this app r oa ch is illustrated by £.:. 

B. Nickerson ( Managerial cost a ccounting and analysis, McGraw 

Hill, New York, 1962) when he states that historical costs can 

serve as a basis for estimating the costs of new products. 

In some jobbing industries this is quit e true. However, Nickerson 

suggests that standard costs can be based on past experience for 

prices and specifications . The estimated cost is then used for 

setting a target and for setting prices. Subsequm tly, ther e is 

a tightening up and standard costs be come based on the concept 

of efficiency, by standardization, use of modern methods and a more 

scientific assessment of the reasons for the costs (op . cit . , p248) . 

Nickerson quite rightly stresses that there are systems at 

different stage s of development. Where he falls down is t o 

suggest or imply that this is the ~ay th~t a standard costing 

system should be developed. 

The historical grouth of systens is too long a process and there is 

a real danger that mistakes made in the past will be repeated . 

Only by developing standard costing which is based on properly conceived 
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and valid concepts can any mea~~~ of success be achieved. 

At this stage it is appropriate to distinguish bet,:reen an "estimated 

cost" and a true "standard cost" . As early as 1922 C .Y/ . Bennet t 

made this distinction by calling estimated costs simply II guesses", 

v1hereas standard costs showed nhat costs should be and 11ere subjected 

to strict control . (~ Studies in costing D. Solomans (ed) 

S'11eet and r axwell, London, 1952 , p 438) . 

Matz . Cur ry and Frank take the view that estimated costs are often 

used because the businesses concerned cannot afford to operate a 

proper system of costing . These are small or medium in size and 

a r e not convinced tha t a refined method can be justified in terms 

of expenses or benefits . 

•rhe extent of the usefulne ss of these systems depends upon the 

a ccuracy of the estimates and the extent to which any variations 

are analysed . (op . cit ., p 435) . 

There is no doubt that the practice of ostimating led to the 

development of the standard cost idea, but standard costing is not 

estimating . iii . Scott states that : "estima t e d costs are a halfway 

measure designed t o give sor.1e of the advantages of standards •••• " 

(op . cit ., p 262) . Ho'\1ever, it se ems clear that Scott is referring 

to a crude form of sta ndard costin~ . "Estir.1ating" , a s used in 

many industries , is the pre - determiri~:'.; :i.on of the act ual costs expected 

t o be incurred on orders or jobs produced t o custome rs ' specifications; 

i.e . on non- standard jobbing n or k . In a British textbook ('\7heldon ' s 

Cost accounting and costing methods by L .'J . J . Owler and J .L . Brown , 
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Macdonald and evans, London, 1965) estiti.ates are regardod as being 

"based on present or prospe ctive market prices of materials and 

1 b d d f II ( · -) a our • ••••••• use as a gui e in ixing prices • • • • • :?J • 

If estimating is r egarded a s applying to j obbing industries then 

it seems clear that the evolution from estDnat e costs t o standard 

costs is very unlikely . Admittedly, estimating may be empl oyed 

in companies which produce st andard products , but non-standard 

industrie s such as general engineering , foundries, shi pbuilding, 

and civil engineering a r e the chief users of estimating t echniques . 

The experience of the author and enquiries r.aade have r evealed 

this t o be the case . In Chapter 2 evidence is provided to 

substantiate this statement. Generally the setting of standard 

costs is not worthwhile because of the mult itude of variables 

Hhich exist • Since job costing is used in these industries, there 

may be difficulty in devel oping standard costs. The non-repetitive 

nature of the jobs often make the setting of standar ds i r.apracticable. 

Sorgdra~.!. is also against using t he te r u "e etima.ted costing" to 

cean s t andard cost ing . I'ho forner l ooks t o the past \7hereas the 

latter is concerned TTith the future ( op • cit • , p 34-) 

Standard costing thrives best uhe E ,_;0 thods , and pr oducts or 

components, can be standardized . BiorLan (op.cit. ,p2 96 ) 

acknowledges this fact when he states : 

11 Standard cost systeEJs a re usually 12£.0S..e~ cost sys tens in 
which a ccountants use set standards instead of attenpting 
to coL!pute a so-called actual cost per unit for each peri od" • 
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To sum up it may be stated: 

"Though Standard Costs can be of value in all types of 
commercial and industrial undertakings the highest degree 
of efficiency in their use is to be obtained where a 
product or its components can be standardized . This 
implies that they are of maximum value used in conjunction 
with a process costing system . In the special-order 
type of business, using job costing, there is such a wide 
variety of products of a non- standard nature that the 
setting of Standards becomes prohibitive and out of 
proportion to the value received from their use . The 
full use of Standard Costs may not , therefore , be 
practicable . However, the adopt i on of Standard Costs 
for many of the component s ,1hich go into non- standard 
product s raay be possible " (Batty , Standard costing p 12) 

The main characteristics of standard costing are: 

(a . ) Costs are predetermined 

This means that they are calculated or assessed before production 

takes place. To use Harrison ' s words they are "scientifically 

determined in advance" . (Standard costs , op . cit . , p 4) . 

How this is done is shown in subsequent sections . 

(b . ) Efficiency is measured in the standard costs 

Various authors have tried to express this f act . Terms such a s 

"model costs" (K,\;lar:=;cy) "measure" (Kears e_y), "bench mark" ( Henrici 

"budgeted estimate" (~Theldon.), "yardstick" (Li and Batty) , have been 

employed . 

(c . ) Costs are expressed to portray what they should be under stated 

conditions (linked n ith b) 

An attempt should be made t o equate e conomic realities and costs . 

lli expresses the view that there can be only one true cost ; the 

standard or~ cost . He goes on to state : 
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"This norm cost uill include only the economic efficacious and 
necessary sacrifices of the technical - economic capa city at the 
existing position of t he organization of the industry" 

(op.cit . , p 142) . 

Briefly , there are the following factors to be considered:-

( i) Me thods of product ion 

The most efficient methods of production should be selected . This 

factor is relat ed to the quantitative aspect . 

As Li has stated : 

"A standard cost is r eally a t uo - dimensional ya rdstick . 
One dimension relates to its quantitative aspect and is 
stated in physical terms . This is the quantity standard: 
if two hours ar e allowed to produce one unit of goods , 
the quantity standard per unit of production uould be 
t wo hours . The other dimens i on relat es to its pricing 
aspect and is stated in dol lars per physical unit . 
This is the price st andard : if the hourly rate allowed is 
1/3 , the price standard '.,0uld be /15 per labour hour" • 
(op . ci t .,p 257) . 

The same author then goe s on to explain that the correct approach to 

setting quantity standards is through engineering studies of normal 

performance . He recognizes that the approach is scientific and, therefore 

synthetic . There should be a study of the des irable wo rk environment 

and work arrangement as uell a s methods . 

( ii) Selection of prices and rates 

Standard cost is obtained by mult i plying quantity by price . This 

may be expressed as follons : 

Standard Cost = Quantity 

Standard 

(Batty, Standard costing , p 17) 

Price 
X 

Standard 
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A~ shoTTn in t he previous section , both quantity and price ar e 

vitally important (cf §_orgd~~...t. op . cit . , p 55 ) 

Li talce s the view t hat the price st andar ds should be established 

through an £J)J2ra i sal of' conditions e292,e~d t o :prevail in t he 

period f or uhich standards ar e t o be set . He then goes on t o 

explain that uage rat es can be asse ssed by r ef er ence t o current 

TTa ge contracts , pr e sent or future ( op . cit ., p 261). Unfortunat ely , 

he doe s not , in common TTith many ot he r m-iters , express t he basic 

concept f or arriving at t he r at e or price . For exampl e , is the 

standard uage r at e to be f ixed by r ef er ence t o what is being pai d 

by the business at t he pr esent or a f uture time irrespective of 

the state of ef ficiency? Simila rly , ,<l1at is t o be the criterion 

for fixing the standar d prices for mat erial s and services ? 

Simply t o a ccept t he t er r s alrco.dy agr eed in contracts , or ·.prices al~eady 

being pa i d, is t o i gnor e the efficiency aspe ct altogether . 

The t r ue criter ion should be t he pr ice or r ate which shoul d be paid , 

pr ovide d proper and effective use i s being made of the commodity 

and l abour mar ket . I deally t he repl a cement value "' hould be the one 

taken . That t here a re practical di f ficulties in adopting this concept 

is a dmitted . How one det ermines the r eplacenent value is a major 

pr oblem in itself . Neverthel e s s , t here should be full recognition 

given to the f act that t he r epla ceme nt value concept is vital t o a 

pr oper understanding of st andard costs . Only then will accountant s 

strive toTTar ds set t ing s t andar d cost s ,7hich r efl ect true economic r ealities 
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Sorgdr~_£ has emphasized the importance of distinguishing between 

replacement value and r eplacement price for understanding the 

repla cement value theory . In explaining t he purchase of materials 

or other requirements the view t~ken is that any acquisit i on should 

be effected at the point in time uhich i s the most advantageous 

for the business concerned . 

"Management will wait for such a time ,1hen an economic 
quantity can be purchased a gain • • • • • • Replacement 
price may be defined as the price on the buyers ' market 
a t the moment of effective replacement . RepJa cement 
value is the valuation on the basis of the price on 
the buyers ' market o.t the moment of e conomic exchange" . 
(op . cit . , p 33) . 

~sums up the position nhen he states : 

"Cost should not be seen as the expenditure incurred, 
but as the expenditure necessaril_.,;y: incurred in the 
manufacture of the product and only that expenditure 
efficiently incurred • • • • • " (op . cit ., p 34 .) 

Revaluation accounting is a concept developed in this century . 

In Europe it uas advocated durin6 the period 1914-18 and , later , 

in the 1920 1 s peri od (vide Sorgdrager , op.cit ., p 29) . 

Sor_gdrager cites the works of Th . Limperg, H.J. Van der Shroeff , 

F . Schmidt and E . Schmalenbach shoTTing qui te clearly the important 

contributions oade by t he Nethe r lands and Ge r many . In the Unit ed 

States of America t he i dea rms t aken up by H .'i! . Srreeney who proposed 

that all the asset accounts shoul d be rer.lued in terms of general 

purchasing power of a sel ected period . (Stabilized accounting, 

H .. r;_KJ r & Ro;: , Jiol t , Ii inehart & Winst on, Inc ., New York, 1936 and 1964) . 



- 116-

Dissatisfaction TTith the i dea of a stable unit of value has 

r eceived the att ention of British economists for a considerable 

period . However , a ccountants in Britain did not give serious 

attention to r evaluation accounting until t he 1940 1 s . D. Solomons 

writing in The accountants j ourna.J.for October , 1548 stated that 

"Second only in importance t o the neu Companies Act as a claiuant 

for the attention of account ant s in r ecent months ha s been the 

impact of rising prices" ( vge W .T . Baxter (editor) Studies in 

accounting , Sweet and Maxwell , London , 1950 , p 363) . (This is the 

first edition of a book uhich ~as subsequently issued in a different 

form) . 

It will be seen from this sentence that the problem of rising 

prices was r egarded as being of secondary importance to the new 

Companies Act . This attitude has been one of the most serious 

probleu~ to the development of ma_~ent accountancy . Accountants 

have been more concerned with l egal requireme nts for shareholders and 

taxation than with the pl anning , mea surement and control of the 

economic r esources ·1hi ch go t o fo rm a business . 

In raore recent tiues a number of writers and profes s i onal bodies 

have a r gued the merits and demerits of revaluation accounting . 

The Centre for Interfi:rn. Comparison, set up by the British Institute 

of Management and the British Productivity Council in 1959, has 

expressed in favour of using a "measurement of r eal asset values in 

current monetary terms" f or calculat ing the return on capital employed . 
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This statement must also be taken to r ead ~hen the assets are bein..fi 

used effectively. 

Most of the discussions on revaluation accounting have centred around 

the problems associated with the calculation of profit and maintaining 

capital intact . The internal measurement of efficiency has been 

practically i gnore d and yet, if standard costs are sho~n in ter~s of 

replacement values, the calculation of annual profit in realistic 

terms becomes a proposition at the time the sacrifices are made; 

i.e. nhen costs are incurred . 

(5) §_tandn.r ~ Represent ~•·hat Costs Should Be and Not 1Jhat 
The ected ·.ro Be . 

This f Gature is very closely related to the one described in t he 

previous section. The important emphasis is on the naximization of 

efficiency and on distinguishing bet~een standard costs and estimated 

costs. 

Standard costs a r e predetornined with a full knovrledge of all 

relevant facts and after an o..ssessmont has been ma.de of all factors 

which affect material quantities , material prices , ;,a ge rates, labour 

hours and the prices of services . The air.1 should be to arrive at 

standards which are ob jective and \"l ithout undue , personal bias . 

Work study should be employe d throughout a factory in which standards 

are being established . This technique has the advantage of allom.ng 

a systemat ic study to be made of all r elevant details. 

Work study is divided into t wo distinct, yet closely related, 

techniques, "t:illle study" and "method study" . In the nords of 
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R.M. Barnes (Motion and tir.le study , 17iley & Sons, New York, 1949): -

11 :Motion and time study is the analysis of the methods, 
of the mat erials , and of the tools and equipment used, 
or to be used, in the performance of a piece of work - an analysis 
carried on uith the purpose of (1) finding the most 
economical way of doing this work ; (2) standardizing the 
methods , materials , tools and equipment; (3) accurately 
determining the time required by a qualified person working 

· at a normal pace to do the task; and (4) ass isting in 
training the worker in the ne,1 methodi: . (pl) . 

Turning to "est:iJnated" costs ( as opposed to standard costs) the 

important point is that these are costs expected to be incurred in 

a factory at the existing sta+.£ of efficiency, whether this is lo~ or 

high . In the words of Kearsey:-

"A cost standard, honever , does differ fundamentally from 
a cost estimate . A scientifically prepared standard is 
a fact, always provided that efficiency of performance 
prevails, and that pre deter mined conditions are existent. 
On the other hand, a cost estimate is not prepared entirely 
upon a factual basis, and rather depends upon the law of 
averages to see it through. An estimate does not diffe r entiate 
bet,1een bas ic cost and permiss ible variation, but takes an 
overall figure which experience in the past has proved t o be 
approximately correct. Preparation differs both with 
regard to conception of the basis of computation and to 
accuracy and sufficiency of available data . " 

In short, therefore, a cost cs t :L'.,d.tc is based upon historical costs 

uhich may or may not r epresent a reasonable standard of efficiency . 

An aver a ge of past data is calculated, a feu guesses are made , and the 

result is the cost estimate . This is of very different origin and 

pedigree from the true standard cost (cf . Batty, Standar d costing , p 7; 

also Sorgdrager, op , cit . , p 34) . 
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(6 ) Defining Re~nsibilit i cs 

The acceptance of the concept of "profit centres" , " r esponsibility 

centres" , "oost centres" and "budget centres" is now fa irly general . 

These t erns all have a very s ir,1ilar meanin5, namely ; a department 

or part of a department f or i"Thich costs ar e pr edeter mined , a ccumulat ed 

and controlle cl. 

Responsibility should be def ined f or each cost centre and f or the 

s egraent s of ~ork within that centre . The perfor mance of the work 

as a whole should come w1thi.e1 the jurisdiction of a departmental 

manager . In the pr oducing cost centres ( where products ar e actually 

made) the r espons ibility wi l l rest with the f oremen , chargehands and 

operators whose work it is t o ensure t hat a s al eabl e pr oduct is made . 

When a service cost centre i s involved , the r esponsibility may be on 

the basis of work done within i t s own cost centre or a ct uall y done 

in a producing cost centre . 'l'he import ant difference is that the 

service cost centre does not manuf actur e pr oduct s , but provides an 

essential service t o those department s which do produce . 

The break dovm of r espons ibilities must commence along broad lines 

by function , t hen by departments and , finally , by cost centres . 

A nom al functional division i s as f oll o~s : -

( a ) Me.nufa cturinr.: Division uhich is divided into ( i) prcrl uc i.ng 

cost centres and (ii) service cost centres . 

(b) Administration Division which i nclude s all gener al 

man~rement, financial , se cretarial and clerical services . 
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(c) Selling and Distribution Division which is responsible 

for the marketing warehousing and delivery of products . 

( d) Res.earch and Development Division which deals with pure 

and applied research and the development of new products 

and methods • 

The manufacturing division is the one in which standard costing can 

be applied to the gr eat est possible extent. This is because the 

elements of cost relating to each component and product can 

generally be predetermined wi th accuracy. 

Uhen dealing with service cost centres of a manufacturing division 

or with the divisions b) to d) above, there is need to adopt a 

more general approach to control of costs. Instead of controlling 

in detail it is necessary to predetermine costs for appropriate 

cost units which may be specified targets (e.g. sales), cost centres 

(e. g. sales office) or personnel (e~g, sales representatives). 

More details of the procedures arc given in chapters 4 end 5. 

However, it is important to notice that many 11rit.ers in Britain 

have mistakenly construed stand.a.rd costing a s a form of budgetary 

control. ~ r ecognizes this fact when, after quoting from a 

number of Bri~ish books , he states:-

"The basic attitude to cost control in Britain is that 
of budgetary control. Expenses and costs are first of 
all budgeted and these budgeted amounts are used for 
control purposes ; an amount above which a cost should 
not go . Thereafter, standards are developed which are 
finally used in the control of cost in the day-to-day 
operations". (op .cit., p 50) . 
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Strangely enough Harrison, who is re garded by many as the pioneer 

of modern standard costing, vms an Englishman who went t o the Unit ed 

States of America and then published his now famous work on the subject , 

uhich nas quot ed from earlier . In Britain the enphasis has t ended 

t o be on budgetary control because the existing liter ature has been 

on this subject. In 1932, t wo years aft er the book by Harrison 

on standard costing , A.TT . Willsmore wr ote his Business budgets 

and budget ary control , (Pitman, London ) . This book is still being 

published and has changed very little from the original edition . 

Other authors in Britain f ollowed the lead given by Willsmore 

and developed i deas fo r control of costs but never really got away 

from the budgetary control concopt . The first break from the 

tradition was in STANDARD COSTING (B~tt;z) where standard costing is 

developed for all the functional divisions of a business. 

The statement made on the budgetary control appr oach should be read 

in conjunction with the historical description given earl i er in this 

Chapter . 

The extent t o v1hich standar d costing is being employed as 
a tool of mana gement at the present time is shown in Chapter 5. 

Turning back to control in the producing cost centres ther e is a need 

to indicate the difference in approach between budgetary control and 

standard costing . As implied by the term , budget ary control sets 

targets through the me dium of financial statements (budbets) prepared 

for each department . Thes e a re intended to show: 

(a) how much can be spent, and 
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(b) a means of comparing budget ed costs with actual costs 

for each department . 

On the other hand , standard costing shows the detailed cost of 

products and deviations are brought to light pr omptly , and in such a 

rmy that any defect is localized . 

Th~re is no suggestion that budgetary control principles should be 

forgotten . These should be part of any efficient mamgement 

accountancy systeo, and rrhen product standard costs cannot be 

developed then budgetary ccntrol must be employed . Furthermore , 

even when standard costing can be used, there is still need for 

co-ordination and this can come through budgetary control . Ho~ever, 

the dan~cr that budgeted costs may simply be projected historical 

costs should be remembered . 

(7) Variances are taken t o be Varia tions from the Expected Levels 
of Efficiency 

If standard costs are r egardei as representing normal efficiency, then 

any variat i ons can naturally be taken to be deviations from ~hat is expected 

from me n and m~chines . This assume s that the standards have been set 

correctly and that there have been no si~nificant chan5es in conditions. 

If the standard costs are inaccurate then the variances will be 

meaningless . 

A cost variance is the difference bet ~een the standar d cost and 
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actual cost. In order to pinpoint responsibility it is usual t o 

calculate variances for each element of cost; l abour, materials , 

and overheads . These are further subdivided so as to indicate 

uhich variances are "controllable" and \7hich are "uncontrollable" 

The extent t o which variances should be included in the books of 

account is a matter \7hich must be determined when planning and 

ope rating a standard costing system. There a re t >10 principal 

types of standard costing sy-stem. The most usual is one which 

employs current standards; that i s , standar ds which are amended 

regularly , generally once a year. As opposed t o this system 

there is the employment of basic standard costs - those which 

r emain in operation for a nuober of years • 

. ii. co!:lparison of the t 7ro a ocounting systens is nade in Standard 

costing (Bat"tt, p 35) in the f ollowing t erns : -

"The accounting systems used for recording Standard 
Costs and variances can be divided into t wo types 
according to whether Current Standarclsor Basic 
Standards a r e being adopto d . 

(a) Current Standard a ccounting system . 
These may be divided into two principal forms , the 
main differences between them being in the way the 
variances are recorded and the time when they are 
calculated , so that they may be r ecorded . The 
Work- in-P~ogr ess Account (also known a s Work- in 
Process Account ) may be re gar ded as the central 
point , where the difference s in recording are 
revealed: accordingly, the t wo forms may be 
distinguished by refer ence to the Work- in-Progress 
Account as follows : 
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(1) Method I . - Debit 1ifork - in-progress Account 
with Actual Cost and credit it Hith Standard 
Cost. 

(2) Method II - Both debit e.nd credit entries 
in the Work- in-progress Account are made at 
Standard Cost . 

Under Method I the variances are calculated at the 
end of each a ccounting period and are then analysed 
by r easons . In the Cost Ledger the control accounts 
for materials , labour and overheads are kept at 
Actual Cost . The TTork- in-progress Account is the 
only a ccount affected by the Standard Costs and 
variances. The variance for material prices will 
relate to usage only , i7hereas , with Method II, the 
variance is calculat ed when the materials are 
actually purchased . This delay , generally in 
isolation of variance s is a 't7eakness of Method I . 

Method II overcomes the principal ueakness of Method I 
in that it brings forth the variances when, or before , 
the accounting entries are made. Usually provision is 
made for isolation of daily or weekly variances, thus 
enabling management to take a ction in good time . 

(b) Baaic StaDdard a ccounting systems . 
There are t wo outstanding f eatures of accounting for 
Basic Standar d Costs and these are :-
(1) The r ecording , side by side , of Standard and 

Actual Costs, beth for debits and credits . 
(2) The use of r~tios, often stated as percentages , 

t o show the relation be t ween standard performance 
and actual performance (r.1ay be Basic Standard 
Costs) . 

Some systems may use three colwnns , one for Actual 
Costs , one for Standard Costs , and one f or variances . 
Alternatively, inste~d of the column for variances , 
the ratios coul c" .. be shmm" . 

When controlling perforraancos and costs there are great advantages 

from employing current standard costs . These reflect up-to- date 

condit ions and, therefore , a re r egar ded a s being realistic by 

those who have to use the standards. 
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(8) Action is taken Prom_,E_tly to Cor~c~ Adverse Tendencies 

Action is a vital, indispensable part of the management process . 

Unless this is taken, promptly and correctly, there is no 

justification f or analysing variances and r eporting the f acts to 

those who are r esponsible for controlling costs . 

Recognition that action is essentia l is not enough. If a standard 

costing system is to be efficient there must be some means of 

Personal cont a ct with norkers, foremen and 

departmental managers cannot be ignored . Yet contact with all 

interested employees will t end to make the costing service 

pr ohibitively expensive . 

There is much that can be dono to stimulate a ction by appropriately 

designed forms and statements . It is in this field of enQeavour 

tha t individual account ants can show i nit i ative and ingenuity . 

( C~er 4 . deals with communication .) 

A charact eristic of standard costing is the r evealing of deviations 

as the rrnrk progres ses . At each significant stage of manufacture 

it is possible to predeter mine costs and t hen to calculate or isolate 

variances . I deally , if ther e a r e deviat i ons from what is expected , 

there should be an aut omatic "fee dback" t o t he mana.gers concerned , 

who in turn take immedia t e , correct ive action . In a fully 

aut omated system the f eedback and cor r ective a ction would t ake place 

almost simultaneously with the occurrence of a n unexpect ed event. 

Hov,ever, in the maj ority of ca ses i n practice there will be no fully 
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aut omated systen , but, instead, there is generally a tine lag betueen 

sonething going urong, discovery of the fact, reporting to managers, 

and corrective action. 

There are t wo systems of cont r ol : ( a ) open l ocp , and (b) closed 

l oop or feedback . The latter incorporates a device f or correcting 

any adverse tendencies . this is t he t r ue cybernetic system di scuss ed 

in t his thesis • 

( 9) The System Should be Fl~ ible 

Any system ~hich serves management should be flexible enough t o allou 

f or all occurrences t o come within its sphe r e of operations. Service 

should be the key wor d; if a syst em fails t o be an efficient tool then 

it should be amended or even discarded . .All t oo of t en , efficiency 

is held ba ck because of strict adher ence t o an inflexible system. 

Linked 11ith flexibility is the r evision of standards . As cono itions 

and methods of production change , then standard costs should r efle ct 

this fact . More 11ill be sa i ('t on this matter at a l ater stage . Here 

it is emphasized that r evisions ,rill be necessary , a lthough these 

should not take place so frequently t hat t ho st andard costs become 

meaningless as me asures of efficiency. 

(10) Greater Overall Efficiency 

Standard costing may be used in planning , co- ordination , control 

and other functions of management , including the very important role 

of decision making . The latter is pr esent in all mam gement 
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situations and, therefore , any system which aids in making the 

correct decisions is a vital tool of management. 

The theme of this dissertation is ho~ standard costing can assist 

management and Chapter l1- has been devoted to some of the problems 

which may be solved by the employment of modern techniques which 

include standard costs. 

e. Variance Analysis 

The n,eaning of control and cybernetics is outlined in Chapter 2. 

Variance analysis is part of this process and involves the 

calculation of variances and the interpretation of the results. 

"The resolution into constituent parts and the explanation of 

variances" (Institute of Cost and 7orks Accountants Terminology 

of cost accountancy, London, 1966, p 19). This section is concerned 

primarily with suggesting a theoretical oodel i1hich could be applied 

in a business. 

(1) Classification of variances 

Mo st writers on standard costing classify variances under broad 

headings according to the main t ype of cost involve d: 

(a) Material . 

(b) Labour. 

( c) Overheads . 

( i) Factory. 



( ii) Selling and Distribution. 

(iii) Administration . 

(iv) Rese~rch and Development . 
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The categories (c) (ii), (c) (iii) and (c) (iv) a re included here , 

but a r e often excluded from a standard costing system although advocate d 

for budgetary control . 

A standard clas sification for va riances has been sugge sted by the 

Institute of Cost and Works J ... ccountants and this is summarized in 

the chart (F i g 3 ) (Terminology of cost accountancy p 19) . 

A full reproduction of the classification is given in Appendix II. 

The descript i ons apply to a comprehens ive system . 

a s shown by Chapt er__i, there are many vari ations . 

In practice , 

Hilton has stated 

that variances often have names which are quite different to those 

shown in t extbooks . ( op.cit .,p475) . He describes this approach 

as "hardheaded r ealism" which r esults in "dOim to earth titles 

like 'scrap variance ', 'commercial ~e ighing discrepancies ', 'additional 

operations ', etc . 

This view cannot r eally be endorse d be cause any attempt to get away 

from a commonly understood l anguage can only lead to difficulties . 

If standar dized ter ms are employed then a ccountants and managers 

know ~hat is being discussed . This should l ead to better understanding 

and should nake standard costing more useful . 

Some difficulties can arise in that variances calculate d under broad 

headings can lead to the ,rrong conclusions . For oxaraple , a 

mat erial usage variance may be br ought about by a multitude of 
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reasons and only by evaluating each one can some progress be made . 

Whilst admitting this problem it is only necessary to add that 

variances can be analysed into their main divisions (sub-variances) 

or into minor divisions v1hich are simply reasons for the variances 

or sub-variances and for i7hich there would be some difficulty in 

evaluating with accuracy each separate item . 

Care should be taken to ensure t hat the evaluation is not taken too 

~- t\.ny variance analysis should ke ep within reasonable limits, 

bearing in nind the clerical costs and comparing these with likely 

benefits ( Hilton op . cit., p 4 75) . Related to this matter is the 

need to avoid creating an impress~on that variance calculations are 

an exercise which must be carried out to the greatest possible lengths . 

If there are 20 primary causes of variances it has been calculated 

that by combinations and permutations it v,ould be possible to list 

1, 048 ,575 different single and j oint variances. (Hilton op . cit . , 

p 474) . There should be avoidance of what one uriter has called 

"mathematical gymnastics" ,the juggling of figures simply for effect 

and i7ithout any useful purpose . (R .w. Dobson, an introduction to 

cost accountancy , Ge e , London, 1954, vol . I, p 196) . 

The calculations of the principal variances are nowwell standardised 

and, ther efore, it is not proposed to r epeat these as part of the 

thesis . Details may be obtained from any standard t extbook on 

cost a ccountancy. 
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(2) Reasons for the Variances 

As indicated earl i er in this section, it is not the mathematics 

of variances analysis which are important , but rather the r easons 

behind the variances . These l ead to the necessary action by 

Banagers and other personnel and , in turn , improve efficiency . 

The reasons for the variances are examined in the order shown 

below : 

( i) Direct Material Variances . 

(ii) Direct Labour Variances . 

(iii) Overhead Variances . 

( i) Direct Material Variances 

According to Hilton (op.cit., p 475) material usage variances are 

usually calculated, but material price variances are generally 

omitte d from the routine . The reference is to British experience 

based on Hilton2 r esearch . There is recognition that changing 

economic conditions make the revision of material va riances extremely 

difficult and involves a major clerical operation . The same author 

goes on to say that if it is stated that there is an adverse price 

variance "is surely to suggest that the buyer hn.s been n~ligent 

or inefficient; and who is to be the judge of that?" 

In the view of the author of this thesis, Hilton- is wrong in making 

this assumption that a buyer is always efficient . If the buyer 

is involved in setting the price standards then he should be 

prepared to explain them when variances arise (but see below when 

price va riances are discussed) . 



-132-

Excessive usage of mat erials is very much a loss t o a business 

a.nd should be investigat ed imr.1edi ately. .Accor ding t o Gillesl}ie 

(op.cit . , p 62) the system use d 11 depe nds on t he available physical 

controls over mat erials 11 
• An exampl e quot ed is that of comparing 

yards of cloth us ed against standar d yardage f or each order f or 

garments in a clothing f actory. 

The analysis of t he usage variance should come from Excess 

Material Re quisitions (~ee Chapter 4). 

Qi]..lespie suggests cause s a s uaste, def ective materials, r e j ects 

on inspection, or obsolescence . ( idcH,.: ) . 

Henrici ( op .cit . , p 306 et . s eq . ) analyses the usage variance 

into a nlrr.lber of minor variances. The spoilage variance denotes 

the spoilage losses, wherea s t ho scrap variance indicat es how r:iuch 

is lost in the process of cut ting tho raw r:iaterials. ii. shrinkage 

variance is suggested for industries ~hich have process l osses due 

to evaporation or other r eason . Sometimes the r evers e process 

occurs when t he customer gets a better finish than specified in the 

standard; e . g . when an articl e gets a needl essly heavy pl ating . 

Batty (Standard costing p 62) s umr.10.rise s the possible r ec:.s ons for 

the material usage variance : 

II (a) 
(b) 
( c) 

Sub- standar d or def ective mat erial • 
Car el es sness in the use of mat erial • 
An abnormal nlrr.lber of components or pro ducts failing 
t o pass inspection, further materials being ne ce ssary 
f or rectification . 
Pilferage 
Wastage due t o inefficient pr oduction methods or 
unskilled employees. 



(f) 

( g) 

A quality of material being used other than that 
specified as standard . 
A non-standard mat erial mixture be ing used" . 
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In connection with material quantities it is important to notice 

that standards would be set after full consideration has been given 

to the economics of purchase . There is , therefore , a need to 

consider the price and the poss ible market fluctuations a s well as 

the technical specification . The latter should not be finalized without 

reference to the possibl e priee . Any change in price should not be 

treated a s being inevitable and uncontrollable , but should provoke 

action to try to introduce a material spe cification which uses a 

cheaper mat erial mix . This is what Els has called the "economic 

approach" r ather than the technical approach (op . cit., p 275). 

It is vital t o the correct understanding of standard costs and 

variances. There is now recognition to this concept, ir11plied in 

the value analEis approa ch be i.~g made to cost re duction in many 

companies (~ Cha~ . 

With price variances the mechanics of deter mining the causes depends 

upon the system of accounting in operation , a matter explained 

earl i er. When the work- in-progr ess accounts are debited at actual 

cost and credited at standard no account is taken of the price variance 

ur,til the material is use d (referre d to as Accounting Method I) . On 

the other hand, when both debits and credits are at standard cost 

then the price variance is brought to light when the purchase is 

made . The l atter me thod is to be pr eferred f or this is in line 

with tho normal approa ch adopted in standard costing; namely that 
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variances are investigated as early a s possible s o that preventive 

measures can be taken . (Batty, Standard costing , p 35) 

Reference has alr eady been made earlier in this section to the 

problem of isolating r esponsibility . As noted, Hilton a rgues that 

nothing should be done with the price variance . This view is not 

shared by the author of this thes is a lthough difficulties a re a dmitted . 

The f act that the purchas ing department ' s standard prices may be 

subjected to ext ernal influences outside their control has t o be 

recognized . There nay be inefficient planning on the part of the 

factory , rush orders may have occured or ther e may have been hold- ups• 

including strikes . (@les i e op .cit., p 63) . 

This does not excuse the accountant or manager ~ho tries t o ignore any 

price variances. If the buyer is not t o blane then this f a ct 

should become appar ent from any analysis made . Sonetimes the 

material purchasing is made the r esponsibility of a manager on the 

production side when he must be held responsible for its control 

(~~op.cit ., p 306). 

Possibl e reasons for mat erial price variances are a s follows: 

II (a) 
(b) 

( c) 

( d) 

Change s in the bas i c prices of materials . 
Failure to purcha se the quant itie s anticipated 
when Standards we r e set, r esult ing i n higher prices 
directly, or indirectly , through not obt a ining 
quantity discounts . 
Not taking cash discounts when Standar ds nere set 
in anticipation of re ceiving all such discounts . 
Changes in the charges incurred for transport inwar ds , 
purcha sing and storekeeping , when these are debited 
t o the mat eri al cost , thus increasing the issue price 
per unit of material. 
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( e ) Fai l ure t o purchase the standar d quality of mat erial, 
t hi s r esulting in a dif f er ent price be ing pai d . " 
(~z, Standard costing, pp 61/6~) 

It i s in the r ealm of mat erial prices t hat business men come nearest 

t o t he applicat i on of t he replacement value theory a s devel oped by 

various writer s , espe cially by Sorgdr ager in the cost account ancy f i el d . 

Unfor tunately, ther e i s no general r e cognition that repl a cement prices 

( or values) as defined earlier shoul d be use d . ( vide Chapter __2,) . 

( ii) Direct Labour Variances 

Accor di ng t o Hilt on (op .cit., p 475) al most all syst ems installed 

sta~ted by dealing with shop fl oor direct l abour. This appearst o 

be confirmed by t he r esearch findings . The analysis of direct 

l abour costs is certainly given the most attention by many companies 

(v~_de Q~~pter 5) . 

The l abour efficiency variance is generally taken to be the 

r esponsibility of a line production manager or supervisor. Li 

t akes t he view that the effe ctivenes s of a departmental manager 

can be evaluat ed by r ef er ence t o this variance (op .cit., p 298). 

The same author gi~os pos sible r eas ons for this variance as 

11 change s in design tolerances, in quality standards , or in material 

specifications" ••• ••• or "due t o personnel r easons such a s 

impr ovements in workers' efficiency or change s in labour turnover 

r at e" or "due t o :ilaproper pr oduction scheduling" (op .cit ., p 300) . 
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Gillespie (op . cit ., p 69) gives a detailed expl anation of how to 

tra ce the causes . Lost time is defined in t erms of waiting time , 

□achine delay , and r epair or faulty work . This appli es to hourly 

paid work , but vmiting time , machine del ays and transfer allowances 

may arise when incentive plans a r e in operat i on. 

According t o Henric i ( op . cit ., p 272) t here should be no l abour 

efficiency variance when a straight pi e ce r ate is in ope ration. 

However, in Great Britain it is usual f or a minimum wage to be pai d 

so that if a worker cannot achieve the st andard quantity a make - up 

allowance ~ould be paid. 

would not apply . 

For this r eason Henrici 1 s observation 

A further classification into r easons is given bel ow : 

II ( a) Use 
( i) 
( ii) 
( iii) 

of sub - standard employees due t o -
Insufficient training . 
Incorrect instructions . 
Wo rkers' dissatisfact i on . 

(b) Failure t o obt a in the best results from empl oye es 
(i) Poor wo rk ing conditions - inadequate , or 

excessive , he~ting , lighting , and 
ventilation . 

(ii) Inefficient or ganisation - del ay in 
r out ing wor k , mat erials , t ools , and 
instructions . 

(iii) Use of machinery and equi pment whi ch is 

(iv) 
(Batty , 

defective , or the >1r ong t ype f or the 
ope r at i ons being performed . 
Incompet ent supervision . 11 

Standard costing, p 64). 

due t o:-

Els points out that the use of non- standard mat erial can r osul t 

in a l abour effici ency variance ( op . cit., p 283). This stresses 

the importance of the inter dependence of variances, one affe cting 
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the other :ui value and ir.tportance (cf . Bat_ly , Standard cost:uig, p 67) . 

The labour rate variance is concerned with show:uig whether a l ov1e r or 

higher rate than standard has been pa id . 

\Then calculat:uig the wage rate an attempt has t o be made t o ascerta :ui 

what the wage r at e should££ in the future period . (cf. Batty, 

Standard cost mg, p 40) . Els ( follow:uig van der Schroeff) has 

called this concept the "replacement price" of labour or the 11 ,1age rate 

at the time of the exchange " (op . cit. , p 280) • Due emphasis is 

thus given t o the economics of engaging l abour - mak:uig the best 

barga:ui and utiliz:uig labour as effectively as possible . (cf . 

Sorgdrager op .cit., p40) . These concepts ar e vit al to the proper 

understand:uig and :uiterpr et ation of variances . 

In so~e instances the use of an aver age r ate of pay may be 

empl oyed, provided t he work embr a ced is of a similar nature . This 

ha s the effect of siI:lplify:uig t he system and r educ:uig the cost of operat i on 

(cf . Batty, Standard costing , p 41) . Horrnver , it is admitted that 

this ~ould r educe the accur a cy obtained . Sorgdrager (op . cit ., pp 40-42) 

discusses the social and e cono□ic problems a ssoci ated with labour . 

The poss ible r easons for the r~te va riance are : us:uig the wr ong type 

of labour , l ong service :uicrements pai d t o employees , excessive wa ge 

auards, abnormal overtime , us:uig a gang of a compos ition different 

from that anticipat ed , and changed efficiency levels . (~ers and Holmes 

op . cit ., p 376) . Some of these r easons ar e open t o doubt : for exampl e , 

any awards made t o l ong- service empl oyees coul d be anticipat ed and, 

ther efor e , should be included in the normal standard rate . 



-138-

If a wage auard is made which has not been ant icipat ed ~hen the 

standard rate uas set then the amount should be isolated in a 

revision variance account ( vic1e Wheldon , op. cit ., p 4-26; 

Buyers and H~, op .cit., p 4-07; Batty, Standard costing pp ~7/58). 

This action not only re duces the work involved in operating a 

standard costing system but also allo~s a clear uistinction to be 

made between "cont rollable" and "uncontrollable " variances (see 

below under Controllable and Uncontrollable variances) 

(iii) Over head Variances 

All indirect costs ar e classified unde r the broad heading of 

"overhead costs" . They include all expenses over and above prime 

cost (i .e . direct labour, direct material and direct expense) . 

t rn-1eldon , op. cit ., p 9) . The aggregate of indirect material, indirect 

labour and indirect expense is known as "overhead" (Buyers and 

Holmes , op. cit ., p 15) . This line of approa ch is foll owed by hl 

( op . cit ., p 172), Backer and Jacobsen ( op . cit ., p 5) and others . 

When cost incurring results in a benefit IThich cannot be directly 

traced to , and t herefor e char ged t o , a product or bat ch of products , 

such costs a r e indirect costs or "overheads" . (Batty Ma.nage171ent 

accountancy , p 27) . 

For an excellent analysis of the distinction between dire ct and 

indirect costs the r eader is r ef erred to Sorgdrager (op . cit . , pp 67- 74-) . 



Costs "which can i nitially be tra ced dj ·ectly to the product" 

ar e t he direct costs, uher eas the r eraainder a r e indirect 

(Sor gdr a~e r , op . cit., p 72). 
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I ndire ct costs have t o be t raced t o pr oducts by means of allocat i on 

or apportionnent . Some method should be f ound f or att a ching 

r esponsibility f or the cost . To II allocat e" r.ieans char ging in t ot al 

or pr o r at a on the t otal accor ding t o a ctual usage or benefit 

r eceived by a pr oduct . To "apportion" means char ging in t otal or 

pr o r at a on t ot al, a ccor ding t o est imat ed usage or benefit r ece ived 

by a pr oduct . This paragr aph summari ze s t he convent i onal appr oach 

t o the r ecovery of f a ctory overhead cost s (cf . Bat t l , Manage~ent 

a cc ount ancy, p 21) . A description of charging cost s t o cos t cent r es , 

and then t o pr oducts by means of a machine hou~rate or di re ct 

l abour rat e can be f ound in any convent i onal t ext book on cost 

a cc ountancy . 

Sor gdr ager ( op . cit ., p 97 et . se q) ha s devel oped a theory which he 

calls "particularizat ion of costs 11
• Very briefly , this concept 

r equires cost s t o be t ra ced t o cost centres ana/or pr oduct s by 

tracing a causal r el .... tionshi p beh ,een the incurring of the cost and 

t he manufa cture of pr oduct s or a spe cific pr oduct . Ther e is no quest i on 

of all f ixed costs be ing put into a pool and not tra ced t o pr oducts 

as in ~inal(di re ct) cost :ipg , nor ill costs be ing allocat ed or 

apportioned a s in ~~ or conventional costing . I nst ea d , ea ch 

type of cost is t r eat ed on i ts own merits and a ction taken 

a ccor dingly . If it can only be t ra ced as far a s a cost centre then 
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it should rer:iain ther e . Thi s stat erae .. c oversimplifies the theory and 

r eaders a r e r ef erred t o the original source . 

The existence of this third concept of dealing with overhead costs is 

mentioned because it can be of vital importance in arriving at 

correct de cisions . More ~ver , it allows the benefits of t otal 

cost ing and mar ginal costing to be gained without t aking the disadvan-

t age s of both . There is no difficulty in r e conciling this concept 

with standard costing and this practice is to be r ecomme nded . 

An understanding of how overhead costs can be dealt with is vital 

to the correct appro~ch to variance analysis . 

The variance analyses for overhead costs ar e dealt with in the 

following or der: 

(a) Manufa cturing or Factory Overhead . 

(b) Selling and Distribution Costs . 

( c) Administration . 

( d) Research and Development . 

(a) 1fonufa cturing or Fact ory Overhead 

As indicated earlier in this section , these are the indirect costs 

of oanufacture incurr ed fron the point ·when the order is r eceived 

t o the stage of despatch t o the custoraer or t o the finished 

good store (Wheldon op . cit., p 10) . Buyers and Holnes ( op . cit., p15 ) 

define these costs as "the cost of the pr ocess which begins with 

supplying materials, l abour and services and ends ~ith priraary packing 

of the pr oduct" . 
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Analysis of the variances shoul d reveal spending discrepancies . 

Hhether the variances are computed for individual units depends 

upon the systen employed . 'Warwick Dobson t ake s the vie.-, that 

"it is impossible to calculate the variances which arise on each 

cost unit" ( op . cit ., p 212) . Whilst it i s agr eed that in some 

cases it will be extremely difficult t o isol at e variances for 

products this is not t o say that it is i mpossible and , therefore , 

Warwick Dobson is wrong in his appr oach . 

costing pp 50-51). 

(Batty , Standard 

Els states , in connection r;ith the II overhead cap a.city variance" , 

that the method r ecommended is "per unit pr oduct , be caus e the unit 

pr oduct is the cause of cost and is in fact the cost bearer" • 

( op . cit ., p 297) . 

There should bo transfer of the service- cost-centre costs t o pr oducing 

cost centres : 

(i) By us e of a standard overhead rate applied by r efer enoe 

t o standar d usage . 

or (ii) By apportioning t he service costs on the basis of 

standard usage . 

(iii) Combicing (i) and (ii). 

(~ Batty St andar d costing , p 50) 

Gillespie ( op . cit ., p 89) r econnends cha r ging s ervice ooeta at 

standard servico rat es on an hourly basis . Henrici (op . cit ., p 195) 

takes a simil~r view and suggests that s er vices shoul d be charged on 
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the basis of "sold hour r at e s" . A var::..~nce is then calcul at ed 

for each cost ·centre this being the diffe rence bet ween the cost pai d 

for buying the services (a ctual cost) and selling thera at the 

standard rates . (Henrici op . cit ., p 196). Irrespective of the 

actual raethod empl oyed f or controlling service costs and the 

usage of s ervices by pr oducing cost cent r es , ther e is a need t o 

cons i der (a) the control of expenditure in each s er vice cost centre 

and (b) the control of the usage of ser vices v;ithin the pr oducing 

cost centres . A flex i bl e approa ch is the one advocat ed be cause 

char ging on the bas is of st 3ndar d hours will not necessarily give 

the best r esults (cf. Batty , St andar d costing p 51 ) 

Henrici cites R.N. Anthony a s stating that ther e a r e "at l east a 

dozen ways in which the costs of the raaintenance departne nt can be 

charged t o the several oper ating depar t ments and each gives a different 

' LlCssage I t o the. f or emen a s t o how t hey should view their 

responsibility fbr naintenance" • (op . cit • , pp . 192/3 ) • 

The pr oducing variances advocat ed by l ea ding authorities generally 

foll ow a sinilar pattern t o that advocat ed by the 1£.stitute of 

Cost and works Accountants , although differ ences a r e f ound in the 

name s us ed • The likely r easons f or each variance in broad t er ns 

. will be appar ent f r ou the definitions given earlier . 

The budget or expens es variance raay arise fron any r eas on which 

is likely t o cause over or underspending . Ea ch i t era of expense 

should be compar ed so t hat the s ource of the varience can be 

a scertained (~ op .cit ., p 351 and Batty , Standar d costing p 66) . 
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The overhead volume variance shows the "over-or under-absorption of 

f:ue d costs" (Institute of Cost and Works Accountants, Terminology 

of cost a ccountancy, 1966 , p 21). This may also be divided on the 

basis of "capacity usage" and "volume efficiency'' (Institute of 

Cost and Works Accountants op . cit., p 22). 

,&;h ( op .cit., p 301) prefers a t wo -variance classification -

spending and vol w;ie . The l atter occurs when "a ctual production 

volume is below t ar ge t volume". 

Buyers an} Holmes ( op .cit. p 381) state that the volume variance 

is a reflection of the effect of rrnrking above or bel ow the 

budgeted volume (measured in l abour or nachine hours). 

Many a ccountants take volume variance t o be synonomous with 

capacity variance , but this is a natt er of t erminology r ather than 

interpretation (cf. Batty, Standard costing, p 65). 

Poss ible r eas ons for the overhoad vollh~G variance are: 

Slackening of sales due to a competitors' price cutting, 
economic conditions or other r eas ons (Li op . cit., p 303). 

Other possible r easons are as follows :-

(i) Failure of the Sa l es Department of obtain sufficient 

( ii) 
(iii) 
(iv) 
( V) 
( vi) 

or ders . 
:Machine br eakdowns • 
Non- delivery of essential 
Defe ctive mat erials. 
Labour troubl es . 

naterials. 

Inefficient planning - r outing of work or faulty 
instructions. 

( vii) Power failures . 

(&,atty, St andard costing , op . cit., p 66) 
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Car e has t o be t aken when inter pr eting the volume variance becaus e 

it is "rather di ff icult t o pinpoint r esponsibility" with any 

certainty (!2; op . cit., p 303 ). 

The capacity sel ected as a bas is f or setting the standard costs will 

have a conside r abl e influence on t he nature of this variance . 

Gillespi e ( op .cit., pp 95/6) distinguishes between "average 

capacity" c.nd "pr actical capacity" and shows how the variances 

differ depending upon the capacity sele cted . 

Els pref ers what he calls the "nort111 capacity which is the level 

of oper ations which r epr esent "optifimm at tainable efficiency" 

( op .cit ., pp 91-~2). 

Ther e is a nee d t o separate costs int o their fixed and variable 

el ements, but this matt er is discussed below unde r Controllable 

and Uncontrollable Variances . 

The overhead efficiency variance is r el at ed t o the labour efficiency 

variance and may be caused by simila r r eas ons . It affects the 

recovery of the overhead costs. (Wheldon, op . cit., p 432). 

According t o Buyers and Holmes (op . cit., p 380) the overhead efficiency 

variance nay be analysed on the same basis a s the labour efficiency 

variance by jobs, departments, pr ocesses or oper ations . 

(b) Selling and Distribution Varian~ 

Costs incurred in selling and distribution should be sub je ct t o 

the same treat me nt as manufacturing costs f or the f ollowing r eas ons ; 

(1) "The desire t o increase turnover l eads, in many ca ses , t o 
the entering of markets wher e the potential volume is 
small . Lar ge - scale pr oduction can bring about a tremendous 



(2) 

(3) 

(4) 

r eduction in average unit cost . The aim , therefor e , is 
to expand sales s o that minimum. average unit costs can 
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be obt a ined. Oft en unprofitable areas are worked in the 
hope that, eventually , the extra costs incurred will be 
cover ed by increased sales. 
The need t o creat e a demand for speciality products , 
such as a ccounting machines, washing machines , 
v~cuum cleaners, r efriger at ors, and t elevision sets. 
Once established , the speciality lines offer large 
profit margins, but a large amount of advertising 
and sales pr omotion is essential before this is 
a chieved . Mor eover , t o keep abr east with competitors , 
continuous efforts ar e essential, so that a t all times 
s elling costs tend to be large . 
Hith the grov1th in competition , in all types of business , 
there has been an increase in direct selling costs and 
in aavertising and sales -promotion ccsts . In addition , 
ther e is an increased tendency to gr ant "services" t o 
shopkeepers and ot her trad8speopl e . The cost of 
painting a shop front or a delivery van f or a r etail er 
may be met by the manufa cturer , provided tho r et ailer 
incorpor at es a particular advertiseme nt into the 
painting or sells a particular line of product only . 
Ther e a re other similar benefits which can also be 
awarded . 
By the provision of improved delivery service 
di§tribution costs have also increased in some types of 
business ." 
(Bat!Y, Standar d costing p 232) . 

There is nov1 full recognition that narketing ( covering selling and 

distribution) cannot be treated in isolation from the other 

functions . (cf . A. ·auson , edit or, The mar keting of industrial 

products , Hutchins on, London , 1965, p 180) . 

Without pr ope r planning and control thore can be overtrading 

and pos sibly business f ailure . Mor eover, i f there is t o be 

control then a standard must be set and comparisons made bet ween 

actual events and expected events ("::ilson op .cit ., pp 18land 182) 
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One of the gr eat est pr oblems in s etting standar ds is the l a ck of 

standardization f or many of t hG functions involved in selling and 

distribution. Neverthel ess, many of the t asks, particularly 

handling and war ehousing can be standardized (J .A. Beclfill_, The art 

and science of di stribution costing, N.A.C.A. Bulletin , New York 

April , 1951, p 897, quot ed by Gille~ i e , op.cit ., p 180) . 

Gillespie ( op . cit . p 180 et . seq) suggest s an analysis into : 

( i) v:ar ehousing • 

(ii) Order department and cash collect ing . 

(iii) Selling and pr omotion . 

(iv) Delivery . 

He advocates separ ation of all cost s into f ixed and variabl e 

el ements . •J10 r ever possibl e "work units" should be established 

f or measuring the output or effort in r el ation t o cost . For 

exanpl e , travelling expens es may be established on the basis of a 

standard costs per "the day" or "the mile" travelled . (cf . Batty 

Standard costing, p 238) . 

In connection with profit variances , r 0sultin6 from not achieving 

standar d sales vol ume or p.r±ces Gillespie pr ef ers what he calls the 

"standar d direct costing" appr oach . In British t er minology this 

would be called standard mar ginal costing (or mar ginal standard 

costing) . (vide Batty , St andard costing, p 287) . This aspect is --
considered further in Chapt er 4 . 
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R .I . Dicl:Sl: recommends that variances should be 

isolated for sales volume and sales mix for each product line. 

The effect on variable costs and variable profit are calculated 

for each situation . (Accountants' cost handbook, Ronald Press, New York , 
1964, p 18- 29) . 

Knight and \;'"einwurn (op . cit . , p 89) r econnend that sales quotas 

( standards ) should be established for product and territorial 

managers and, ultimately, for individual salesmen . The variances 

should then be analysed to show what departure has been made from 

planned volume and raix . Feekly or daily reports on the major 

reasons for the variances are recommended . 

These two authors have a very enlightened approach to cost 

control, but unfortunately, they reach the conclusion that the 

quotas should "reflect actual results expected to be attained". 

The standards thus developed cannot be said to represent true 

standar ds as envisaged under a properly conceived standard costing 

systen. 

No book , American or British, gave a fully comprehensive analysis 

of selling and distribution variances . There is evidently a 

great deal t o be done in the control of activities which come within 

this field . For details of the principal variances which may be 

calculated r eaders are referred t o Batty , Standard costing p 249 . 

( c) Administration Costs 

These costs are : 

"Tho cost of formulating the policy , directing the 
organization, and controlling the operations of an 
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undertaking, which is not r elated directly t o a production, 
selling, di stribution, r esearch or devel opme nt a ctivity 
or function". (Institute of Cost and 1i'"orks Accountants, 
Terminology of cost a ccountanoy,London, 1966, p 14). 

~(op .cit., p 759) states that variance analysis shoul d t ake t he 

f or m of comparing "a ctual expenses with the original budget". 

A wor d of warning is added t o the ef fe ct t hat the ab sence of variances 

doe s not ne cessarily mean t hat oper at i ons ar e being carried out 

effectively. 

actual costs. 

The budget may simply be a pr ojection of expe cted 

Brech (idem) suggests ad hoc studies of the f act ors involved, 

thus obtaining cost savings which can be i ncorpor at ed into the 

standar d costs. In this connection ther e is conflict with Drucker 1 s 

i deas. However, how the or ganization and methods studi es would be 

co- or dinated is not expla ined by~ and, t herefor e , any 

disagr eement may be mo r e illusory than r eal.(see p.4). 

T.K. Cowan (The c ost accounting function, Sueet and Maxwell, 

London, 1965, p 111) stat es that administration costs should be 

classified in a manner which allows "pl anning, control and 

distribution of t he se costs t o be carrie d out effect i vely". 

costs should be divided into fixed and variable and va r iances 

calculat ed f or each cat egory (op .ci t., p 257). 

G. Mills and O. Standingford (Office administration, Pitman, 

These 

1ondon, 1966, p 72 et. seq .) suggest a variet y or combination of one 

or more methods f or analysing cost standar ds and , t he r efore , variances. 

They a r e as f ollows: 
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(i) For each main cost prepare a f orecast and then 

calculate variances . 

Examples are given. In the ,,ages department an 

establishlilcmt >1oul d be set and a v1age s budget would 

be compiled . Other expenses such as stationery, 

postage, telephones woul d be treated in the same way. 

(i~ Employ operation costing for the work to be done. 

Bas ically the idea 11ould bo t o break down each task into 

operations and then place a "value" on each . When 

dealing F.ith sales invoicing a standard cost could be fixed 

for "rece iving and sorting", "pricing", "extending and 

calculating" and so on . 

(iii) Use cost indices to sho~ the efficiency being achieved . 

Example : t otal cost of office expressed as a pe rcentage 

of turnover. 

'rhis method is not a separate systen , but is a way of 

relating cost t o effort. 

It will be seen from the above description that Mills and Standingford 

believe that the setting of standard costs for administration costs 

is a worthwhile proposition. Unfortunately, very few writers give 

nore than a few lines to the natter and yet these costs can be a 

very large part of the t ot al cost of a business. 

(d) Research and Developnent Variances 

Research costs are incurred in II searching for nevr or improved 

products , new applicat i ons of mat erials, or new and improved methods" . 

(Institute of Cost and Works Accountants, Terminology of cost 
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accountancy, London , 1966, p 14) . 

Once r esearch results in a nen product or other improvement 

development costs o.ro incurred up to the point of "cor:unencement of fornal 

production" (idem). 

Budgeting is generally r ecomraended for controlling r esearch and 

development costs. Each pr o ject is treated as a separate j ob , 

a total cost is authorized and this becomes the bas is for a budget 

(G.B. Carson ( ed) Production handbook, Ronald Press, New York, 1964, 

p 17.25) 

The setting of standards and control through variance analysis is far 

from easy . Often r esearch expenditure is of a somewhat 

doubtful nature : it may produce a result , but there is no guarantee. 

Accor ding to Carson ( op . cit . , p 7 .25) only about "one out of every 

ten projects may be expe cted to l ead t o increased profits" . 

There should be a proper balance established between the costs 

incurred and probable returns. If budgeted expenditure is too 

low the results may be negligible , but at the same time it oust 

be kept within reasonable l imits (Carson: op . cit., p 17.26) 

Budgeting may not always r esult in effective~ control but it 

can be II invaluabl e in the detailed planning of the work, in 

balancing the programme over different company activities , over new 

introductions and continuous development and over shortiErm and long 

t erm obje ctives and in co- ordinating the programme with other 

company gcals" (M.E. Braithwaite, Management control of research 

expenditure and its inter est to the auditor , Accountancy, London, 

April , 1967, p . 248) . 
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Matz, Curry and Frank (op . cit. p 484) talce the view that the project 

authorization is a f or m of budget . This enables an assessment to 

be made of the value of the project and , subsequently , allows control 

to be exercised within the linits laid down . 

Backer and Jacobsen (op . cit . , p 486) auggeet that control should be 

exercised through period conparisons of budgeted and actual costs 

both by project and by r esearch cost centre. Another possibility 

is to analyse variances for each class of expense (cf . Batty 

Standard c,sting p 285) . 

(e) Controllable and Uncontrollable Var:i..cJ,nces 

For effective control of costs there should be a distinction made 

between controllable and uncontrollable variances . The former 

have been defined as those "which can be identified as the primary 

responsibility of a specified person" . (Institute of Cost and 1.Vorks 

Accountant~, Terminology of cost accountancy , London, 1966 p .19) . 

The reason for the variance deterraines its category . In some 

cixcurastances a variance may be controllable, but , due to a policy 

decision or other r eason , it may become uncontrollable . Often 

"price" variances are uncontrollable , rrhereas "quantity" variances 

are controllable . However, this is not an inflexible rule and 

therefore, should be used gith caution (cf . Batty , Standard costing p56) . 

The distinction betvrnen variable costs and fixed costs is extremely 

important nhen classifying controllable variances . However, as 

Dickey (op . cit . p 17 . 23) points out, "It should not be assumed, 

th~t fixed costs are al~ays non- controllable and variable costs are 
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always controllable by a departmental manager". This situation 

is often the case , but the asswnption should not be made without 

knowing all the f acts. 

(f) Favourable and Unfavourable Variances 

'When actual cost is sr:1.aller than standard cost th0 result is a 

favourable variance ; vice versa t he pr oduct is an unfavourable 

variance. (Batty, Standard costing, p 57) 

Variances should not be viewed in isolation, but one should be 

considered in r el ation t o another. Respons ibility for a varianc0 

may be a j oint one and 0ay be difficult t o assign with any 

certainty. Backer and Jacobsen ( op . cit., p 325) take the vien 

that in these circwnst ances ther e should be j oint a ction by the 

parties concerned . 

All variances should be investigat ed , nhether favourable or 

unfavourable. They repres ent a danger signal which should show 

wh0r c economi es can be 0ffected . Henrici ( op .cit., p 348) 

states that knowing why a ctual cost diffe rs from "budget, if it is 

less, merely tells us of good performances already obtained, - if 

it is mor e , it t ells us of a highly perilous situation". 

(g) Significance of Variances 

There is no standard size of variance \7hich nould be r egarded 

as II significant 11 and , therefore, would call for action. Much 
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depend.s upon the circws-tances and the nu.t ure of the pr obl ems and 

costs involved . However , some general o.bBervations woul.d s erve as 

a guide . 

Dickey ( op .cit., p 17 .14) shows on an oxaoplo of a dire ct l abour 

variance sur.unary th.J.t any variance of les s than 10 por cent v.ould 

not b(:j 0.1-:.alysed , and this gives some gui de to what s ort of figure 

would be regar ded as significant. 

Knight and ,·1e inwurm (op .cit. , p .297) speak of tho budget manager 

having t o de cide whether action should be taken on a 'huall 

variance". Unfortunat ely, they do not expl ain this t erm fully. 

Backer and Jacobsen ( op .cit., p 298) have the following co::unont s 

te make : 

"In standard cost systems , a difficulty that pr osonts 
itself is det~rrnining when a variance is significant. 
It mi ght be drGrued t hat if tho stand~rd r epresents a 
l evel of good att~inablc per forna.nce, all deviations 
are meaningful. Howovor, experience nith actual cost 
dat a shows t hat the data will vary upwar d or do1mv1ard 
( fror.1 the r.lGan) a.nd that li1ost of' these variations are 
inherent in the data; that is, the deviations arc 
nornal or occur f or uncontrollc1.bl e and ;>r obably un."\cnown 
reas ons"~ 

Backer and Jacobsen (ide~ ) take the view that statistical control 

charts ar e the answer . These would ha.ve limits u ithin which the 

nornal or cha.nee occurences would take place . Any variances 

outside the control l imits woul d be investigat ed . The nor r:ial 

va r iations would be dcterminecl. by t he application of statistical 

CTethod; in partiiula r by ascert aining the nornal distribution 

and the standar d deviation. 
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A similar view is taken by j oint authors of a book on business 

controls . They stat e that an effective system of control r equires 

a "procedur e f or quantifying the vague expectations we have of the 

differences thc1t pr obably will occur a.raong values of the variable" 

(J.T. O'Neil, L.C. Fan·rnll , ,~nd F .V. Boyd, Quantitative controls 

for business , Irvin, Illinois, 1965, p 248) . 

The ansHor lies i;lith probability analysis of the data . This 

subje ct is outside the scope of tho pr esent work, but it is 

ir.1portant to note that vari3.nces by thoras elves are not recessarily 

of significance • 

In practice the cost a ccountant nill know the approximate 

signi f icance of a variance from his knowl edge of the figures and 

the situation . ~night and Weinvrur rn (op . cit., p 296) take the 

vieu that the most important variances can be calculated a s a 

r outine matter and then other variances can be analysed in detail, 

possibly by special studies . 

(h) lliiances and Flexible Budget ~ 

For contrcl purposes it is usual for flexible budgets t o be 

employed . Variances can then be calculate d for the actual output 

achieved . This matter is considered further in Chapt er 4. 
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3'. CONCLUSION 

Standard costing is a managerial tool of long standing . In 

Britain there has been-- and still exists - a certain amount of 

confusion between budgetary control and standard costing . This 

has l ed to the creation of the impression that all control has 

been attempted by the use of budgetary control . Lack of 

published work has been partly t o blame for the erroneous 

impression . 

There is a r eal nfed t o regard standar d costing as a compr ehensive 

system Tihich covers all functions of the business. Recognition 

that standard costing should form part of management accountancy 

is also very essential. 

Standard costs should not be re garded a.s "estimated costs". 

In predetermining costs the t echnical and economic factors should 

be considered. As far a s possibl e, replacement values should 

form the basis of any calculations. 

Variance analysis is one of the most important a spects of a 

standard costing system. This is the process whereby the reasons 

for variances are ascertained . lthough standardized definitions 

of variances may not always be f easibl e , wherever possible this is 

very desirable , thus giving maximum benefit for comparative 

purposes. 



CHAPrER 4 

CONrROL OF MAF ·GEMEnr RESOURCES 

1 . CONTROL SYSTEMS 
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The fact that mana 0 ement involved the transformation of resources ~~s 

noted in earlier chapters . If work is carried out effectively with 

all effort being fully utilized then cost and economic sacrifices 

can be said to equate . Qien unnecessary sacrifices are made it 

follows that some of the "costs" are waste and are losses to the 

business concerned . Sorgdrager ( 02 . cit ., p 128) has stated that 

there should be a clear distinction made between sacrifices, costs 

and expenses . The historical cost or expense price is of little 

or no value except as a record of cash exchanged. In itself it 

does not show the true sacrifice involved in the transaction . 

Research has shown that managers should be made auare of what 

consequences will probably result from taking particular courses 

of action . As far as possible, they should be guided along the 

path uhich results in the minimum amount of waste . In short, they 

should be put into a. position ,:here the following formula will apply: 

COST= ECONOMIC SACRIFICES 

If on the other hand, the position achieved is : 

COST !!tin us ECONOMIC SACRIFICES= ':':'ASTE 

then there is a loss to the business rrhich should be written off 

to the profit and loss account . The Haste is not a true cost and, 

therefore , should not be included in the cost of products . For an 

interesting discussion on the definition of waste and loss,readers 
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are referred to Sorgdrager (op .cit .p .44 et . seq . ) 

This chapter is concerned with the managerial problems which are 

faced by a manager . An analys i s is made of how standard costing 

may be employed as a tool of management . 

2 • lv[EANING OF CONTROL • 

Reference has already been made to cybernetics (Chapter 2) . 

Basically, it uas explained as a system which was self- regulatory . 

How far does standard costing come tonards being a cybernetic 

system? 

According to Guilbaud (op . cit ., p 36) a number of requirements 

would be ne cessary to constitute cybernetics. There would have 

to be net-Bork analysis to find out ho~ a business operates and 

hou the different sections and personnel react upon each other . 

Standard costing requires full attention to be paid to this aspect . 

All functions should be examined and nade efficient before 

standard costing is introduced ( cf . ]_at tyz. Standard costing , p 29) 

A further requirement i s effective "communication" . This is used 

i n a technical sense to include all functional networks which give 

off a continuous str eam of signals (a nervous system is an example) . 

In practice , for industrial application , the continuous response is 

di fficult to achieve . However, according to Eddison, Pennycuick and 

Rivett (op . cit ., p 149 et . seq . ) it is possible to achieve a very 

speedy re sponse by means of a computer . i\~oreover , any abnormal 

deviations can automatically be singled out and the i r variat ion from 

normal limits can be calculated by standard deviation or other 
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mathematical ~easure. 1:'hether a computer can always be justified 

is not a matter for this thesis . However , even when this is not 

available it seems possible that a communication system can be 

devised which will be adequate . In technical terms it will not 

comply with the true cybernetic concept, but it should be 

sufficiently responsive to give managers the necessary danger 

signals . How stanQard costing does this has been explained in 

earlier chapters and it will be elaborated in this chapter . 

The feedback requirement , mentioned in the definition given in 

Chapter 2, does operate in a standard costing system . However , 

it is not necessarily automatic in the sense of being me chanically 

or electronically induced . Action is often indicated from the 

opinions of the a ccounting staff who inter pret the results; no automatic 

system could carry out this f unction . However, automatic 

segregation of abnormal costs can be achieved by the i ntroduction 

of distinctive forms or other "exception" devices . 

The feedback is expected to induce corrective action . This implies 

that the person responsible for the corrective a ction is know~ . 

Standard costing allows r esponsibility accounting t o be operated . 

This process is vital to efficient management . 

has stated: 

~ (op.cit., p 176) 

"If we cannot establish accountability - the extent to ;;rhich 
people have discharge d their responsibilities - ue will be 
greatly hampered in our ability to to.lee effective corrective 
action" . 
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a . Material Cost Control 

Kearsey (op . cit . , p 109) has stated that control should be organized 

so that excess cost is shown as well as its sources and causes: 

simply recording losses is not good enough . 

This implies that there should be an efficient method of analysing 

variances v,hich finds out the reasons a.nd provokes a ction . 

~Then setting standard costs for materi~ls it is necessary to pay 

particular attention to the technical specification . A wrong 

specification can r esult in a much higher quality of mater ial being 

employed with higher consequent cost : !Yans-Hemming (op .cit., p 53) 

calls this a technical control point . It emphasizes the strong link 

~hich must necessarily be present between the t echnical and 

a ccounting functions . 

Evans -Hemming (idem)also stresses the need to fix the appropriate 

all oTTance for the mater ial content of a pr oduct . However, he does 

not shon clearly how this anount should be calculated . 

Setting the allowance presents practical problems for much depends 

upon the degree of efficiency assumed for the purpose of set t ing 

the standards . Nany definitions ar e possible . Els (op . cit ., p 180) 

recommends a norm cos! , defined as one which is established after 

considering the economic proportion of factors calculated by 

r ef erence to replacement values . 

When setting t he standard quantity due allo,1ance should be made 

for cutting and other normal wast e . .l'my excessive waste should 

not be included as part of the standard material quantity (Batty , 
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Standard costing, p 25). 

Sor5drager (op . cit., p 46) quite rightly stresses that the most 

economic way of cutting the material should be considered. The 

method used may be influenced by speed of operation or other 

factor and this in turn will affect what is the normal allowance for 

cutting or other waste to be included in the normal product cost. 

Gillespie (op.cit., p 59) poses a number of questions relating to 

a material wastage allowance . He uses the terms "absolutely 

unavoidable", achieving " good performance" and "recent actual 

perforraance". Unfortunately , he avoids tackling the problem and 

quotes the NACA Research Bulletin as stating that any allowance 

should reflect an "attainable level of good perform.a.nee" (A 

re-examination of standard costs, NACA , Series No. 11, Feb. 1948 p 705). 

This statement is too vague to be of value and , therefore, can be 

dismissed . 

Henrici (op.cit., p 180) examines the problem of scrap and waste in 

some detail . Practical examples are given, but Henrici also 

ignores the fundamental problem of what waste can ri ghtly be 

included in the sacrifices involved. The assumption made is that 

waste is unavoidable and it is up to the accountant "to coI!lpute 

their effect on standard material costs". 

Backer and Jacobsen ( op . cit ., p 281) take a more enlightened view 

of the problem . Spoilage allowances should be included only for 

those items which are "normal or unavoidable". Any amount in 

excess of the standard allowances should emerge in the material 



usage variance. 

From the above observat i ons it should be apparent that the correct 

usage of material is of the utmost importance in controlling costs. 

However , the control should go much deeper than ind~d b_y th~:w. 

There should be an examination of all facets of 

material control including storekeeping, purchasing, requisitioning, 

and the flow of material through the factory. A framework which 

locates responsibilities for all functions affecting materials is 

vital (Batty, Standard costing, p 135) . 

Excess material requisitions should be employed to segregate, quite 

automatically, any usage uhioh is in excess of standard quantities . 

Gillespie (op.cit., p 62) refers to these as •excess piece 

requisitions" . Properly designed records should be employed to 

show inlruediately the balance on hand at any time . This is the 

perpetual inventory system which shows "the physical novement of 

stocks and their current balance '1 (Institute of Cost and Works 

Account~nts , Terminology of cost accountancy, 1966 p 28) . In 

addition , a continuous stocktaking prograIIL~e should enable 

physical and book stocks to be reconciled, thus reducing the 

danger of having fictitious stock figures and also &TQiding 

possible production hold-ups . As Backer and Ja cobsen report 

(op.cit., p 72) a perpetual inventory system,together with a 

naterial requisition system,is an important technique for 

management control . 
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Turning to prices it is true to say that many \7rit ers a r e content 

to use expected actual prices . Henrici (op . cit . , p .169) states 

there is no reason ,,hy the . standard price cannot be based on 

actual costs (average for previous year is suggested) . 

(op . cit ., pp 60- 61), is of the opinion that no rules can be given 

for setting standard prices - "expected a ctual" and " quoted" actual 

are advocat ed . 

The use of' actual costs is not advocated unless these have been 

adjusted for the future a.nd after considering "the most efficient 

purchasing and st orekeepingi: and of course the economic conditions 

expected to prev~il . Only by con._siderJ;l}£. the re la.cement ~ 

will the variances be meanin_dul ~nd therefore~ allow real~ 

control __ to be exerci sed . (.tij.~ ~, op . cit ., p .213; Sorgdrage_:: op . 

cit ., p .35 ; Batty, Standard costing p .39). 

It 11as noted earlier ( Chapter _3) that control of price could be 

exercised at the time of the pur che.se or when a ctual usage take s 

place . Most authorit i es adopt this attitude : Henrici ( op . cit ., p .316) 

Batty (Standard costing, p .35 ) take the vie~ that any variance analysis 

should be made as early a s possi ble . !i£1l.~~ is of the opinion 

th.:1t this method is in "line nith the philosophy of standard costing 

as well as being more convenient clerically" . 

Gillespie (op . cit ., p . 62-3 ) recommends the use of a separate price 

vari ance for each clas s of mate rial or group of related materials . 

The variance analysis is described in Chapter 3 . 
Reporting to management is covered later in this 
chapter . 



In conclusion it raay be said that control of material costs 

r equires a comprehensive survey t o be made of all functions. 

( 1) Standard costs should be set v1hich are a true 

indication of economic sacrifices and, 

(2) As a corollary , no avoidable waste should be 

included as part of the standard costs . 

Only when these facts are r ealized can effective control be 

obtained through the stimulation of action by managers . 

b. Labour. Cost Control 
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For effective control of l abour the tic.es for operations and jobs 

should be set by means of ~-,ork study. Moreover, the process should 

be in the hands of professional engineer s ,1ho have been properly 

trained in the techniques . (l.J'. McNeill and D.S. Clark, Cost 

estimating and contract pricing ,El~evie:i-, Nm-;- York , 1966, p.22). 

The authors state that before cor.unencing the work there should be 

a thorough study made of all matters which e,ffect the operations 

and the worker . Once done, the methods can be analysed, the 

operations can be broken into el ements and the basic job data can 

be recorded . It is only then that the tir:ling is carried out (ibid.p29) , 

Gillespie (op . cit . , p 59) considers the various bases -i1hich may be 

used to arrive at a standard time . Examples quoted are 11 time 

attainable by best operators", "attainable good performance" and 

"average past performance" • The author does not give any positive 

guidance on this matter, but seems to f avour the use of different 
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standards for different purposes, a suggestion which is both unrealistic 

and impructicable . 

Dickel (op.cit., p .15.23) states th~t generally the performance level 

selected for setting the star.dard cost is quite high ,1hen the object 

is cost control . 1.rhis statement is acceptable although there is 

by implication a suggestion that the standard should not be tight if 

for a purpose other than cost control: ,i!lis _implication is not 

accepted . 

All mode r n writers accept that there should be an allowance made 

f or 11 fatigue, inherent delay , etc . n (cf . Backer and Jacobsen , 

op.cit ., p 282) . Unfortunately , they do not all indicate how 

the allowances should be conceived . 

It is essential t ha c the standard times represent efficient 

performance . Ther efor e, for the arguments used in conne ction with 

material usage , any times which are not necessarily incurred as a 

sacrifice in producing , should be re garded as avoidable ;·,,aste and 

should be excluded from the standard cost. 

A. Rae (gor k study - a practical primer , Odhams , London, 1965, p 93) 

has defined standard performance in the follon ing terms: -

nThe standard performance is the optimum level of \,orking 
which a competent operator can reasonably be expected to 
maintain throughout the working day and throughout his 
working life , provision for necessary rest being made •11 

There should be an effort marle to ensure that time wo rked is 

11 effect ive time 11 the latter only being included in the standards . 
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-~ickey ~op . oi t ., p 17.36) stat es that any excess l abour cost indicat es 

conditions whi ch call f or correct i on . 

Many a ccountant s f avour some f or m of incentive scheme to encour age 

t he ~orker to achieve the st andar d t ime . 

po ints out that Hi th an incentive pl an in oper ation ther e will be 

no danger of under stating t he times not booked t o j obs . If the 

worker is paid "waiting t ime" then he will be anxious t o make 

sure that it is booked . However, this may not occur when stra i ght 

pie cework i s in operation . 

Bes i des being in f avour of an appr opriate incentive s cheme (base d on 

st andard hours) f or ~orke r s, Henrici ( op .cit., p 368) r ecommends 

the us e of a plan f or supervisors . The view adopt ed i s t hat t he 

supervisor i s encouraged to r educe variances by be ing paid a bonus 

on per fo r mance . As a gener al rule , the best incentive is 

pr ovided by a s cheme v1hi ch pays each individual on the basis of 

work done by himself . However, ,1her e group ,1ork is essential t hen 

the incentive payment may be ba.sed on t he v;ork of' a number of empl oyees 

(cf . Batty , St andar d costing, p 168) . 

Irrespective of whether or not a scheme of incent i ve payment is 

adopted ther e shoul d be syst ematic control of the t imoo of empl oyees . 

There should be "unquestionabl e evidence" r el a ting t o attendance times 

and the work per forme d fo r each empl oyee(~ , Curry and Fr ank, 

op . cit . , p 194) . Re~ular repor ting t o the appr opriat e managers so 



that action is stimulated is essential. 

have been recommende d to shou : 

Fundamental records 

II (1) 

g? 
(4) 
(5) 
( 6) 

Individual , group or departmental efficiencies . 
Idle time and l ost time . 
Piece-work los s e s . 
Scrap and rectification costs . 
Overtime and shi:f't ,,orking . 
Ratio of piece-work to day-work time uorked on 
direct labour . 11 
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(Institute of Cost and ·E·orks Accountants , Cost reduction, London, 1956,p2§T:' __ _______ 

_hl (op.cit ., pp 258 and 298) has stressed that the distj net ion 

between a "quantity" variance and a "price" variance is of vital 

importance because this procedure allows responsibility to be 

defined . Generally speaking, the quantity aspect is held to be 

controllable by a particular line manager. However, this is 

not an invariable rule because the fault may be due to inefficient 

production planning. 

Another factor which influences responsibility is the use of' a 

classification of labour which is not specified as being appropriate 

for a par ticular t ask. If this substituti on is not the fault of 

the line manager then he cannot be held responsible for any variance 

which arises (.f:2:, op . cit . , p 298) . On wage rates Gillespie 

(op . cit ., p 60) states that: "Expected actual rates are probably 

the most frequently used type " . 

Backer and ~cob~ (op.cit., p 282) state that the hourly rate may 

be based on a contractual agreement. They also assert that the 

standard would be based on the 11 average rate per hour expe ..ted to 

be paid . " Although these approaches face up to the realities involved 



-167-

in setting standard wage rates they can be criticized on the-1lrounds 

that the do not define a standard rate or indicate how t his should 

be set . 

Sorgd.rager (op . cit ., p 40 et. seq . ) analyses the problems associated 

with the setting of uage rates . The specific occupat i on and the 

demand for a particular typ e of labour must play an important part . 

Considering the economic and technical f a ctors is the only sound 

r;ay of arriving at the ,lppropriate wage rate . If the c1ctual r ate 

is used as a basis for calculat ing the st,. ndard rate , then this 

shoul d be modified in the light of f uture trends and policy. Only 

then can the r.age rat e repre sent wha.t it should be f or an efficient 

l evel of operations . (cf . BatEl , Standar d costing p 41) . 

c . Overhead Control 

Whether dealing vrith factor y , adninistration , selling and 

di stribution , or research and devel opment costs the problems are ver y 

similar . Indirect costs have t o be authorized and then kept TTithin 

the control linits. Budget ing, or the setting of standard costs 

within a co - ordinated system of financial planning, provides t he 

ansner . ~ ( op . cit ., p 244) states that budgeting, ITith its 

emphasis on futur e plans and costs, pr ovides ~n excellent tool 

for evaluating alternatives and for controlling costs . 

This vie~ is a ccepted~vided_~Ee budg~s are based on standard 

costs and not simply expected actual costs irrespective of the l evel 

of efficiency being achieved . Sorgdrag9£ (op .cit. , p 35) indicates 
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that budgets can~ cost s, but not ne cessarily control them. 

Research findings have confirmed that there i s a tendency for 

this t o happen . The "l imit" is not necessarily dovmwar ds :-

it may be upuax_~~ tho~h short-capacity ~king has taken 

place . A number of managers indicated that once the budgets had 

been est ablished they wer e used t o give guidance on how much coul d 

be spent. Qui te often ther e was no dir ect considerat i on of how 

the expenditure would affect efficiency - they were spending 

within the planned amount, nothing mor e . 

It uas stress ed earlier that cost should be related t o economic 

sacrifice . From this statement it should be apparent that 

incurring cost without r egar d to the effect on the business and its 

earning capacity is quite contrary t o sound management practices . 

For this r eason budgets should be based on standard costs which , by 

definition, are costs for pr edetermined conditions and level of 

activity. If there is a change in conditions or activity this 

should be reflected in the standard costs . The liL, iting 

characteristic of budgeting based on actual costs has no pl ace in 

a pr operly conceived control me chanism. 

Matching standar~ costs f or actual activity ~ith a ctual costs f or 

actual activity is vital fo r effect ive control . .~vans -Henn~ 

( op .cit ., p 3) has stated that : 

"the budgets must be capable of adjustment so that they can 
r epr esent a fair measure of performance unde r different 
conditions of a ctivity ." 



In short there should be"flexible", not "fi.;ced" budgets, for 

controlling costs . 
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A flexible budget allows costs to be predetermined for different 

l evels of activity - possibly at , say, 5 per cent intervals. Any 

activity 111hich falls in between the 5 per cent intervals is 

obtained by interpolation . An essential requirement is that costs 

should be classified into "f ixe d" and "variable". This is also 

an essential f eature of marginal costing considered later in 

this chapter. A variety of methods is available for establishing 

variability when costs are semi-variable - partly fixed and partly 

variable. Regression charts, l east squares calculations, high 

and low points assessment, and other methods ~re employed. None 

gives complete accuracy and for any system to be effective "some 

trouble has to be taken both in setting up the classification" n.n<l 

in carrying out the di vision (~~':-~~-_£est and 1Torks ~~~~ 

A r eport on marginal costing, London, 1961, p 73). 

The characteristics of successful budgeting have been very ably 

explained by Knight and \7einwurm (op.cit . , p 51). 

( 1) That all Jevels of management should participate 

actively in t he development of the 'budget. 

(2) The bud5ets should be both understandable and 

attainable in terms of particula r operating 

factors for which they apply . 



-170-

(3) Flexibility should be built into the budgeting 

system in both its planning and control phases. 

In connection with participation hl (op . cit . , p.261) takes the 

vier, that special efforts should be made to secure the confidence 

and cooperation of employees . A standards comnittee may be 

formed to educate all personnel on the raeaning and use of standards . 

·wben dealing ,rith the type of standard to use for control purposes 

it is necessary to consider the appropriate J. evel of a ctivity 

(capacity) and the level of efficiency which should be implied . 

On the appropriate capacity there are varying vie,rs . Backer and 

Jacobsen (op .cit . , p .149) give a typical exposition of the types 

of capacity which may be used . The budget may be based on: 

(1) Expected a ctual activity 

(2) Practical capacity 

(3) Normal cap~city . 

The expected a ctual a ctivity 11ay be looked at from the point of vieTT 

of :r;ia.xinn.ltl capa city, there being no de lays . Alternatively , a 

a deduction nay be made for all normal delays which could be 

expected and this then gives the practical plant capacity . If a 

further adjustment is made t o allo~ for idle capacity due to 

fluctua tions in sales then tho 11 normal capacity" emerges . 
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A diagra.Ill8atic representation of the various capacities is given 

by Henrici (op .cit . , p .63) reproduced from another publication 

(T • .J:ang (ed) , Cost a ccountants handbook, Ron.:.i.ld Press, N.Y . , 1944-

p 1073). This diagram shows what allowances should be nade 

accordD1g to the nature of the capacity adopted . 

"The re l ationship bet,,een various conceivable l evels is 
set forth in the following extract : 

The chart adapted from one appearing in an article by 
James ( N .A.C . 1·~. Bulletin, Vol . 16), illustrates 
the mejor relat ionships involved . The naximUI'.l 
possibility of theoretical capa city of a plant or 
department to pr oduce uould be that achieved under 
100% operating tirJe . This involves no limitation 
for wait s and delays of any character , and it is 
not a chievable . In Fig . 4 it i s represented by the 
line AB . 

Practical plant capacity is maximum capa city less 
operating interruptions , and is shown by the line AC . 
This represents practical utilization of the physical 
plant , without r egard to comnercial demands •• • ••• 

Idle capacity (line DCC) is the unutilized portion of the 
plant and e r;_uipment , due to lack of customer de□and . 
Capaci ty based on sales expe ctancy ( l ine AD,) is 
0easured by the productive equipment required to meet 

~ the average coQI'.lercial needs over a period of time . 
On the chart, this is the differe nce between practical 
operating capacity and idle capacity . 

The capacity based on normal sales exi~ectancy is often 
referred to simply as normal capacity . The standard 
product cost is us uully calculated with reference to this 
normal capacity . 
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capacity based 
on normal sales 

expectancy 

L 
.H. 

Sour ce : Theodore Lang (ed.) .; "Cost accountant ' s handbook/ 
p .1073 , The Ronald Press Company, New York , 1944 . 

A furthe r possibility , not covered by Backer and Jacobsen or 

~ ' is the short period capacity to sell . 

Because of the importance of the selection of the capacity the 

full section dealing with this topic is reproduced overleaf from 

~atty ( Standar d costing, p .43 et. se q . ) 

STi.GE 1 : Quantities to be produced 
This section ~ill be divided into t TTo to cover an explanation 
of: 

(a) Capacity for producing cost centres . 
(b) Capacity for service cost centres . 
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(a) Capacity for producing cost centres. 

The activity expected from plant~ in terms of production 
hours or units or production , r.mst be estimated before 
fixing the standard overhead rate. Obviously, for given 
conditions, the greater the activity , the larger the total 
overhead cost: 30,000 units of a certain product \7ill 
cost more to produce than 10 , 000 units . The extent of 
the extra overhead cost uill , of course, depend upon the 
size of the variable and semi-variable elements contained 
in total overhead . 

There are L1any r.teanings given to the term "production 
capacity," the chief of which are .:i.s follows: 

I. Maximum theoretical capacity . 

The maximum - 100% - is expe cted of plant • There are no 
breakdowns, no waiting time, and no delays . If the various 
machines can operate a total of 2000 hours per month , 
provided they are operating fully at all times, then the 
max~~um theoretical capacity is 2000 hours or , if a unit 
of production takes up one hour , 2000 units of production . 

Maximum capacity will very rarely be achieved , so its use 
as a basis for calculating overhead cost cannot be 
recommended. Horrever, it does provide a bas is for 
understanding the other methods now to be described . 

II . Normal capacity 

This 
(a) 

(b) 

is usually taken to mean one of two things, either: 
Normal Capacity to Manufacture (also known as Prcl.ctical 
Capacity) ; or 
Nonnal Capacity to Manufacture .:i.nd Sell. 

These t ~10 meanings require further explanation . 

(a) Normal capacity to nanufacture . - Maximut1 theoretical 
capacity is calculated, and from this is deducted an allo.rance 
to cover all nornal time l osses due to breakdowns, setting 
up machines , naterial shortages, labour absenteeism , and 
holidays. An efficient level of operations is assumed. 

The size of the allowance will largely depend upon the 
types of product beinc raanufactured and the efficiency of 
plant . The attitude of mana gement to the type of 
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Standard Cost to adopt will also influence the amount 
to be allowed. f7ith Expe cted Standard Costs all 
estimated losses , due to normal causes, will be taken into 
a ccount ~ a smaller figure will be used if I deal Standard 
Costs are to be adopted. Obviously , a modern plant should 
h~ve fewer stoppages than an old, outdated plant. Having 
regard to all relevant circumstances and the aim of 
management , a figure which represents 20% of maximum 
capacity will often be a quite reasonable allowance and, 
in some cases, a much higher figure would not be exorbitant. 

Usually a yearly, estiraated capacity figure is taken, for 
this has the advantage of smoothing out seasonal or 
monthly variations in production . 

(b) Normal capacity to manufacture ~nd sell . - PracticaJ. 
pl~nt - capacity potentialities and sales raay not coincide ; in 
f act , in some industries, they never do. Some accountants 
argue that failure to a chieve necessary sales to keep plant 
operating at practical capacity v,ill, at times, be inevitable , 
and this will bring about abnormal idleness. The number 
of hours representing the Capacity to Manufacture can be 
reduced by the expected abnormal i dlenes s , and the overhead 
rate thus be increased to cover t he cost of ic1le facilities . 
The variable cost per unit of production uill , of course , 
be the s~me under either method; it is the fixed cost per 
unit which will differ , for the tre~tment of t hat part of 
the fixed cost TThich r epresents idle facilities is where 
there is a difference in approach . 

A comparison of (a) and (b) and Maximwn Theoretical Capacity 
is possible as shown in Fig. 5. 

The period upon i-7hich estiDates a.re based for the Normal 
Capacity to Manufactur e and Sell is sometime s t aken to 
cover the estimated serviceable life of the plant and 
equipment. Alternatively, the length of the business cycle 
can be used, say , seven years . The latter period is an 
approximate guide only: reference to post - war experience 
will show th~t this is so . 

The theoretical concept of Normal Capacity to Manufacture 
and Sell has much to recommend it, for the principle is an 
extension of the idea of eliminating seasonal production variations , 
adopted with the "Capacity t o ~,lanufacture". The fluctuations 
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estimate d t o take place over the life of the plant, or over 
the trade cycle , are averaged in the same way as the E'.onthly 
fluctuations, nhen a yearly overhead rate is adopted. The 
costs of idle f acilities are, of course, included in the 
overhead rat e . 

MA.XI:MUM THEOREI'ICAL CAPACITY 
' 

f 
20% 30% 40% 5o% 60% 70% So% 9o% 

80% 

MANUFACTURE A I NOi:™AL CAPACITY TO 
~t- l-~ ·- --1 

0% 1 o% 20% 30% 40% 
- 1---1-~---11----'----
50% 60% 80% 
60% 

J 
100% 

FACT CAPACITY sEI~ I- MA.NU~ ~-=-r~~ __ B_ , _ ___ A __ 

1~ 20% 3~ 4~ 50% 6~ 
Fig . 5. -- Comparison of Capacities. 

NOTES . 
1 . A - Normal time losses due to normal idleness, breakdowns, 
lack of materials, holidays , and other , similar , causes. 

2 . B - Idle facilities due to the inability of the sal.es 
force to obtain sufficient orders to cover available plant 
capacity . (There will be a price below which selling price 
will not be allowed to fall . This will tend to limit the 
volume of sales . ) 

3 . Maximum Theor etical Capacity is re cluced by 20% to give 
Normal Capacity t o Manufacture . A further reduction, again 
of 20% is taken so as to give the Normal Capacity to Manufacture 
and Sell . These percentages would , of course , vary from 
industry to industry and even bet ween different business 
enterprises in the same industry . 

From a practical point of view the method tends to be weak; 
this is due to the uncertainty and , accordingly , difficulty 
of accurately estimating long- term sales . When adopted, 
large variances are inevitable . Moreover , because the 
overhead rate is inflated to cover the cos t of idle facilities 
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there is a danger , when prices are based on costs , that 
orders will be lost . There are many arguments in favour 
of rates based on the _Norma:L {&.E,acit to Manufacture . 
The unit costs are more reliable and, from a practical vie-rrpoint, 
more useful to management . Recent costs are being 
considered, not the expected avera~e costs over the next few 
years . Decisions on whether to make components or purchase 
them from outside contractors are greatly facilitated . The 
costs of idle facilities are not covered up, but instead can 
be brought to the notice of the management t hrough variance 
analysis . Another factor is that the accounting rule for 
valuation - cost or market value , whichever is louer - is 
easier to apply. Unused capacity , it is argued, is not a 
true cost , and therefore should not be included in the 
values attached to t he stocks of finished goods or work­
in-progress . Normal Capacity to :Manufacture has, thus 
much to off er . Unfortunately, it ms a major disadvantage . 
In times of depression there may be a large under-absorbed 
capacity, and yet the product costs being accumulated, and 
acted upon by management, will ignore this f act . Accordingly, 
even if Normal Capacity to Manufacture is adopted as the 
basis for calculation of the overhead rate, there is a case -
when full capacity is not being used - for additional 
measures being taken . Any expected falling off in sales 
should , if possible, be ant icipated, and any resulting 
reduction in capacity est~nated . In some cases it may be 
possible to use a supplementary overhead rate to cover the 
cost of idle facilities . Management will then be aware 
of the true cost of producing and , at the same time , kno~ 
that the extra overhead, calculated per unit of product , has, 
if possible , to be covered . The next meaning given to 
production capacity provides a means of cover ing the cost of 
idle facilities . 

III . The short -period capacity to sell 
This is similar to the Normal Capa city to Manufacture in that 
an estimate is ta.~en to cover, say , a year only . It differs 
in that total sales expected for the period , instead of total , 
pos s ible , production for the period , forms the basis for the 
calculation of the overhead rate . Because a short period is 
taken instead of a number of years , this approach is likely 
to be more useful than v1here the Normo.l Capacity to Manufacture 
and Sell is used : the shorter the period being revie,1ed, the 
greater the accuracy is likely to be - the sales for one year 
can be estimated ~ith reasonable accuracy , but it becomes a 
different story v;rhen a number of years ' sales have to be 
estimated . The costs of idle facilities are , in this case , 
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coverec1 by the overhead rate. For many accountants this 
fa ct constitutes a weakness of the ' Capacity to Sell ': management , 
they argue, shoul d be fully a\1are of the cost · of such facilities 
when they ar e present . 

C oncl u~.i.on on--93?·.P.lli.tY_..i.2._~. 
The choice of the appropriate capacity to use , when calculating the 
standard overhead rate , is a matt er for the individual business 
concerned . 
Generally speaking , if sales tend t o fluctuate from one year 
to another the Short Period Capacity to Sell would appear 
appropriate . V\i'hen the volume of sales r emains reasonably 
constant the Capacity to Manufacture may be used . The presence 
of abnormal idle facilities may be covered by the use of a 
standard overhead rate , which is supplementary to the ordinary, 
standard overhead rate . Usually it vrill be unv1ise to i gnore 
one factor - sales or production - relying solely on the other 
as the basis of the calculation . Sales and production are 
very much related and , mor eover , .:1re dependent upon each other . " · 

Note : Capacity for Service Cost Centres sect i on not included . 

Co~ (op,cit ., p .87) has stated that a flexible budget should provide 

an indication of the optimum volume l evels . This factor should certainly 

have influence on the choice of the capa city to adopt for the recovery 

of overhead costs . 

Sorgdrager (op . cit . , p 107 et. seq . ) has considered in some detail 

the problems associated with the capa ci ty level to adopt . The 

solution , it is suggested , lies with the sele ction of a capa city 

which r efl ects the effective use of both the economic and the 

techni cal factors . The economi c proportions which give the best 

combination of t he factors of production should be t he aim. The 

capncity which consider s the technical feasibility and the optimum 

l evel of operations determined by the economic proportionality should 
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be the one adopted. 

Flexibility of the system was mentioned earlier . Knight_ and }7eimmrm 

(op.cit .p .53) suggest a number of ~ays of achieving this desirable 

state. Variable (flexible) budgets, supplementary budgets, authorized 

variances , supplementary forecasts and revien and revision are all cited. 

These are devices for allowing flexibility to be built into the 

system . One of the gr eat difficulties is that a system may be allowed 

to become so rigid that it nill not permit plans to be changed. 

However, if there is too much flexibility the control instrument 

may lose some of its sharpness. Constantly changing plans is just 

as bad as being too rigid . (~....?:,ttz, Management accountancy p 59). 

Once standard budgets have been compiled (budgets based on standard 

costs) the control can be exercised by comparing standard costs 

and a ctual costs . 

The variances Tihich rruy arise have been defined in Chapter 3. Here 

it is important to notice th~t the size of the variances which will 

arise Hill be affected by the looseness or tightness of the standards 

set . Furthermore , there is always the danger , according to 

&_ack;::,E and ~cobse~ (op.cit ., p 4O2) , that the same degree of 

tightness or looseness cannot be expected to occur throughout a 

business . ~J op .cit ., p 181) expresses the vieVI" th.::.t a "stanc.ard 

cost represents the attainable ideal for a given set of circumstances" . 

For control purposes , provided the aspects outlined earlier have 
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been considered nhen setting the standards, t he "attainable ideal'1 

should be the a im . 

1,! (op . cit., p 259) sums up the position by stating: "Since 

standards are to be used to evaluate performances , setting 

standards at c realistic l evel seems to be more logical •11 This 

level should re quire a reasonable amount of effort and should 

signify a reasonable de Gree or a ccompl ishment . 

~ (op.cit., p 225) has put this matter more forcibly . They 

should be costs expected to be a chieved under active management 

striving to minimize costs. There ~eed.s to be a good chance of 

achievement, but this should come from working efficiently to 

achieve a satisfactory standard . 

d) Reporting to ~nagement 

Fox (op .cit ., p 307) stresses the need for the effective flop, of 

feedba.ck data . This takes t i7o main forms: 

( 1) Control data shov:ing the differences betvreen standard 

costs and actual costs . 

(2) Information on the revision of standards . 

(1) C ,-,t rol Re1crts 
In this connection r e-ports can -alcet,vo principal forms - routine 

reports which are produced at regular intervals and speci!.:l reports 

which are produced at the request of management and cover unusual 
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ovcnts . It is the routine reports, built into a system, which 

should produce the necessary results. Some of the desirable 

characteristics are examined : Cowan(op .cit., p . 339) stresses 

that reports should be presented in good time before "it is too 

late to take action ." Backer and Jacobse~ (op.cit ., p 325) 

take a similar view • Any variance can only be used to correct 

future production activities : a ccordingly there should be prompt 

and frequent reporting to "keep operations in control as production 

activities take place" . 

This should not be construed to mean that~ reports should 

be presented :immediately . The purpose of the report should 

determine its urgency (l!_atty , Management accountancy , p 335). 

In this connection~ (op.cit., p 403) has emphasized t he conflict 

·17hich may exist between speed and a ccuracy. A computer may 

provide the means of supplying the necess~~y information at a 

very rapid speed . In addition, analysis of the accuracy required 

for the pG.rticular purpose can save time and clerical expense . 

Sampling techniques may produce a degree of ~ccuracy which is 

quite a.c1:'1 quate : if so these can bo employed with a consequent 

reduction in the volume of ,;ork . 

A time schedule for routine reports should assist in determining 

when reports should be presented and TTill enable the necessary 

mechanism to be set up for collecting the relevant information. 



-181-

~acker and Jacobsen (op . cit . , p 325) state that direct material 

and labour variances should be reported daily, whereas factory 

overhead variances are better reported on monthly. 

Kni ght and ~ rrurm (op . cit. , p 290) do not give general rules . 

Instead, they stress that the value of current information should 

be balanced against the cost of preparing , reading and assimilating 

tho information. They ar e. quite rightly implying that managers 

should not be expe cted to read numerous report s in excess of what 

is necessary for efficient control . ~' cited earlier, gives 

the computer as a solut i on to producing more reports, but does 

not i ndicJ.te how managers are to find the t :iL1e to r ead these . 

Part of the ans~er is in the nature of the report itself. Li 

(op .cit., p 293) lists four additional requirements as being 

"compar .:itive", "analytical", 11 concise" and "pertinent" • 

.(Lomparative means that standard and actual costs are compared and 

significant variances are brought to the .:ittention of the responsible 

manager s . The "principle of excer tion" s!lould be operated . 

Analytical ~ requires that the probable causes of the variances 

are stated on the reports, thereby locating the areas ~her e ~ast e 

is o ccuiring • Conciseness means the emphasizing of key figures and 

eliminating all superfluous details . This reduces reading time 

and allmrn better comprehens ion. This is the accounting lau, the 

"standar d of materiality". On the aspe ct of being pertinent Li 

points out that the information should be included only ti" it 

initiates some action - this is a part of the concept of responsibility 
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accounting . 

Unfavourable variances can be distinguished from favourable 

variances by the use of the t.-10-colour technique (Li , op.cit ., p 293) : 

unfavourable variances are shown in red and fGvourable variances in 

black . Dicke_;y (op . cit . , p 20 .41+-) lists ways of speeding up 

the issue of reports . These range from careful planning of 

operations to the use of electronic data processing . Two of the 

suggestions a re the employment of standard costs and the careful 

training of accounting personnel . 

On the content of the reports there are t wo main possibilities: 

they can be expressed in physical unit s or in financial terms . 

Often both may be employed within the same system. 

~ (op . cit ., p 366) states tha t the financial values provide 

the "objective measuring stick of supervisory accomplishment" . 

However, other measures may also be employed such as lost-time 

percentages, scrap ratios , and breakdown reports . The difficulty with 

these physical measurement s is that t he ir importance is hard to assess unless 

a financial value is also given . 

Die~ (op . cit., p 20 .41+-) is of the opinion t hat operating supervisors 

generally understand physical facts quite readily and therefore 

reports should be presented primarily in t erms of physical quantities . 

Although £.i_ckey is correct in some circumstances this general rule 

that supervisor s • reports should be in physical quantities is 
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somewhat misleading . In a complex situation the supervisor may 

have dif:ficulty in appreciating the true significance of physical 

11 variances 11
• In any case the supervisor should not be expected to 

evaluate his own performance . More usually a copy of the 

reports issued to supervisors would also be sent to departmental 

managers who would also wish to kn01,1 t he significance of the 

information . Usually the only common factor is the financial 

values; i . e. the actual and standard costs . For this reason 

reports in physical terms only should be used with caution . 

(2) Organization for Reports 

Reports should be organized along systematic lines so that they 

emerge at the right time and in the right place . Gillespie (op . 

cit ., p .153) suggests that the reports should be organized as a 

pyramid, with the president's report at the apex and the foremen 1 s 

reports at the base . Backer and Jacobsen (op . cit ., p 325) suggest ---
that the structure of the organization and the assigning of 

responsibilities should be quite certain and explicit. 

Co- ordination of the control aspect should receive attention . A 

business is a dynamic organism nhich is in a constant state of motion . 

In practice - as seen from experience and research - there is a 

tendency for reports to be produced lo£g after t heir usefulness has 

CG?,sed or vrhen theLare l a_££e:SZ, inapEE.opriate . The numbers and 

types of reports should be kept to a minimum and they should all 
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be part of a co-ordinated system . Reports prepared and issued 

in isolation tend to be of l:iJnited value . 

The organization processes of control can of ten best be aerved through 

a budget committee . hl (op . cit ., p 337) suggests that such a 

committee cun be charged with the responsibility of reviewing 

divisional budgets and dealing with the approvals for each budget . 

The advantages cla:iJned are the increased divisional co-ordination, 

better participation by managers and the emphasis on planning as 

a line function . 

Backer and Jacobsen (op . cit ., p 396) stress the need for establishing 

well-defined company objectives . In addition , there should be a 

causal relationship between plans (means) and objectives (goaJ.s) . 

This in accordance with the theme of this dissertat ion: that 

rnana. ement plannwg and control should be organized along lines 

which embr ace all functions . 11 The organization of the management 

accountancy system should be designed for the particular business . 

It should be capable of providing the information required for 

aJ.l levels of management in or der to achieve max:iJnurn efficiency" . 

(Batty , Management accountancy p 13) . 

Dickey (op .cit ., pp 20 .46/47) states that although electronic data 

processing and computers can speed up reporting there is a danger 

that too many reports will be issued . Furthermore , the significant 

facts can be "overlooked in the sea of data" . There is a necessity 

to review the entire list of reports at regular intervals , eliminating 

any that cannot be justified . 
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The organization should enable all relevant facts to be collated 

before a report is issued. Cowan (op.cit., p 343) emphasizes that 

a complex problem requires a study of all the facts and "off the cuff" 

conclusions should be avoided. Reports which mislead or are 

capable of a number of interpretations should be avoided. 

In connection with the organization for reporting it is important 

to notice that the purpose of reporting variances is primarily to 

show managers what is going wrong . K_ni gh:f:, and Weinw~m (op.cit. ,p. 

295) look on the process as one which determines causes and 

responsibilities . It should not be regarded a·s an inquisition 

to find guilty parties or scapegoats. The aim should be to 

prevent a r epetition of unfavourable occurrences and to effect 

improvements in the future (cf . Chapter 3) . · 

Evans-Hemmin_g (op . cit ., p 22) strongly recom.mends that integrated 

accounting should form part of the organization . This means that 

one set of accounts would be employed to cover all aspects of 

management accountancy, instead of separ~te accounts for costing 

and another set of records f or financial accounting . This point-

of- view has much to commend it J?FOVided tho system is designed 

for management and not primarily for financ ial accounting or taxation 

requirements . For c1 di scus sion on the uoal;:nesses of a system 

which is ori entated in the field of conventional accounting readers 

are referred to Battz (Management D.ccountancy ppl4/15) . §.£._rgdrager 

( op .oit ., p 12) has also stressed that i ntegration as advocated by 
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the earlier writers has resulted in cost accountancy "developing 

into a technical and professional technique without any background". 

This is J. very severe criticism which, unfortunat ely, is very true. 

Although financial accounting is now being put in its true place 

in relation to cost accounting there is still a considerable 

legacy l ef't from the early developments . (see Chapter 5). 

Effective use of reports is vital t o the operation of a system 

of control. 

Dickey (op.cit., pp 20.48/49) stresses the need for co-operation 

between those who prepare reports and the managers who use them. 

Good communication is essential c.:.nd. tho a ccounting staff should 

assist as much as possible in sh-:-~,-ing managers and supervisors hon 

they can utilize the f a cts. If the corrective work involved is 

very l ar ge the manager should be assisted as far as possible by 

l etting him knon which variances are of signir'"'icance so that 

they can be tackled first. Backer and~~ (op.cit.,p409) 

report that social scientists have been critical of accounting 

methods used for evaluating performance. All too often the 

standards are regarded as "pressure instruments" and as a r esult 

they can build up resentment within the organization. In 

addition, performance standards can cause d.& pa rtrnental conflicts 

by managers trying to pass the blame onto other departments . 

Finally, the standards are often inflexible with the r esult that 

they are soon out-of-date. 
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These criticisms oan be very real and efforts should be made to 

overcome them or, better still, to avoid them altogether . 

Having managers and employee representatives involved in setting 

standard costs can avoid r esentment. The author regards 

participation as an essential part of budgetary control . It 

should certainly be treated the same way for standard costing. 

The departmental conflicts can result from the lack of clear 

organizational lines and definition of responsibilities . g 
(op.cit., p22O et . seq .) stresses the need to have a sound 

organization v1hich gives the required information. In 

particular he suggests that there shculd be a clear distinction 

made between cost in any particular department and cost 

incurred elsewhere . In short, there should be a clear indication 

when cost ~as added and by which cost centre . This procedure 

would certainly avoid the possibility of conflict between the 

various managers . 

Flexibility of standards is stressed earlier in this chapter. 

The need to revise periodically is covered in the next section. 

Once the appropriate organization has been establishe d the detailed 

analysis of reports can take place . These will show the detail 

and contents appropriate to the level of manager concerned. It 

is not intended to give a complete report structure here . One is 

referred to suggestions in the works of Gilles_E,,ie (op.cit., p 153), 

Evans -Hemming (op.cit., p 25) , Dickey (op . cit. , pp20.38/39) and 



ll (op . cit.p.303.et.seq.) (see Chapter 5) . 

breakdown is into: 

One possible 

(a) General reports - for top management 

(b) Production reports . 

(c) Sales reports 

(d) Distribution r eports . 

(e) Administration reports. 
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This follows the normal functional organization and is to be 

recommended . It is both logical and all - embracing . (Batty, 

Standard costing p 298) . 

(3) Revision of Standard Costs 

For any standard costing system to operate efficiently the standard 

costs should be realistic, accura t e and meaningful as prescribed 

in the earlier parts of this thesis . Moreover, there should be 

means provided for keepin; t hera up -to-dat e . 

Gillespie (op .cit., p53) states that in practice some companies 

revise standard costs once a year . This author then goes on to 

explain how the revision work can be effected by having special 

columns on the standard cost cards . 

Another vien is that "standards should be reviewed periodically 

to ensure that recognition has be en given to changes •••• " (Backer 

and Jacobsen , op . cit ., p 297). Henrici (op .cit., p 390) talces 

a more positive view . If new operations or processes are added 

the recommendation is that the standard costs should be compiled 
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ana/or revised immediately. For other changes an annual revision 

would ger.erally be adequate . From an accuracy standpoint the sooner 

a revision is made the better, but the administ r ative costs 

involved may decree deferment to once a year . Any significant 

changes can be separated by means of a r evision variance. (cf. 

Batty, Management accountancy , p 355 .) 

A feature which should be incorporated into any standard costing 

system is the need to keep standards constantly under review. 

Even when variances are favourable there should be no question 

of assuming that performance is satisfactory. If favourable 

variances are consistent they should be investigated uith a view 

to incorporating the improvement in the revised standard costs 

(Evans -Hemming , op . cit ., p 59). 

Cost control ofton l acks a dynamic approach so n0cessary for 

effecting cost reduction . Standard costs may be left unchallenged 

over a period although the variance analysis will have made some 

contribution toqards improving operating efficiency (Institute 

of Cost and ~~LAccountants, Cost reduction , London , 1956 p .8). 

There is a need to give full recognition to the fact that 

methods and processes cc1n be improved and that conditions do 

change . Improvements can result in cost reduction , a higher level 

of efficiency can r educe ,;aste and , therefore , also reduce costs . 



It follows that standard costing should be cost reduction 

orientated. "Products, processes, procedures and personnel 

-190-

are subject to continuous scrutiny to see nhere and how they 

can be reduced in cost" (Institute of Cost and Works Accountants 

ibid p8). There should be continuous and planned research which 

is constantly being follo~ed up. 

Value analysis is a special for m of. aost reduction programme. 

It seems to have evolved as a separate technique in the early 

1950s. The Design for Production productivity team report 

produced in 1953 refers to its use . Its main purpose is to 

examine every possible idea , process, material or other aspect 

to consider whether costs can be reduced. 

systematic fashion. 

This is done in a 

All aspects are consider ed from t wo angles - the costs and the likely 

value as determined by market conditions . A brief definition 

has been formulated in the follo'l7ing terms: "the comparison of 

the cost of an object with the value obtained from it, to 

determine whether the value justifies the expenditure". (Glossary 

of management techniques, H.M.S. O., London, 1967; no n~ber). 

Suggested questions which may be cons i dered by a value analysis 

committee are as folloTTs: 

(a) "Does its use contribute value? 

(b) Is its cost proportionate to its usefulness? 

( c) Does it need all its features? 



(d) Is there anything better for the intended use? 

(e) Can a usable part be made by a lo~er cost method? 
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(f) Can a standard product be found nhich will be usable? 

(g) Is it made on proper tooling, considering quantities 

used? 

( h) Do material , r easonable labour, overhead and profit 

total its cost? 

(i) Will another dependable supplier provide it for less? 

(j) Is anyone buying it for less?" 

(Institute of Co_~2-,nd V{orks Accountants , op . cit ., pp 47-49) 

This is the value analysis approa ch to cost reduction. This 

should be built into a programme ~hich is fully co-ordinated 

with the management accountancy system . 

Knight and Weinvrurm (op . cit ., p 344 et . seq. ) are in agreement 

with revising budgets when necessary . However , they warn against 

the too ready acquiescence to budget revisions . The budgets, 

in these circumst ances , may be treated too lightly. Only if 

the goals l aid down a r e imposs ible should the lesser goals be 

agreed . In any case , the decision for any change should rest 

with the appropriate committee or senior managers . Line managers 

should only be allorn.:id to suggest changes, but never to carry 

them out unless approved . 
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(4) Conclusion on Control 

True cost control can only come from properly established standard 

costs operating ~ithin a co-ordinated system. Variations from 

plans made should be brought to the notice of managers so that 

action can be taken a s early as possible. 

The organization for control must be planned so that variance 

analysis and reporting are as ' aut omatic ' as possible, thus 

complying with cybernetic principles . Because of the dynamic 

state of any business, there should be adequate provision for 

revising the standard costs . 

3 . USES OF STAND.ARD COSTING 

Many managerial uses have been advocated for standard costing. 

This section is concerned -1ith examining the principal benefits 

claimed . Various writers have put forward their vie~s and these 

are summarized: CoTTan (op . cit ., p 226) gives the following 

uses of standard costs: 

(a) Cost reduction and cost control . 

(b) Pricing . 

(c) Stock valuation . 

Henrici (op.cit., 375) mentions other possibilities:­

(d) Salary evaluation . 

( e) Cost estimating. 

Gillespie (op . cit ., p 13) gives a number of uses mentioned by~ 

and/or Henrici . In addition ~ 



(f) Measurement of profits . 

(g) Business planning. 

a Cost reduction and cost control 
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These are considered in the order shown, except cost reduction 

and cost control which have been examined earlier . 

b Pr icing 

Pricing products is fraught with difficulties . In his classical 

v,ork A. Marshall (Principles of economics, Macmillan , London, 1920 

(1949 , 8th edition, reprint) , p 290) discusses the role of supply 

( cost of production) and demand ( utility) . Both are important, 

but there is a tendency for demand to have the greater influence 

in the shorter period . As Marshall stat es: 

"Wo might reasonably dispute whot h0r it is the upper or 
the lo~er blade of a pair of scissors that cuts a piece 
of paper , as ~hether value is governed by utility or 
cost of production" • 

Certainl y both supply and demand nill influence price . In this 

section the concern is Tiith hoTT much reliance can be pl~ced on 

costs as a basis for pricing . 

The Institute of Cost and Works Accountants (An introduction to 

budgetary control , standard costing , material control and production 

control , London , 1950 , p 33) state that standard costs can be 

used to predict costs . \There the demand for a product is elastic , 

this infor mation can be used as a basis in fixing selling prices . 
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J.E. Smith and J .C.W! D~ (Advanced cost accountancy, Gee, 2nd Ed. 
1961+ 

London,' p 70), state that II cost alone does not determine selling 

price" . Competition often deterraines price so that the main 

task of a manufacturer is to control costs. These should be 

based on costs, but ~ith the necessary adjustments made to allow 

for market conditions. There is, therefore, a strong body of 

opinion which acknowledges that costs alone should not determine 

price . This does not mean that costs can be disregarded. 

In many fields , v:here contract vwrk is involved, the estimated cost 

is often the only information available on ,1hich to base prices. 

McNeill and Clark (op.cit., p 86) state that before starting to 

produce a nen commodity an estimate should be made of the 

probable cost . This stresses the pl ai~1ing aspect : there is a 

need to decide beforehand what is going to be involved in terms 

of cost. 

Buyers and Holmes (op . cit., p 203) observe that many jobbing and 

contract businesses are relatively unaffected by the prices of 

others . If an estimate is reasonable then the customer accepts 

and the ~ork is done . These are general observations. They 

show that there is a distinct relationship between cost and price, 

but the extent of this will be determined by the circumstances 

and the length of period being considered, It would be most 

un,1ise for a businessman to rely solely on costs as a basis for 

pricing . Bet,1een the incurring of expenditure and the "value 



-195-

judgement at tho moment of exchange" there can be a conside rable 

difference betTTeen the original cost and the r eplacement value . 

(vide Sorgdrager , op.cit ., p 41) . 

In addition to changes through time there is also the question of 

effective utilisation of the business resources . As stressed 

earlier , there should be a clear distinction made between 

avoidable TTaste and cost - only true costs should enter into the 

total cost of a product . 

Standard costing, with its emphasis on efficis ~t and optimum 

activities should come a s near as possible to showing TThat costs 

are to be incurred on a repla cement value basis . 

On the length of period involved a nwnber of a ccountants and 

others have advocated that , in the short period, marginal costs 

are more meaningf ul than those given by the total or absorption 

cost methods . This as s ertion is based primarily on the 

difficulties a ssociated with the alloc~tion and recovery of fixed 

overhead costs . 

D.R. C. Halford (Differential cost s and management decisions, 

Pitman , London , 1959, p .5) notes that price is made up of t wo 

elements=the cost and the profit . The argument put forward is 

that these t wo el ements a re not related and , therefore , should be 

treated quite separately . His arguments for this proposal are 

not at all clear and , t herefor e , a r e not r epr oduced . 
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Halford then goes on to develop a theory of marginal costs (or 

diff~rential costs) . The direct expenditure - that ~hich can 

conveniently and wholly be identified with the particular unit -

has to be determined (op.cit . , p 7) . Backer and Jacobsen 

(op .cit ., p .368) stress that fixed costs are treated as period 

costs rather than products costs . This means that the direct oosts 

only are recovered in the cost of the products. 

The Institute of Cost and Works Accountants (A report 

on marginal costing, London, p ~8) defines marginal costing as : 

"The ascertainment , by differentiating between fixed 
costs and variable costs, of marginal costs, and of 
the effect on profit of changes in volume or type 
of output" . 

The concern here is with matginal costing in so far as it may 

be employed f or a scertaining prices ; in particular , the use of 

marginal costs ,1ithin a standard costing system . Nevertheless, 

it is important t o notice that t hor 0 arc differences of opinion 

on the definitions eL".) l oyc,;~ and their interpretation . For an 

analysis of the position r eaders are referred to Sorgd.rager (Is 

direct costing a useful tool for management ? The accountant , 

London, 18th June, 1966, p 774). 

With marginal costing the selling price is determined by reference 

to the variable costs . These are not distorted by changes in the 

volume of output as are fixed costs (unit costs vary according 

to the number of units produced). (Institute of Cost and Works 

Accountants , A report on marginal costing , p .17) . 



The marginal costing approach to pricing may be summed up by 

the formula: 

Sales price minus Marginal cost = Contribution 

(11§.U,;y . Management accountancy p 278) 

If a sales price makes a contribution (i.o . a figure in 
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excess of marginal cost) then, so the theory states, the price 

may be r egar ded as satisfactory . 

Backer and Jacobsen (op . cit . , pp517/8) assert that this form of 

pricing gives greater flexibility . The pricing executive has 

more latitude. He can estimate the price and volume which will 

maximize profits . This means that when there is exiess capacity, 

orders uhich cover more than marginal costs should be accepted 

by the business . 

The advocates of marginal cost ing stress that pricing on marginal 

costs is logical and consistent . Hovrov0r, this vier, is not 

generally acceptable . Sorr!G of the prc:bl s:..:iS a ssociate d rlith the 

idea of using marginal costs only for pricing are very real. 

H.L. Thomas (A critical examination of direct costing, the Australasian 

Institut e of Cost Accountants Bulletin , Oct-Dec 1964, p 35 et.seq. ) 

examines the claim that direct costing is of assistance in fixing 

prices . This author is of the opinion that the contribution 

thrown up by a direct cost i~g calculat i on would be useful in 

showing the ~tion of onuroduct to another in terms of the 

ability t o ear n contribu:ti<:?,!lll ; this is not the same as the 

oorrect approach to pricing. 
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In many cases the price is not even determined by manage□ent , but by 

competition; even if the price c.:i.n be set by management , reference to 

direct costs alone may be misleading . Fixed costs have also to be 

recovere d in the selling prices . A nuch better plan is to have 

information on the direct costs , but "absorption costing which 

a+loTis for fixed costs in the cost sheet is a better aid for 

management in selling price decisions than direct costing" . (p.36) . 

The Ip.atitute of Cost and Works Acc0Jg.1tants (A report on marginal 

costing, London, 1961 ppl4 and 34) qualify the general approach by 

suggesting the use of a limiting factor - "that factor in the 

activities of an undertaking which at a particular point in time 

or over a period will limit the volume of output" (p .32) . Examples 

are shortage of direct labour , direct material or some essential 

service . When a limiting factor exists the calculation ,10uld \7eight 

the figures so t hat -c ~1e importance of the l imiting factor would be 

considered in the calculat ion . 

In the calculations given a number of assumpt i ons are made in order 

to illustrate the appreciation of the selling price technique . These 

include the total sal es value and the profit expected . Yet an 

alleged advantage cf marginal costing is that it avo i ds the conf'lict 

uhich arises when volume of output has to be anticipated . Gillespie 

(op . cit . , p 136) states that ~ith absorption costing the standard 

cost ~ill be affected by the particular volume being produced and 



this fact will affect the total cost and the price . For the 

Institute t o arrive at the budget and relevant figures (p .35) 

a knowledge of the expe ct ed volume had also to be available . -
For long term planning it would appear th.at knowledge of the 
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volume of output is very essent ial . Gillespie (op . cit ., p 136) 

an advocate of direct costing admits that : "Absorption costing 

emphasizes the long-run view , v!hich is concerned with the 

amount of cost that must be received in selling prices to stay in 

business." T~ (op . cit ., p 29-40) stresses t hat the alleged 

disadvantage of fluctuations in output is now more illusory than 

real , especially with the tremendous improvements which have 

t aken pl ace in forecasting in r ecent years. 

On the matter of fixed overhea d costs their exclusion from the 

calculation of product cost may be feasible provided the me thods of 

production are similar for all pr oducts . · If the processes and 

degree of mechaniz~t i on are not s imilar then fixed costs cannot 

safalJ be ignored . 

From what has been stated it should be apparent that the marginal 

costing approach to pricing is primarily a short-term concept . A 

general adoption of this pract ice can be dangerous and unsound . 

Marginal costs can be useful in f:::zing prices or in ascertaining the 

ljjcely profitability of pr oducts, but, in the long run ill costs have 

to be conside red . 

Sorgdrager (Is direct costing a useful tool of management? op.cit., 
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p . 777) sums up the position VThen he states ; 

"From a theoretical and critical analytical point of viev,, 
the D.C . method must be considered ineffectual . But 
this does not mean that ·tis unusable . Despite certain 
objections to it the system can be fully utilized, provided 
a system of full costing is also employed . " 

Thomas explains that direct costing does not eliminate the problem 

of the unfilled shop , but rather helps to isolate the difficulties. 

This author then goes on to state t hat he doubts if any manufacturing 

business using up-to- date methods of standard costing or budgetary 

control would find any advantage by sTiitching to direct costing . 

c Stock Valuation 

The importance of stock valuation has been summarized in the follo~ing 

terms: 

11 (1) The desire to show a true and fair view of the operations 
for a particular year in terms of profit earned . 
Changing the basis of valuing stocks of ra\7 materials or uork­
in-progress can affect the figure shown for profit . Accordingly , 
there is gener al agreement that, once the most suitable method 
of valuing has been determined , this should be used consistently. 
Arising from (1) above , there are other factors i7hi ch may be 
affected . 
(2) Profit earned affects the tax payments due in respect of 
a ~art icular year . 
(3) The capital of a bus i ness, expressed in real terms is 
affected by the method of pricing issues from the stores . 
Some methods use actual costs and , therefore, tend to overstate 
profit in a period of rising prices . Others attempt to employ 
current material prices and , therefore , to charge replacement 
costs, thus more truly stating the profit earned in a particular 
period . 
(4) The price of shares of a company tends to be affected by 
the cyclical movements of pr ofit s . 
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(5) Optimism or pessimism may be induced by the profit 
earned in a particular year. This can have far-reaching 
effects on the attitude of directors and lending institutions 
such as banks, leading, in turn, to expansion or r0duction of 
production capacity. In short, there tends to be a close 
link between trade recessions and profit-earning. 11 

(Batty, Management accountancy, p 618). 

Stock valuation is surrounded by problems and , as one author has 

stated, even accountants cannot agree amongst themselves. (~ 

P. Gumbrell,Some problems of stock valuation, the Accountant, London, 

27th May, 1967. p .698 et .se q.) This is not the place to examine all 

these problems , but to look at the question of valuation on the 

basis of standard costs. 

If a standard costing system is in operation where the stcres and 

uork.;.n-progress accounts are kept in terms of standard costs then 

much work can be avoided by leaving the stocks at these values. 

A further advantage of the procedures is that material stock cards 

can be recorded in terms of quantities only. 

op.cit., p 160). This procedure can result in clerical savings 

and speedier postings to the stock r ecords (p,585). Gillespie 

(op.cit., p .13) states that "actual costs are not typical" and less 

clerical uork is involved TThen standard values are used . 

The supporters of mar ginal ( direct) cost ing clo not get recognition 

from the income tax authorities of many countries . Gillespie_~ 

(op.cit., pp 135/6) provides evidence to sho,1 that direct costing 

is not allouable for etook valuation purposes. 
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Conan (op . cit., p . 298) states that this "view is supported 
by income tax lau" - the main exception being the Duple 
Motor Bodies Case . (Ostime v . Duple Motor Bodies Ltd (1961) 
2 all E.R. 167) . For details of the findings of this case 
readers are referrecl to Batty : Management accountancy, p.622. 

In substance, the outcome of the case r.ras that any reasonable method 

of valuation could be employed - the determining factor was nhether 

the val uation gave a "true and fair viei.: of the profit or loss for 

the year" . This view ii'as r eaffirmed by Re commendation No. 22 issued 

by the Institute of Chartered Accountants in_!n~land and Wales . 

The position in Brita.in is that standard costs, uhethcr marginal 

costs or full costs, would be accepte::tilsl , provided they are reasonably 

accurate and are current standards . (H .G. Thomas, Stock valuation -

the revenue ' s vieu , The a ccountant , London , 17th February , 1962) . 

With stock valuation the eff ect on profit should always be borne 

in mind . If standard costs are carefully predetermined in accordance 

11i th the principles advocated 00..r lier in this thesis , then bot h product 

costs and stock valuations are likely to reflect the economic 

sacrifices involved in the manufa cturing and other processes involved 

in bringing the 111aterials or products to their present state . The 

same prices TTill be cha r ged to production and for valuation . 

Because of this , profit f:..1:;i.u'tJs should be more realistic than uhen 

other met hods are used . 

Henrici (op . cit ., p 302) sees no difficulty in k eeping stocks of rau 

mat erials , work- in- progress and finished goods at standard cost s . 

One problem uhich may a rise is uhere the actual price paid is less than 
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standard cost. In this case Henrici suggest s that the standard costs 

should be revised or an adjustment made to stock vaJ. ues . 

This matter is linked i7ith the disposition of variances . Where 

stocks are kept at standard cost the general rule folloued is 

that variances are writt en off to profit and loss account . The 

arguments for and against uriting off variances ar e oonBidered by 

Henrici (op . cit ., p .109 et . seq . ) The objections are primarily 

concerned with the nature of the standard costs. Standard costs 

may be "hypothetical costs" uhich cannot even be attained . If 

standard costs are to be used then they should be realistic and 

attainable (cf . Bat~ Standard costing, p,329) . 

C.QR<m (op . cit . ,P . 237) expresses the f act that the "majority view holds 

that standard. costs are noxmal costs" and, therefore, stock 

valuation should be based on these. A qualifying statement concludes 

that some adjustment may be necessary to alloi"l for over-absorbed 

fixed overheads . 

A similar vien is put f'oruard by P.2£.~~ (op . cit . , p .16 . 20) \,ho quotes 

from the Accounting research bulletin No . 43 (American Institute of 

Cer tified Public ~~t ants) : "Standard costs a re a cceptable" provided 

they represent current con,l it i ons . Moreover, they provide 

valuations nhich are conservat ive be cause the cost of ,1aste , loss 

and inefficiencies have been eliminated from the true costs . 

Thero does appear to be a strong body of opinion ,;,hich would favour 
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(p.16 .21) .( The pos ition TThich exists 

in pract ice i n Britain is covered in Chapter 5.) 

d . Salar y Evaluation 

Henrici (op . cit ., p 375 et . seq . ) suggests a salary scale r.rhich has 

a pos itive link ,;,1 ith the standard costing system and therefore 

standard costs . Supervisors are paid "for the authority and 

responsibility required to control ~ portion of the company ' s money 

in the form of uages , materials and nanufacturing expense" . For 

this reason it is recommended that j ob evaluation should be use d . 

Job values uould be determined by reference to the controllable costs 

and a bonus paid on effic iency achieved in controlling these . 

This principle could also be extended to the calcuL:1tion of nages as 

opposed to salaries . 

Gantt a pioneer of incentive schemes devised a system v1hich allotted 

a standard time to each unit of production and pa id the TTorker on 

the basis of the standard times achieved . This method is commented 

on by Dick~ (op . cit ., p .6.3() ,Jho observes thut it is 11 especially 

adaptable to companie~ uhich use a standard cost system" . This 

method is sometimes kn:>.:11 c•.r, a "standard time sys t em". 

In recent years there has been a. move tonar ds "measured day rrork" . 

This depends on scientifically determined uork standards and is a 

system of " contractual relationship between management and workers" . 

There ar e difficulties associated Tiith introducing this method, 
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including overcoming the emphasis on the purely financial motive . 

Fo1 further details of ,rnrk measurement and piece rate schemes 

readers are refe r red to an article by £_. On~ (When should 

piecework be abandoned? The financial times , 2nd Feb. 1967, p .13). 

For the purpose of this thesis it is important to note that reliance 

is placed on standard t imes nhich would obviously be used nithin 

the standard costing system . There is, therefore , a direct 

relationship betTTeen the sacrifices involved and the payments made 

to uorkers for those s~crifices . This is in accord nith the 

philosophy of standard costing as defined in Chapter l. 

Many other incentive schemes use standard times . Straight piece 

rates, piece rates with guaranteed day rate, differential piece 

rates, premium bonus schemes and various efficiency plans all 

depend upon the establishment of realistic t argets (vide Institute 

of Cost and Works Accountants Employee remuneration and incentives, 

London , p . 25 et .seq.) 

Any system which employs standard times determined by efficient 

time study has advantages because it can be used as a basis for 

pr oduction control and standard costing. 

According to R .G. Willians (Methods of remuneration, Societ y of 

commercial accountants, Bristol , 1954 , p . 22) , -.hen speaking of 

differential pi ece rate s cheraes , any rate fixing"must be planned 

scientifically on the basis of time studies by qualified observers, 

otherrlise the employer or rrnrker ,1ill be penalised where the rates of 

remuneration are too high or too lon respectively". This concept 
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was discussed earlier in connection TTith the establ ishment of standard 

times for standard labour costs . 

e . .Q.2._st Estimatin6 

On estimating Henrici ( op .cit ., pp380/1 ) states that the use of 

standard costs greatly facilitat es estimating for neTT products . 

Actual operating costs are rarely very accurate . When standard 

costs are installed a thorough analysis of all operations is 

necessary and this results in greater a ccuracy . 

McNeill and Clark (op .cit . , p .38) observe that one of the earliest 

uses of cost accounting nas to provide figures for estimating 

prices . This is still regarded as "one of its most important 

functions." The authors note t hat costs have to be predetermined 

for raTT mat erials , equipment usage and labour times . The first 

tno (raTT mc1t erials and equipment ) are r egar ded as having their 

values or costs determine d by the action of the open r:iarket , "but 

TTithout proper time values it is not a,;;are of the r.ianhours that 

should be expended in converting the ran r.1aterials to the end 

product" . ( ibid . p .32/.J.) . 

The authors are no doubt correct in stressing the importance of 

obtaining true labour st andard ti.mos. HoTTever , they are TTrong 

in giving the impression that a business can rely on the "open 

market" for accurate standards for materi als and services . 

Predetermination of costs for these t TTo essential factors is often 
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important is misleading . ,P . _£§.rroll (Ho,1 to control production 
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costs , 2nd ed . McGr a~1 Hill, New York, 1953, ? .lOl)asserts that 

material variances arc "someti me s gr eat er t han all others combined". 

This certainly does not subst antiat e t he vieu s of Mcifo ill and Clark . 

Neverthel es s, t he basic appr oach of t he se t uo authors in insisting on 

realistic standar ds is correct and cannot safely be i Gnore d . 

The difference between t rue standar d costs and estimated costs is 

noted earlier . Many est imat es used f or pricing a r e f ar from 

the scientific standar d costs envisaged by McNe ill and ~ 

and other uriters quoted in connection uith the definition of 

standar d costs . Dick.2l (op .cit.p .14 . 2) quot es a number of authors 

in establishing t hat estimated costs a r e ~i standar d costs and 

that the f or mer a r e usually l es s a ccurate than the l atter . Often 

est imated costs are nothing more than guesses, although t hey may 

approach r easonabl e a ccuracy . Some est imat ors simply l ook f or ~hat 

t he a ctual cost I!,_~be. r at her than rrhat it should be as with 

standar d costing . The defe ct s of the se "a ctual costs" ar e well 

knmm and the outcome of t he estimating may be a r esult 1,-;hich is 

"s ome11her e bet 'l7een a very rough guide and a r eas onable estimat e11
• 

Ther e may be l oss of a ccuracy, di fficulty of interpretation, and del ay 

in taking action because nobody '17ill be certa in 7.hat the costs mean. 

(~ , St andard costing , p .1) . Wright ( op . cit ., p .92) l ooks at 
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the process in revers e v:hen he states that cost est imates can be 

use fo r building up tho standard costs . This author then goes 

on to describe hoIT a printing company had redesigned the form of 

the cost estimate so t hat it could be usod for a standard costing 

system. 

The conclusion TThich must be r eached is t hat st andard costs can 

be extremely useful for estimating for contracts . When using 

predetermined costs of any kind a manager should be raade aware 

of their nature and limitations : othernise there is a real danger 

that losses will be made by quoting unrealistic prices . 

f . Measurement of Profit s 

Gillespie (op.cit ., p .129) appears to be in f avour of using the 

direct costing approach for eliminat ing any variations in profit due 

to changes in the values of stock holdings . 

The question of the correct approa ch t o calculating profit is very 

much related to stock valuation and to the methods of dealing ,vith 

the recovery of fixed GVJl'~ ead costs . Be cause there are differences 

of opinion on these matt ers (see "Stock valuation" earlier in this 

chapter) , it is inevitable t hat there should be discord on the most 

suitable form of accounts t o employ - uhether marginal .2! total 

(orthodox) accounts should be used . 

The arguments for and against a.r e summarized by Batty 
(.Management accountancy , p . 235 et . seq . ) 
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What should be noticed is that , when t otal standar d costing is 

employed, the stocks ,, ill be valued at standard costs not some 

a ctual cost \,hich has been affected by cm unexpected fluctuation 

in the volume of output . I n addi~ion, if different sections 

of a busi..~ess benefit in varying de gr ee s f rom the use of assets 

which incur fixed costs, then a much more r ealistic approach TTould 

be t o allocate ana/ or 8.pportion fixed costs t o the relative cost 

centres on the basis of the benefit being received. This would 

apply when one cost centre is highly me chanized whereas another 

is operate d by hand labour. 

When speaking of profits it is necessary t o consider TThe ther 

there has been the correct mat ching of costs and revenue. This 

proc ess is vital for the calculation of profit for each year . 

It is the CTost practical ~ethod avai lable, although there ar e 

othelll such as comparing the net 11orth at the beginning and at 

the end of a period(~ R.S . Gynther, Accounting for price l evel 

change s - theory and pr ocedur es , Pergamon Press, Oxford , 1966 p.38 eti 

seq . ) 

Gynther (op .cit., p 41) states t hat a ccountants should not ignore 

price changes and they should "use current cost figures when 

matching ex-penses with revenues in the pr ofit determination 

process". This approach coincides with the theory of cost accounting 

developed by Sorgdrager cited earlier , and is along the lines 

advocated by Batty (Management accountancy) who has stated: 



-21 Q_ 

11 Shm1ing costs at current figures VTith sales at current 
values is the only l ogical method of calculating t he 
r esults of a year ' s oper ations " (p . 629). 

There is no universal a gr eement on the need t o maintain capital 

intact in r eal t erms and t o shovr r evenue ana. costs in c11rrent t er ms . 

However, more and nor e a ccountants ar e r ecognizing that the problem 

has to be t a ckled or t he account ant i s not showing t he effectiveness 

of the utilization of management r esour ces. Chambers (op . cit., p 114) 

stat es that ma intenance of capital in terms of assets must be obtained . 

in r eal terms f or pr ofit t o be earned . The Institute of Cost and -~--- -
Works Accountants (The a ccountancy of changing price levels, London, 

1952 , p .9) mnkes it clear that ther e shoul(l be a statement made t o 

show whether the r eal value of capital cont r ibuted has been 

maintained continuously . !,h_W . 8weeney (Maintenance of cnpital , 

fr om "Significant accounting essays ." edited by M. Moonitz and 

A.C . Littleton, Prentice-Hall, En{;1.e-;-rood Cliffs, N.J . 1965, p .257) 

as serts that "maintenance of absol ut e capit al measured in t er ms 

of general purchasing pouer seems most worthwhile ••••• " Other 

authors could be cit ed, but enough should have been sa i d to 

indicate that the support f or the mai nt enunce of capital, and, 

t herefor e , revaluation a ccounting, is very strong . 

The I nstitute of Cost and Works Accountants st ates quite firmly that : -

"To a certain extent s t andar d costs (the us e of which is 
constantly r ecor.une nded) recognize the need f or basing 
accounting infor mation on current, as opposed t o original, 
money values" . (p .10). 
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Th' theme of t his dissertation is that , provided true st andard costs 

are devel oped and used , the matching ~hould produce a realistic 

profit ~hich may be used as a measure of ma.£,agemen~s progre~ . 

The definition of such a cost is cover ed earl i er . 

In connection with profit determinat i on it is important to establish 

that any principles followed should be used consistently and not 

varied to change the nature of the operating results . G.O. May 

emphas izes that: "Consistency is the second gr eat virtue of 

accounting " . . . . . , but explains that fl exi bility and adaptability 

are also essential (Moonitz and Litt l eto~ , op .cit ., pp 176/177) 

E.B . Wilcox and R.H. Hassler (Moonitz and Litt l eton (ibid p .146) 

state that "consistency calls f or the avoi dance of changes based on 

. " caprice • • • • • • 

In Britain this convention is given legal recognition. The Ei ghth 

Schedule t o the Companies Act 1948 sti pulates that any abnormal 

transactions or change in the bas is of a ccounting which affect the 

profit and loss in a material fashion should be noted in the 

published a ccounts . (Part 1, para . 14, sub - sec . 6a ) and b)) . 

Standard costing gives recognition to consistency by adopting nell 

defined principles for equating economic and t echnical sacrifices 

in t er ms of financial values. Ther e is no question of us ing a mixtur e 

of costs all of which have been incurred at different periods of time . 

I nstead , along the lines advocated i n this t ext , st andar d costs ar e 

employed nhich should sho~ in a pr ofit which is capable of comparison 
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If standar d costing is extended to the 

whole fiel d of sellillg and profit pl anning then standard revenues 

and standar d costs are being compar ed and any deviations (variances) 

may properly be r egarded as inefficienci es . This matter is 

considered f urther in the next section : the approa ch is ill line ~ith 

the complete illtegration of the a ccountancy syst ems uhich is stressed 

earl i er . 

g. Busilless Planning 

(1) Profit Planning 

Gillespie (op . cit ., p .14) looks on business planning to include 

budgetillg and the effects of changihg cost-price - volume r elationships . 

These matters are so interrelated that they should be included and, 

therefore , the question of management decisions vrill c.lsc be cover0c. in. 

this section . 

Profit plannillg "in depth" is regarded by Wright (op . cit. , ppl40/141) 

as being one of the most important features of direct s t andard 

costing . This author a r gues t h.at abs orption costillg is misleading 

and causes delays , whereas dire ct costing can pr oduce "short cuts t o 

executives decisions" . The usefulness of this technique has 

been examined in connection uith pricing . In the opinion of the 

author of this dissertation the classification of fixe d and variable 

costs and the adoption of marginal costing principles can be very 

useful ill appropriate circumst ances , but the exclusive use of the 
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technique is not advocated . 

The framework of management accountancy should be wide and 

comprehensive . There should be t otal inte gration of all systems. 

This framework should include financial policy and accounting, historical 

cost accounting , standard costing , marginal costing, budgetary control, 

decision accounting , control a ccounting, and revaluation accounting . 

If they are welded together into an efficient whole , they can then 

serve management in the best possible ways for the conditions and 

problems being ehcounter ed (~ Batty, Management a ccountancy, pp 4 - 15)• 

Backer and Jacobsen ( op . cit . , p .465) favour the use of an inte grat ed 

budget programme . This would involve a sales forecast and cost of 

sales and f a ctory budgets . These would , a ccording to the authors, 

be based on standard costs . The essentials of a profit improvement 

plan should include: 

(a) Specific proposals and the expected effect on profit 

of each . 

(b) A minimum rate of ret urn for each division and standards 

of performance . 

(c) The plans should embrace all aspects of tho business 

and be based on or ganizat i onal lines . 

(d) Reports should be part of the system so as to control 

the deviations from the pr ofit targets (p.488 ). 
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Backer and Jacobsen (op . cit., p.396 et .seq . ) regard the setting of 

objectives (the plan) and the establ iBhr:ient of standards of per forman ce 

as being part of an integrated systen . Houever , in pr actice they 

observe that the budgets (plans) may be revised and reviewed on a 

monthly or quarterly basis, but the stE!.ndar ds may be adjust ed less 

frequently . The variances ar e profi t "leaka ges " uhich affe ct the 

ultimate a chievement . 

In the view of the author of this dissertation the distinction beti1een 

budgets and standards helps in under s t andi ng their true nature . 

Budgets present the broad framework, whereas the standards provide t he 

necessary analys is and detail f or making the budgets uor kable . 

The observation made earlier - that budgots should be based on 

standard costs - still applies . 

A further vie .. on integrating all aspe cts of the accounting function 

is presented by I:_:!; ( op . cit . , p . 337 et . seq . ) . Profit planning is 

regarded as "the mat ching of estimat ed revenue and estimated cost 

of a budget period . 11 It is a top management responsibility which 

involves the co - ordination of all functional divisions and cost cent r es~ 

Li 1 s emphasis on "estimat ed" costs is unfortunate because he certainly 

has the corr e ct appr oa ch to the integ-ration of all a ccountancy functions . 

Ho~ever , this may be a mat ter of l oose t er minology for an earlier 

r eference speaks of standards being used for performance budgets 

,,hich , "uhen asserabled and co-ordinated at hif;he r administrative 

level~ , serve a s the basis for over all oper ating and financial pl anning 
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of an enterprise" • ( p .271) • 

From the sources quoted above it should be apparent that integration 

of all syst ems is a desirable aID . This approa ch follo,rs the logical 

pattern which should be adopted in business management : defining 

objectives and pl anning , controll ing, co - ordinating and carrying out 

the varied functions which are involved in management . These 

are discussed in Chapte2: 2 . 

(2) ~i~nagement Decisi~ 

Decis;ons have to be rrade by managers of all l evels. In fact, 

decis i on making is the s ecific t ask of executives : only they make 

decisions (P . Drucker, The effective exe cutive , Heinemann , London , 

1967 , p.95) . Knight and Wein,mrm ( op . cit ., p .123) distinguish 
,..,..,. - .,. 

between two types of models for d.0 cision making . There is the kind 

nhich involves the selection of alternatives and the other type 

which conveys information and which may be used for co - ordinating 

and controlling . The second t ype may result in further de cision-

making . Examples are given of the t wo models - the discounted 

cash f l ow calculation for the f irst and the break- even chart for 

the second. 

Since models are now the accept ed form f or ? r esenting f ~cts for 

decision making , M.J . Sargeaunt (Oper ational res earch for 

management, He inemann , London , 1965, p.5) defines oper ational 

r esearch in terms of the "formulation of oathemat ical models" . 

In mor e detail Sargeaunt ( op . cit ., p .10 ) gives the steps involved 
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in providing the information ne cessary for managers to make 

rational de oisions : 

(a) Statement of the problem. 

(b) Colle ction of r elevant data. 

(c) Analysis of data a nd building the model. 

( d) "Working" the model to obtain solutions. 

(e) Sel e ction of the optimum course of a ction. 

(f) Checking the validity of the model. 

This author then goes on t o expl ain tha t "ther e is an obvious 

likeness bet TTe en operational r e search a nd such techniques ~s budgetary 

control and sta ndard costing" . Operational r e s earch provides 

a dynamic model which gives detailed inforoatio~ on spe cific problems 

such as tho alternative methods of tra nsporting goods froo one place 

to another . In conne ction with operational research it should be 

noted that just as Sa rgeaunt links management a ccountancy t e chniques , 

this has also been done elsenhere . (cf . ~ .J.: , Management Accountancy p .4-) 

~ (op . cit ., p .4-1) also gives a simila r list of steps for model 

building: he states that the best exanple of a " descriptive " model 

in business is the accounting systet1 , "which is a symbolic repres entation 

or model of uhat is happening" . A " descriptiv e" nodel de scribe s 

-v1hat is happening, ,vhereas a "predictive"model for~o-asts what is 

likely t o happen . The example given of a p r edictive r.iodel is 

a budget. ( p 4-2). 
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Drucker ~tresses th~t decision making involves a choice betueen 

alternatives . It is not simply a mat ter of getting facts, but 

also testing the relevance of information. Opinions have to be 

obtained on r.hat is required and then the facts become important . 

The analysis on uhat is relevant should come first or the de cision 

making can be based on wrong assunptions . ( cp_. ci t ., pp 120-137) . 

How doe s management accountancy, including standard costing, fit 

into this me chanism for making decisions? If it is to be an effective 

tool of management then it should provide the necessary information -

both fa~~nd _£E._~~-

The importance of participation by all l evels of management in the 

budget:Lrgprocess has already been stressed . ~r and Jacobsen 

(op .cit., p .465) state that the profit plan "should be established 

nith the f ull participation of the indivi duals responsible for its 

attairu:lent". 

Knight and Weinuurm (op . cit ., p . 73) give a good example of participation 

when compiling a sales fore cast . The salesmen are consulted, the 

district managers ar e asked for ths ir opinions and the sales manager 

gives his advice . All opinions are taken together before a forecast 

is made. 

The availability of information of the right type at the appropriate 

time and in the most appropriate form are essential requirements of 

an accounting system . These ne eds can only come from the organization 
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which best fits the bus iness concerned as deter mined by careful 

analysis (~op . cit ., p 237) . Standard costing , within the 

framework of managenent accountancy, should be abl e t o supply all 

the data necessary for ef fect i ve decisions . Some of the important 

ar eas for decision making ar e considered below . 

Much of the controversy on pricing and other aspects of pr ofit 

planning centre a r ound the vol ume of output (or l evel of a ctivity) 

being realized . ~fr i ght, for example , s t ates that changes in volume 

cause confusion t o non-accounting exe cutives (op . cit . , p 5). 

hl ( op . cit.j p .372) has stated t hat there are four principal 

factors: cost, r evenue , volume and profit , which form the bas ic 

equation for cost -volume -pr ofi t analysis . A change in one 

affe cts the ot he r s . There nay be an increase or reduction in cost , 

a change in t he selling price or a change in the units sold or the 

variety sol d ( the pr oduct mix) . In forecasting production and 

sales it is usual to consider al l rel evu.nt factor s and vrn i gh up 

probabilities before r eaching a decision on what volume to take as 

the bas is f or the plans ( Instit ute of Cost and Works Accounta~ . 

An Introduction to business fo r ecasting , London, 1960, p.1) . 

The worl:G of .§_orgdrag_er and ~ ar e quoted earl i er in connection · 

v1ith s el ection of the opti.raum capacity which i s chosen aft er considering 

the appr opriate proportion of l abour , materia~s , equipment and 

services t o use in order t o utilize the r esources at the most 

effective economic and techni cal level . 
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The instrument used for shoTTing the volume to be produced is the 

fixed budge t rrhich provides a "fixed baseil essent ial for "effective 

co-ordination and control" . ( Knight and ~ inwurm op . cit • , p .41) • 

These authors explain that flexible budgeting is still necessary 

"because of significant variations in planned volume and these are 

almost certain to occur" ( ibid p .43) • Backer and Jacobsen --
(op .cit ., p.168) r egard the fixed budget as a planning device f or 

predetermining the factory overhead rate . 

Once the appropriate volume has been selected and shown in the fixed 

budget it will be necessary to have moans of sho~ing the eff ect of 

any changes which take place. As suggested in the preceding 

paragraph1this v1ould be accomplished by means of a flexible 

budget . The supporters of marginal costing give the separation 

of fixed and variable costs a s the principal reason for the 

employment of the technique . Tho Institute of Cost and Ylorks 

!_ccountants (A report on narginal costing, London , 1961 p .8) 

states quite clearly that " differentiating betneen fixed costs and 

variable costs" is fundamental to the cl.e finition of marginal 

costing . 

There is no denying the usefulness of the distinction , but can this 

alone justify the distinction into a separate technique? Harrison 

(op . cit ., p . 26ti ~t . seq.) appreciated that fixed costs had to be 

consider ed separately: this Pas in 1930 ~ Henri ci (op . cit . , p.56) 

states that t he classification is essential to the development of 

standard costs . This vie~ is shared by most modern authors. 
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From these observations it should be realized that the classification 

of costs into fixed c.nd var iable is very essential . As g observes 

(op . cit ., p .262) the behaviour of costs is vital to an understanding 

of what mi ght happen if there is a change in volume . 

Break-even charts can also be useful for portraying the relationships 

which exist between volume , costs and sales r evenue . Vecy many 

applications ar e possible. They can be used for showing the cash 

position, the contribution expe cted at differ ent levels of activity , 

comparison of budgeted and actual pr ofit, and the profitability 

of different products.(~ Bat~ Management a ccountancy, p .256 -

269) . They are not, as implied by some writers , the sole prerogative 

of marginal costing . G. Lisle (Publ ished in Edinburgh and London but 

no publishers name given) had details of a break- even chart 

published as early as 1904 in The encyclopedia of a ccounting , 

(cited by L.W. Keller and F .L. Ferra~ , Management accounting for profit 

control , McGraw Hill , New York , 1966 , p . 644-). According to Wri@t 

(op . cit., p . 6) it was not until 1934 that the first system of mar ginal 

( direct) costing was installed at t he Dewey and Almy Chemical Co~ 

Besides conside r ations involving volune , costs and prices , as related 

to the business as a ~hole , there is the question of whether t o 

' continue to operat e different sections or to eliminate products from 

the range offered . Keller and Ferrara ( op . cit ., p .486 et . s eq. ) 

suggest the type of analysis necessary. If a department is not 

showing a profit then the business is faced with a number of 

alternatives: 
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(a) Cont inue to operat e making no change . 

(b) Continue , but on a different footing; e . g . on 

a rental basis so that the department is on its mm 

( a profit cent r e ) • 

(c) Discontinue unprofitable lines and transfer profitable 

lines to related departnents. 

( d) Close dorm the department . 

These alternatives arc pr esented in a slightly modified form . 

They a re given to sho~ that alter native courses of action are 

available for managers t o consider . 

The approach r ecor;u;iended for comparing alternatives of this nature 

is via a marginal profit and loss a ccount (Fig . 6A ) . 

This is suggested by a nl~2ber of ~riters . (vide Institute 
of Cost and Works Aocountants, A report on ~inal costing 
London , 1961, p .50; Backer and Jacobsen op.cit ., pp 374/5; 
I/right, op . cit.; p .2or;-- Li op l cit . , p ,389 ~ Gillespi.e 
op . cit ., p .145 et . seq . ) . 

In all cases the suggestion made is t hat the difference between sales 

revenue and variable costs should be taken to indicate the 

acceptability of keeping a department or product . 

is known as the "contribution" . 

This difference 

The marginal costing approach , using standard costs , can be 

extremely useful ii: presenting information in an intelligible fashion . 

As noticed earlier , in connection with ; ricing , there are difficulties. 
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Backer and Jacobsen (op.cit., p .375) have stated that t he technique 

produces valuable dat a for short~ de cision making . ~ (op .cit., 

p .489) puts the po int more f orcibly by stating "though contribution t o 

overhead is a useful tool, i t must be re-emphas ized that its 

validity is l imited to short - term proje ct planning ." In the l ong 

run all costs have t o be covere d anu. a reasonabl e rate of pr ofit 

must be pr oduced . I tl most cases t he return on capital employed 

,-,ould be the yardstick (cf . ]StlJ.e.E. and !',_errara op . cit . , p .488). 

The exceptions to this general rule a r e discus sed later in this 

sect i on . 

Before l eaving the contribution approa ch t o de cision making it is 

important t o note that the Institute of Cost and Works Accountants 

has made the following pr onouncement: 

"When the incidence of fixod costs is uneven in its effect 
upon the differ ent segments of the undertaking , the 
publication of the contributi on fi gures without any 
r ef erence t o the incidence of fixed expenses may be 
misleading" (A report on marginal costing, London , 1961 
p .50) (!,_~de FIG 6 B) 

Other possible decisions are summarized bel ow: 

(a) Whether t o nake a pr oduct or buy outside ~ 

(b) Sel ection of appropriat e method of manufacture . 

(c) Det ermination of the prof itability of products . 

For exampl es of the calculations involvod in these three de cisions 

r eaders ar e r eferreQ t o t he Institute of Cost and Works Accountant~ 

publication on marginal costing (op . cit ., pp 37 - 40) • . 



Depar t ment 

A 

B 

C 

Department 

A 

B 

C 

Mar ginal Profit and Loss Account of the 
Arncl d Co . Ltd . 

Sal es Value r.fo.r gin 1 a Cost 

£ 

80 , 000 

40,000 

60 ,000 

180 ,000 

£ 

,ooo 24 

1 

4 

5 , 000 

6,000 
~-,._ ..... __ 

8 5 , 000 
-======:1::=::-.:,­

Less Total Fixed C 
~ 

ost s 

NEr PROF :rr = 

··-
Contribut i on 

£ 

56 , 000 

25 ,000 

14 , 000 

95 ,000 

50 , 000 

£45 ,000 
..• 

FIG 6 A Conventional Mar ginal Costing_ 

Marginal Profit 3.nd Loss Stilt ement 
The Arnold Co . Ltd . 

Sales Marginal Contribution Traceable 
Va lue Cost 

r> £ £ i'AJ 

80 , 000 24 , 000 56 , 000 

40 , 000 15 ,000 25 , 000 

60 , 000 46 , 000 14,000 
-

180 , 000 85 , 000 95,000 
~ 

Less Fixed Costs not alloca:cod to 
Departments 

Fixed 
Costs 

£ 
14 , 000 

8 , 000 

16 , 000 

38 , 000 

NET PROFIT = 
FIG 6B. Marginal costing wi-ch 

I 
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Loss 

-
-
-

.,. 

Gain+ 
Loss -

£ 
42 , 000+ 

17 ,ooo+ . 

2 , 000-

57 , 000+ 

12 ,000 

£45 ,000 

Tr aceabl e Fixed Costs t aken to Departments . 

(Source : Management accountancy , Bat ty , p275 and 277) 
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( d) 1!fuether to l ease or buy a fixed asset. ( for calculations 

vide Keller and Ferrara , op . cit ., pp496-503) . - ---~ 
(e) 1'lhich fixed asset t o purchase (~ Batt_y , Management 

a ccount ancy pp 458-462) . 

(f) Det6rmination of optimum plant location(~ Backer 

and Jacobsen , op . cit ., pp 634-636). 

(g) Sel ection of appropriate r au mat erials (~Backer and 

Jacobsen cp . cit . , f p651-4) . 

(h) Whether to sell or proces s furthe r . (~ Backer and 

Jacobsen, op . cit . , pp 655-6) . 

Other areas could be mentioned . If management is face d uith 

alternative courses of a ction then a de cision has to be made . In 

ill cases managers have t o make a decis i on; usually the accounting 

information can assist in evcl.l uating the likely events nhich will 

occur following a particular decision . The a ccounting information 

itself ~ill not produce an aut omatic decision . As Drucker 

has stated (The effective execut ive , p.121) "A de cision is a judgment" . 

Honever , in the opinion of the author of this dissertation if 

information is r elevant and is r eas onably accurate it can assist 

mat erially in the decision process . Standar d costs, Hhether 

presented in marginal f orm or as t ot al costs, can assist managers 

in making de cisions . The justification f or this stat enent is no,, 

presented. 
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Decision making is a part of pl anning and as such is concerned with 

the future . ~(op .cit . , p . 27) analyses pl anning int o : 

(a) Problem solving and decision making . 
(b) Providing the means for achieving the ob jectives . 

The need for a co-ordinated and int egrated system ha s already been 

stressed . It follows, th8rofor e , th~t if standard costing is 

appropriate for control of co~t s thore is much to be sa i d in favour 

of using this t e chnique f or de cision making. In this rmy the 

fullest use poss ible is being made of the managemerrt service . 

Defining company objectives assists in de cision making . As 

Steuart observes (op . cit., p .71) . The process is "made simpler if 

management sets the boundaries nithin 11hich the business is t o 

operate ." These ~ould include products to be made , type of 

market, relations 11ith customers, location of plant , des irabl e 

size of company and the approximate yiel d on shares (ibid p .72) . 

For decision making it is necessary t o "quantify the differences 

betueen alternatives" . (Keller and ~ilra , op . cit . , p .486) . 

When establishing objectives it is also desirable t o quantify in 

t erms of costs, values and phys i cal units uhi chever is appropriate . 

There is no substantial difference bet ueen setting objectives in 

workable t erms and in setting standards for sal es , production and 

costs . Appleby , cited in the Introduction to this thesis, states 

that standards are absolutely essential . Fox ( op . cit . , p .177) 

follows the same approach in regarding objectives and the means of 

carrying them out as standards . 
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Managers are ., the re fore , a ccustomed to thinking in t er ms of 

standards . This is part of their nor mal nork of planning and 

control . The use of standard costs f or comparing alternatives 

should , ther ef or e , be a pr ocess I_Pich woul.,9;. come naturally t o 

mana__g__er s thinkin_g__ in terms of objectiv~ . 

The ob j ectives shoul d have as an end-product a satisfactory 

r eturn on capital employed . (~, op . cit ., p .186; Backer and 

J a cobsen , op . cit ., p .436; Ba1J2 l·!anagement a ccountancy p .363) . 

As part of the planning for the r ealization of this aim it will 

be necessary t o develop whs:c ~-!E!..e;pt calls the "master pr ofit plan11 

( op . cit ., p .140) . This would be incorporated in the mast er 

budget which would be part of the integr at ed system of management 

a ccount ancy . Since standar d costs have been advocated for 

budgeting then it is also l ogical t o use them f or making de cisiona. 

The latter , t aken t ogether , should produce the overall effe ct 

TThich uill be r efl e cted in the return earned on capital empl oyed . 

Another fact or which has been stressed earlier is the use of current 

values f or computing the capi tal empl oye~ . This is part of t he 

philosophy of standard costing ; the use of costs which measure in a 

r ealistic fashion the economi c worth of an asset . Gynther (op . cit.,p .189 ) 

has stated that r evaluation is essential t o give "management and 

sharehol ders an a ccurate pers~e ctive of the 'real ' funds tied up in 

the business" . Unles s assets ar e valued realistically there will be 

a tendency f or profit t o be gr ossly overstat ed . 

The nature of the cost is als o of vita l ~nportance . If a cost i s not 
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defined precisely then management cannot appreciate the true significance 

of any decision made . .§.?rgdrager (Is direct costing a useful t ool 

for management? The accountant , London , 18th June , 1966 , p . 774) 

has stated that a cost "must be t echnically neces sary and essential 

and 0conor.1.ically unavoidabl e" . This agrees with the definition of 

a true standard cost as de fined ear lier . Unless there is a full 

t hen !lie wrong de cisions may be t aken . 

When making decisions , managors v,ill r equire the data t o be 

presented , along with any recommendations , so that a choice can be 

made from the l i st of alt ernatives (Keller and~, op . cit ., 

p .486) . The results may be presented s o as to shoH (ibid p .489) : 

(a) Rate of return expressed as f ollows : 

Rate of r eturn per al t ernative= 

or (b) Cost and/or r evenue changes . 

added r evenue - added cost • 
added invest ment ' 

Thi s woul d apply wher e ther e is no change in inves tment . 'rhe net 

increase in r evenue over costs woul d have the effe ct of :increas i ng 

the overall rate of return on capital empl oyed . 

According to Keller and Fer rara (op . cit ., p .490) great ca r e should be 

taken ·.1hen defi ning which costs ar e "variable" and which ar e "fixed" 

for the pur pos e of a par ticular decision . The defini tion normall y 

adopted - costs varying (or not varying) wi th out put - will not 

necessar ily apply . Thi s point is also emphas i zed by Batty ( Management 

account ancy p . 227) . When dealing with !£ .h2.£ problems i t may be 
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f ound t hat variabl e costs are quite f ixed f or the particular pe riod 

under r evien . If a company ha s ent er ed into an agr eement to 

empl oy its wo rkers f or , say, 3 months, then the wages are definitely 

of a fixed nature f or this period and should be r egarded a s such 

f or the purpose of a de cis i on being made ; e . g . ~hether t o a ccept a 

particular or der when trade i s sla ck . 

An interesting classification of cost s i s suggested by Li ( op . cit . , 

pp 339/10) . He suggests a division into : 

(a) Committed cost 

This is a cost which i s the aft er effect of a decision made in t he 

past. Rent for the l ease on pr emises woul d come into this 

category . For the purpose of managerial de cisions such costs have 

to be a ccepted £or the period cover ed by the contract . 

(b) Managed cost s 

These ar·e costs which can be incurred at tho discret i on of management . 

They may or may not r esult in i ncrease d. output . Ther e is no di r ect 

r elationship bet ween volume and managed costs . For exampl e , 

advertising expenditure may r esult in incr eas ed sal es , but thi s i s 

not guaranteed . Ho~evcr, once appr oved, the mana ge d cost be comes 

a committed cost . 

(c) Variabl e costs 

The t ot al of these >1ill t end t o vary r oport i onat ely >1ith the vol wne 

of output or sales . Ther e is, ther of or o , a positive r el ationship 

bet ween what cost is incur r ed and ~hat is done . If output i s t o be 
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increase d then variabl e costs nill tend t o incr ease at the same r at e . 

This would not nece ss-1rily be t he case with a managed cost ( cf. Batty 

Management a ccountancy, p .298) . 

Li is of t he opinion that this division can facilitat e decision 

making . In particular , management must l ook closely at the 

managed costs and de cide how much can be spent in each budget period . 

(p.340). 

Keller and Ferrara (op . cit . pp 4-89/10) add a nord of narning on the 

nature of fixed costs. These a.r G !,ot "f ixed" for all l evels of 

output . If a de cision made involves the expansion of equipment or 

f acilities then the fixed costs become "increme ntal in nature". 

Thes e authors also observe that , in appr opriat e circumstances, such 

as TThen considering decisions ,.1hich involve a period of years, it TTill 

be ne cessary to "comput e the pr esent value of all r eceipts and 

disbursements r el at ed t o ea ch al t er m tive". This ,rnuld apply t o 

cc:.p ital expenditure decisions,such as the pnrchase of a machine 

t ool. (cf. ~tti, Management ccountancy, p .439 ct . seq . ) 

For the r eas ons st.:i.ted in this section .tJ1e use of a standar d cos~ing 

system is r e commended fo r all bus iness pl anning . This would be us ed 

as fully as possibl e , the only pr obl em being whether pr ocesses or 

oper ations TTer e standar dized enough t o obtain det ailed standar d 

costs . If the l att er could not be obt ained then, and only t he n, woul d 

es timatod costs be advocated , but uithin a system of budget a ry 

control . These ar e gener al statements nhich have t o be qualified 
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on the bas is of the observations Qadc in this and earl i er chapters . 

They should also be viewed in the light of the observation that not 

all deci s i ons can be made on the basis of costs ana/or revenues . 

Exampl es of ~here costing information will be of limit ed or no 

value in making the decision a r e slllilr.larized below : 

(a) Da.r:iage or some occurrence ~hich affe cts es s ential 

pr oduction; e . g . damage to a road; production bottleneck 

(Kell er and !:,_errara, op . cit ., p .493 ) . 

(b) "Welfar e" pr ojects such as improving health , safety and 

working condit i ons (Keller and Ferrar a ibid) . 

(c) Interests of employees - long t ena good industrial 

!'el ations . 

( d) Keeping the products befor<e the public - rather than let 

them disappear, even though not making a pr ofit , e .g . in 

a trade depr ession . 

( e ) Danger of obsolescence of pl ant - spe cial purpose machinery 

has to be used fully to be economical . 

(f) Special problems ar i sing from t he t e chnical pr ocesses such 

as the closing down of blast furnaces . 

(.Yi££ , Batty , Management accountancy , pp 286/7) 

J4 (op . cit ., p .468) suggests that uhen a project cannot be justified 

on economic grounds then t ho intangible factor s ( such a s those above) 

should be considered . These he defines in terms of matters which 



-231-

affect empl oyee morale, public image (use of a certain t ype of c~r) or 

other non- essential factor. The view taken is that these are "outeide 

th(; pr ovince of management a ccount ing" and 11 must be evaluat ed by 

manageme nt " . ,bh doe& -~ot expand any further on this matter . 

However, his view would certa inly not be a ccepted in i t s entirety: 

if the mana gement a ccountant is doing his ,,ork thoroughly then he 

should consider t he intangibles as well as tho tangibles. . The 

r eturn from the pr ofit-earning pro j ects should be high enough to 

cover the existence of non-pr of i t making projects. 

Finally, the importance of f eedback should be emphasize d . This 

has already been discuss ed in connection with control . It is also 

of prime importance in decision making . Drucker (The ef fe ctive 

executive,op . cit ., p . 117) gives f eedback as a vital stage in the 

decision making me chanism. This means that there is "a continuous 

t esting" "of the expectations that underlie the de cisions" . 

The reporting back is an essential part of this fe edback. But 

there is also a need t o be involved - -co " go and look" ,1hether a 

de cision has been effective . Standar d costing meets with these 

r e quirer;ient s • Participation is stressed at all stage s s o that 

managers should ahmys be aware of t he consequences of action ta.ken . 

4. CONCLUSION 

For effective control, cost should e qual economic sacrifices. 

can come through a system of standard costing, As part of this 



there should be a full study made of all functions , effective 

communication and f eedback. 
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This approach is in accordance ·v;ith the cyb0rnetic syste:;1 which 

aut omat ically controls through self-regulating devices. 

Control should come through planning bef or e the event , not after. 

Only TThen realistic standar d costs have been devel oped can the 

control function be really effect ive . In this process there 

should be full r ecognition given to the importance of class ifying 

waste . Only 11hen this is done can management hope t o have 

standar d costs TThich r efle ct efficient per for mances by all r esponsible. 

There should be compl et e appreciation that budgeted costs, based 

on past performances, can limit costs , but not necessarily control 

them . For control ther e should be a comparison of what has been 

done with the cost incurred . Cost and achievement should al nays 

be matched because one is meaningless without the other . 

For budgeting of overhead costs there should be participation of 

all l evels of nanageme nt . In addition , fl exibility should be 

a part of the systen, othen1is e ther e is a danger that the system 

will stifle initiative . 

Conside r abl e emphasis shoul d be given to the selection of the 

appr opriate capacity t o adopt a s a basis f or the recovery of 

overhead costs. The t e chnical and economic factors should be 

consider ed i n arriving <'.l.t ·c;he optiI:lum level . 
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Reporting to management and revision of standar d costs are an 

essential part of the suggested system . At the sa.rae time t her e 

should be an attempt made t o r educe costs so t hat standards can 

be improved . 

There ar e many purpose s for which st andar d costing may be empl oyed . 

They include cost control, cost re duction , pricing , stock valuation, 

sal ary evaluation , cost estimating, measurement of pr ofits , business 

planning and making r.ianae;ement decisions • Provided the standard 

costs are accurately set as described, they can pr ovide us eful 

comparisons on the likely effects of taking one course of action 

rather than another . They do not r epla ce ,judgment , but ar med ui th 

f acts ~hich are considered roliabl e ~ manager is much more likely 

to make a r ational decision . 

The suggestion made by many accountants that marginal costing is 

tho panacea for all ailments is disJ2_uted. However, it is admitted 

that the marginal costing appr oach - distinguishing between fixed 

and variable costs - is vital within the frame'l7or k of a standard 

costing system . There should be a full under st anding of the 

advantages and l imitations of t~1e r:iarginal costing t echni que , 

espe cially when appl i ed to l ong t erm decisions. 

For all the purposes nentioned above,~ should be a complet ely 

inte grated systeo of nanagement accountancy . It should commence 

with t he defining of policy , including t he company objectives. 
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These should be evaluat ed in financial terms so that they become 

part of a comprehensive profit plan . The standard costs then 

become the foundation of the entire system. Failure to achieve the 

expected performances will result in increased costs and reduction 

of the profit. The variances are pr ofit "leakages". Decision 

making is an indispensable part of ma.nage~ent. Facts have to be 

presented in the appropriate form and these have to be relevant 

to the issues under consideration . Opinions are also vital for 

they often determine the "climate" in uhich managers are operating. 

If opinions are against a particular course ?fact ion then there may be 

some difficulty in putting forward an opposing view even with 

confirmatory figures. Standard costs can guide managers ,in their 

task of making decisions . The management accountant has to ensure 

that the guidance offer ed is appropriate, timely, and helpful. 



CHAP.rER 5 

STANDARD COSTING IN GREAT BRITAIN 

1. INI'RODUCTION 
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The earl ier chapters considered the principles employed in 

standard costing . They may be regarded as conventions, facts , and 

concepts which form together to make the t e chniques and systems 

int o a tool of management. 

There is no doubt t hat standard costing can be a sound investment 

in many businesses . At the same time , it must be acknouledged 

that the method is best suited t o pr ocess industries or other 

concerns ~here the products are of a standardized and r epetitive 

natur e . Most uriters on standard costing admit that where jobs 

· are made to cust omers' specifications (" one off" businesses) then 

the expense of setting standards and operating a system may not be 

worthvrhile. There is no clear evidence to shou 11hy companies do 

.!l£!;_ employ st andard costing or, ~her€ they do have it operating , 

the reas ons for its existence . 

The overall effectiveness · of standard cost i ng as a tool of management 

is difficult to assess . There is little or no knowledge on the 

systems being employed and, therefore , the t ask of making a sound 

assessment is very difficult . Lack of knowledge is a major weakness 

of any large, industrial economy . Individual businesses devise the ir 

own systems to suit the particular requirements. Yet ,because of fear 

from competitors,the facts relating to individual companies are not 
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divulged so that mistakes which could be avoided are not made 

known . Errors are thus perpetuated and mistakes continue to 

be made . 

The uses made of standard cost ing as a t ool of management were 

the objects of t he survey made: this is described below. 

2. · THE SURVEY M.ADE 

Information relating t o standard costing has been collected by 

the author over many years . Basic research was necessary to 

collect material f or the books Manageme nt Accountancy and Standard 

Costing . Besides employment as an a ccountant in a foundry, in 

flour mi lling and in an electronics company , the author has 

visit ed and do!le research in many businesses and has obtained data 

relating to the management a ccounting systems being operated . 

So a s to make the knowledge mor e complete a survey of approximately 

500 companies was made . Which compani es should be selected for 

inclusion in the survey ~as a maj or problem . It would have been 

a logical step t o have taken a number of businesses from each 

ma jor category - Chemicals , Electrical , Engineering , Food and 

Industri al - as classified by the "Financial Times" for the purpose 

of St ock Exchange quotations . This approa ch , which would have 

i nvolved sampling , was rejected on the grounds that there was 

no way of a scertaining whether the businesses selected had any 

connections with South Africa . 

The latt er requirement seemed essential so that the research 
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findings nould be valuable to both South Africa and Great Britain . 

Companies which hacl..interests -in both countries was the obvious 

choi ce . For this purpose , informa.tion nas obtained from a 

comnercial , banking organization . The companies selected represented 

all types of industry and logical conclusions were reached . The 

impor tant f 1ct relating t o each of the 500 companies .1a s that ea ch 

one had ~ direct link with the t wo countries - South Af'rica and 

Brit a i n . The findings froQ the survey are summarized in the 

sect i ons which follow . Because of the confidential nature of 

the information the names of compani es have been omitted . 

3 .- THE QUESTIONNAIRE 

The questionnaires were sent out n-ith a letter , a copy of which is 

shown in the Appendix . 

Also included in the Appendix i s a copy of the q~estionnaire . 

Where necessary, any elaboration of ans,rnrs given to the questions , 

w~s obtained by personal vis i ts to the companies concerned. The 

facts f r oo these further enquiries are incorporated int o the 

findings . 

4 . RESULTS OF THE SURVEY 

There were 500 quest ionnaires despatched to companies . A 

summary of the results is shown belovr r 

Completed Quest ionnaires 65 

Letter s of Regret 42 

No rspliee .2,22, 

500 
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From these figures it will be seen that approximately 13 per cent 

of the companies were willing t o give the necessary information. 

A "folloTT up" of the questionnaire to some of those companies 

which did not reply did not obtain any additional, significant 

information. For this r eason no further steps were taken. 

Before dealing with the answers t o the questions the reasons for 

the non- disclosure are worthy of investigation and comment. 

are covered below . 

These 

Fr on enquires nude it is poss i bl e t o st.1.t e that this figure 
of 13% corresponds favourably with the replies normaliy obt a ined 
fro .1 this kind of r s e:.:.rch survey in both South Afric& n.r..d 
Britain . 

a . Reasons for non-disclosure -~---~-------
Not all companies gave reasons f or not completing the questionnaire . 

In other cases, the r easons given for non-disclosure are not worthy 

of mention . l1here useful infor mation was divulged this is 

given below : 

(1 ) "You may not be aware but •• • •••• i s a holding company both 
in this company and overseas . Businesses range from 
quarrying, manufacture md laying of asphalt, roofing , 
engineering, chemical pr oduction and scientific instrument 
in the United Kingdora i nd overseas . The form is not, 
therefore, appr opriate". 

A number of companies gave "diversity of .'.l. ct ivities" for not 

completing the questionna ire. The surprising fa ct that emerges 

is that managements a t the head offices of some holding companies 

do nQ.i appear to cons ider toot modern management t echniques are 
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appropriate . Yet companies such a s these have many problems , 

especially in the fiel d of control, and should be prepared to 

make extensive use of these methods . 

(2) " ••••• this company is purely and simply an importing 
organization and engages in no manufacturing processes 
of any kind : we are not able to help you at all with 
regard to the questionnaire" . 

Again, a number of companies took this particular line. There is 

a point-of- view expressed that unless a company is involved in 

manufa cturing then standard costing, or even any form of costing 

at all , is not appropriate . This view is surprising because a 

l arge part of the ultimate price is a dded at the distribution stage . 

Some products have a 50 per cent r:1ark up on cost ( or wholesale 

price) and 25 per cent i s quite common . For this reason alone more 

attention should be paid to the planning , co- ordination and 

controlling of all the distribution functions . 

(3) "The • • • • • • • • .. ••• • Group of Companies is involved in very 
many divisions of the ••••• trade and different costing systems 
are adopted in different units according to the types of 
product, methods of manufa cture and other circumstances 
applicable to trot unit . ':fe r egard inf'ormation of this nature 
as being of the most confidential t ype and it has always 
been our policy never to disclose deta ils of our va rious 
costing systems". 

This kind of attitude has existed for ~any years and continues to 

exist . Companies a rgue that disclosure of certain facts such 

as size of turnover may give valuable information to competitors . 

This is now a cknO'il.edged to be quite fallacious unless there are 

special circumstances . 
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The questionnaire did not ask for detailed costs relating to a 

company ' s products . There TTas , therefor e , no danger of information 

leaking out to competit ors . Yet this very narrow outlook continues 

to persist , often by managers who advocate that mor e use should be 

made of modern methods . 

(4) "i7e are cur r ently in the process of undertaking a study 
with a view t o re organi zing our Accounting System in 
a somewhat r adi cal way . ?.e feel , therefore , that little 
purpose would be served in coL1pleting your questionnaire" . 

Another company had similar remar ks to make :-

" • • • • • .:re are currently involved in the developr.ient of our 
i·anagement Accounting, using modern Data Processing 
equipment and in the pres ent intermedi ate stage, any information 
ne give as to our present practices , could give you a 
misleading i mpression of the extent to nhich ne rely on 
standard cost ing and flexible budgetary control in the 
overall Management cf our business . 

These replies were typical of a number ,1hich ilere recei ved . 

indicated an upsurge in interest in methods of accounting for 

management . It would appear t hat managers are nov-7 seeing the 

They 

possibilities vhich may emer ge from the use of integrated a ccounting 

systems . Thi s o.ugura nell for the future . 

b . Ans,rnrs to the questions . 

The answers to t he questions TTere r ather varie d : sone very brief 

and others quite lengthy . Rather than simply analyse the r esults 

numerically, question by quest ion , the significance of each 

quest ion and concensus of opinions is examined . In this way the 

importance of standard costing a s an effective tool of management 
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is disclosed . 

5. INDUSTRIES COVERED BY THE REPLIES 

The industries represented in the replies are listed below. 

It will be seen that there are 28 in the list. 

Engineering • 

Agricultural Machinery. 

Food Manufacturing. 

Electrical and Instrumentation. 

Pharmaceutical Manufacturing. 

Chemical. 

Telecommunication Equipment Manufacture. 

Vehicle Battery Manufacturing. 

Printing Machine Manufacture. 

Food Distribution. 

Machine Tool Manufacture. 

Steel Manufacture. 

Lingerie and Hosiery Manufacture• 

Motor Vehicle Manufacture. 

Printing. 

Rope Manufacturing . 

Procision Engineering . 

Diesel Engine Manufacture. 

Fertiliser Manufacture. 

Joinery Products Manufacture. 
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Carbon Paper Manufacture. 

Paint and Lead Product Manufacture . 

Steel Tube Manufacture . 

Ceramic Tile Manufacture . 

Garden and other Hand Tool Manufacture. 

Spectacle Frame Manufacture. 

Building and Civil Engineering. 

Rubber Manufacture . 

There is a certain amount of overlap in that the divisions are 

not clearcut. For example,. steel tube manufacture could be 

included under steel manufacturing or engineering. In addition,• 

whereas some industries had only a single representative ( e .g. 

spectacle frame manufacture), others had a number; the largest 

being in engineering. Nevertheless, the ~ide range of industries 

covered enable conclusions to be reached. 

6 •. COSTING SYSTEMS EMPLOYED 

The costing systems employed are summarized below: · 

Job Costing 21 

Process Costing 10 

Standard Costing 33 

Budgetary Control 29 

Batch Costing 2 

Unit Costing 1 

Special Studies 1 

Operation Costing 1 
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Many of the companies cited two or more costing systems, which 

v1as quite natural . However, a number of interesting facts emerge 

from the answers and these are summarized below. 

Standard Costing and/or Budgetary Control as Single 
Systems 

Many companies stated that they employed standard costing and/or 

budgetary control, but~ other system . This was very surprising 

s i nce , if there is any costing done, then it must ta.lee the form of 

either job or process costing or a variation of one of these. 

For this par t of the questionnaire it was assumed that many companies 

regar ded standard costing a s a system on its own , but this appeared 

to be only a matter of using terminology w1hich was not absolutely 

precise . 

b,. Use of Standard Costing with Job CQ§_tin_g 

Theoretical cost a ccounting makes the assumption that standard costing 

will usually be used in conjunction with process costing. 

which combined other syst ems ar e indicated as follous : 

Companies 

~g System 

Batch 

Batch 

Uniform 

Job : 

Industry 

Agricultural Machinery 

Light Engineering 

Printing 

Engineering 

Electrical 

Telecommunication Equipment 

Machine Tool Manufacture 



Industry 

Structural Engin~ring 

Steelmaking 

Motor Vehicle Manufacture 

Chemical Manufacturing 

Joinery Products 

The reasons why standard costing was regarded as being appropriate 

are covered in the next seoticn. However , some explanation of how 

jobbing industries are managing to use standard costs is very 

essential . A summary of these is given below : -

(1) Some products can be produced on reasonably long runs . 

This involved standardisation which lent itself to 

stand.a.rd costing . 

(2) Can be applied to routine production , but not complex 

production . 

(3) It is appropriate because multiple manufacturing 

processes a re used on a multitude of raw materials 

for final assembly into a considerable variety of 

ultimate products . 

(4) For the bat ch manufacture of parts . 

(5) Only for joinery products , but not for structural 

engineering . 

From these observations and the nature of the companies ' operations 

it was apparent that the finns employing standar d costing with 
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job or batch costing were not , in fact , using a complete system 

of standard costing . Rather , they were adapting standard costing 

to their requirements , especially for the standardized parts of 

activities (ad-hoc basis) . 

7. IS STANDARD COST ING APPROPRIATE ? 

The answers to this question were generally in the affirmative , 

indicating that standard costing was appropriate for many 

purposes . A minority indicated a ver y limit ed use for standard 

costs and gave the impression that the task of setting standards 

was in excess of benefits received . For example, one company 

employed standard costing "predominantiy for period valuation of 

work- in-pr ogress and finished s'Gocks" . 1\.nother company stated 

that the standard costs were used as "a guide to cost movements" . 

Another reply was that standar d costing would be used in certain 

circumst ances giving the impression that this TTas regar ded as an 

~ .h££._system . 

These replies indicated that the companies concerned did not 

appreciate that stand.a.rd costing was a complete control system . 

Fortunately, as indicated earlier , this uas a minority vievipoint , 

and did not represent the general op inion of the majority of 

those who completed the questionnaire . 

a . Companies using Stand.ar~Costin~ 

Answers from those companies using standard costing as a tool of 

management are sumEarized below: 

(1) This is a flow production business and standard or 

batch costing is the best w~y of keeping up-to- date . 



(2) Accurate standards can be set for all aspects of 

production against which actual perfonnance can be 

measured . Variances obtained are an effective 

means of control . 

(3) We have a standard product from which to measure 

variances fro~ a standard cost . 

(4) Used for all f orms of cost and managerial control 

and for budgeting profitability. 

(5) Continuous comparison between standard and actual 

performance makes for close control and early 

spotlighting of inefficiencies . 

(6) Products are manufactured to a specific formula 
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requiring close control, Variations from standards 

of materials and labour efficiency are essential 

checks on quality and perfonnance . 

(7) It enables us to locate errors and inefficiencies 

at source . 

(8 ) The costs can be predicted satisfactorily and , therefore, 

standard costing is invaluable for (a) control purposes 

and (b) computing pr ices in adv~nce of actual pr oduction . 

( 9) If standard costing is not employed, inefficiencies 

are lost in individual jobs or orders and the costing 

becomes mere accounting. 

(10) We have a wide range of products and manufacturing 
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centres and use of "a ctual costs" or "averaged actual" 

departmental overheads would not give sound information 

on which we could act . 

(11) It is an essential basis for fornard planning, exception 

costing and the use of computers. 

(12) The system is necessary to assist in the operation of 

full budgetary control . 

(13) It appears to us to be the only method of analysing 

differences in costs . 

(14) A wide variety of products is manufactured - each 

in considerable quantity . Job or process costing is 

impracticable . 

(15) We are a mass production business in a highly 

competitive industry . Cost control is imperative 

and deraands an objective "yardstick11 • 

(16) It is generally aecepted that standard costing is most 

suitable to the food □anufacturing industry because 

it gives us assistance on control of costs, price 

fixing , decision t aking, cost reduction and profit 

planning . 

Where two or more answers TTere virtually the same only one has been 

given in the summary shown above . l 'hat is important to notice is 

th:.~t tho majority of companies employing standard costing did so 

for a reason nhich appeared quite logical and sound. They 
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regarded the technique as an effective t ool of management because 

they wer e given ass istance Tiith: -

( a) cost control. 

( b) budgeting profitability. 

( C) early detection of inefficiencies. 

( d) quality control . 

( e) price fixing . 

( f ) use of computers . 

( g ) operating budgetary control . 

( h) forward planning . 

( i) making decisions . 

These may be compared with the uses given in Cha_I!ter 4 . 

commented on in Chapt er 6. 

b . 

They are 

The reasons for companies not employing standard costing is of 

vital importance in det er mining TThethe r the t echnique is r eally 

regarded and us ed as an effective tool of hlanagement. If companies 

are not employing standard costs because they are inappropriate f or 

t echnical r easons , such as non- standard pr oduction , then the usefulness 

of the t echnique is not put in doubt . However, if standard costing 

is not employed because it does~ ass ist in management then there 

is a ser ious failure in the technique or in the people available 

f or empl oying costing systems . 

Companies which had~ employed standard costing belonged t o the 

following industries: -
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The r easons given were mainly connected with non- standard products . 

One company stated that each contract was a "one off" job which 

varied in size from approximately 2 ,000 to 40,000 production hours . 

This business i;:ras concerned with pr oducing machinery and equipment 

for individual plants . 

Another bu~iness stated that they were concerned with precision 

engineering and l abor at ory fittings and that standard costing was 

not empl oyed because too great a variety nas produced and each 

product was manufa ctured infrequently . The costing system given 

was batch costing and; therefore; it seemed strange that standard 

costing was not utilized . The answer to question 6, section 1, stated: 

"We control through planned times for operations ; material 
scheduling and budgetary control . Our costing, however, 
is done on an actual basis". 

This statement gave weight to the poss ibility of employing standard 

costing . It seemed that this company nas half way to using 

standard costs , but had not felt able to t ake the necessary 

additional st eps . Other conpanies in the engineering industry 

vrhich did not employ standard costing all stated that their 

products vrere the "one off" type . 

(2) Paint and Lead Product Manuf'acturers 

The single business under this category recognized that standard 

costing was "appropriate" but preferred to employ process costing 

based on historical costs . No good r eason could be given for the 
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practice and this nas clearly a cas e of 11here the accountant and 

the managers ,;:e re not auare of the benefits nhich could be made 

available fr om standard costing . 

(3) Chemical ManufacturiE,g 

Again, this ~as a single company which felt that standard costing 

was inappropr iate, except in a very limited way . The reason 

given TTas that the t echnique would be too costly in relation to 

the value obtained . 

A "considerable range" of products was being manufactured •. 

This conclusion uas not in agr eement with othe r companies in 

chemical rna.nufa,cturing and, therefore, cannot be taken too seriously. 

From other information given, such as the f act that the costing 

system did not assist in the fixing of prices or in a positive sense 

with cost control, it appeared that this company did not have 

adequate accounting facilities. 

It should be noted that this company could not be regarded 
as typica1:_ . Other chemical companies fil employ standard 
costing. 

(4) Building ~nd Civil ~ine~rs 

The companies involved in this category stated that they dealt 

mainly Hith large contracts to 1,hich "all direct expenditure is 

allocated at actual cost" • 

One company had the follouing statement t o make: -

" Owing to the variety of contracts in respect to type, 
location and size, the fixing of standards would not be 
appropriate to this company". 
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(5) 

This uas a single company which did not appear to have an effective 

costing system . No attempt was made to r e duce idle and lost 

time or to el~~inate spoilage and excessive mat erial costs . It 

was admitted that standard costing v;ould be appropriate in certain 

circumstances and these were explained as follows: 

"This depends on the cost of the system a nd the quality 
of the management . At present TTe do not feel the necessity 
to use standard costing". 

In the circumstances there seemed no good reason for not applying 

standard costing principles . The special nature of the product 

with ( presumably) a more or less guaranteed market which was 

someuhat limited, made the management feel that there vms no need 

to plan and control. This attitude is a dangerous one; it leads 

to ~omplacency and possible serious losses v1hen faced with fierce 

competition or innovation from competitors . 

(6) Printing and Bookbindin__g_ 

The businesses engaged on printing carried out work to customers ' 

specifications . Typical ansners a re reproduced below: 

"As we produce 2 , 600 jobs per year Yiith completely 
different content , the application of s tandards nould 
be too costly in staff" • 

Along similar lines another company stated: 

"Each order we complete is different. . It v:ould be 
uneconomical to set standards for each order received" . 

These statements are what would be expected from j obbing printers . 

They a r e in accordance u ith the accepted principles of standard 



costing stated earlier . In no ·cay do they detract from the 

known usefulness of the technique . 

(7) ~ufacturers of Carbon P~ers and Ribbons 

The company coming into this category employed process costing and 

budgetary control, but felt that they produced too large a variety 

of products for standard costing to be employed . However, the 

chief accountant concerned admitted that there was possibly a 

case for using the technique, but they had not yet been convinced 

of its superiority over the existing methods . 

o. Conclusion on Tec~.9.u~ 

From the information given there is no doubt at all that standard 

costing is a useful t echnique which is being employed in practice . 

There are still some managets who are not convinced that its 

introduction would be ,rnrth v1hile , but these are in the minority . 

The position in South Africa is also very similar. ~ (op.cit., 

p .317 et .seq.) fcund confusion and lack of knonledge on many 

aspects of standard costing . 

are summarized below : 

For convenience the~ findi~ 

(1) Diff erences in moaning_of....:'. co~ 

lli found that the term II cost" and "standard cost" had many 

meanings . Many of these were quite contrary to the achievement 

of a high level of efficiency . 

Just as in Great Britain, little or no attempt was being made 

in practice to obtain a clear understanding of the true nature of 

the costs being employed . 
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(2) The capacity to employ uas not clearly defined . 

The capacity to be employed should represent the optimum level , 

having due regard to the technical and economic factors. Yet 

Els found that there vlas much disagreement on what was meant by 

"capacity" • As a result the standard costing was not fully 

utilized or the full benefits we r 0 not received . 

Confusion is bound to arise from lack of clear definition on 

the capacity to use . Unit costs riould be affected and 

disastrous results could be forthcoming when prices are based on 

so called "costs ." 

There is no doubt that South ~\frica and Great Britain face 

very s irnilar problems • Certainly the findings of the research, 

which is the subject of this thesis, agree substantially in 

many material respects with those of fils . Further details of 

the British position ere given l ater in this chapter and an 

overall swnming up is presented in f~~_pter 6. 

8. USEFUL:Nt.:SS OF ST~.ND.A.B.D COSTING . 

A costing system must be justifiable on the grounds of usefulness, 

For this reason Question 5 on the Questionnaire went into detail 

on the assistance obtained from the costing system (see Appendix) . 

Since the research is concerned with the effectiveness of standard 

costing , those companies employing the t echnique have been taken 

and the results analysed . It will be recalled from Section 6 

in this chapter that 33 companies employed standard costing and 

their experiences are summarized below . 
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All of these companies found that standard costing ~as useful for 

controlling costs and for nany of' the other facets listed in 

Question 5 . Surprisingly, t hough, ther e were cases uher e rather 

obvious benefits we r e not r ealized. Exanpl es of these and the 

number of companies failing t o take the benefits are tabulated 

bel ow:-

Possible Benefit 

Reduction of Costs 

Reduction of Lost Time 

Reduction of Idle Time 

Reduction of Spoilage 

Reduction of Mat erial Wast age 

Reduction of Lost Machine Hours 

Elimination of Unprofitable Pr oducts 

As the basis of an Incentive Scherae 

Fixing prices 

Number of Companies 

2 

10 

10 

7 

4 

13 

2 

15 

1 

These companies enjoyed the other benefits, but it is significant 

t o notice that they t ended t o bo the sar,1e ones v:hich lost ill the 

benefits listed above . In other wo rds , they were the same 15 

businesses which were involved . The remainder enjoyed all the 

advantages and cited others which ar e repr oduced . 

b . Other Benefits 

The other benefits , additional to those listed in Question5, wer e 

given to be as follows :-
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(1) Forecasting a nnua l profit. 

(2) Stock valuation. 

(3) Assessing manufa cturing efficiency. 

(4) Activity and expense variances. 

(5) Profitability of product groups. 

( 6) Budgeting profitability. 

( 7) Controlling stock investment. 

(8) Avoid.a.nee of over in~estment in fixed assets. 

(9) Material control. 

(10) Effe ct on change of product "mix" • 

(11) Preparation of monthly accounting stater.1ents . 

(12) Control of indire ct expens es. 

(13) Statistical infor mation for employers ' f ederation . 

(14) General policy deci s i ons• 

(15) Mat erial nixture oontrol • 

(16) Measurenent of t echnical pr ogr es s. 

(17) Cost comparisons of di ffe r ent ope r ations and products . 

(18) Provision of general informat i on on costs. 

Detailed comments on sooe of the uses a r e repr oduced belovr : 

(i) Jll.iminat~ of unE!'ofitabl e products 

".A..'1 appropriate syst er.1 of costing and estimating; 
etc. plus lia ison with other departrnentm , neans that 
unprofitable pr oducts do not got t-·, the p r oduction 
stage" . 

( ii) Prov~ i on ....£f__s,osting__ information 

Standard costing "an importa nt means of pr oviding 
cost and r el a t ed inforraa.tion, ,:ith Slla.ll er cler.icJ.l 
staffs than would other.lise be required" . 



(iii) Cost control 

"The main control instruments a r e t he Reports 
on Depart mental Var:innces , t he Pr ofit and Loss 
details; Stock Reports and Defectives Reports; 
but control i s being exercised continually by 
various means". 
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These all indic~te that standard costing is a t ool of mo.nageme nt 

which has a multitude of uses . It will be not ed ·t hat t he benefits 

be car.10 available with a smaller clerical staff t han would ot herITise 

be r equired . However, final conclusions cannot be reached until 

all factors have been considered . 

9. lt:X:.CEN'!' OP USE 

The extent of use of st andar d costing is an L~portant factor in 

determining the effe ctiveness of the te chnique . Dealing with 

the nor nal functional breakdorm of a business it is possible to 

consider the mat ter fron the point of vien of (a) a functional 

division (b) the managers r.it hin each division and general 

management including the board of directors-. 

A number of questions v1ere included on the Questionnaire to obtain 

the necessary information . Since they ar e included in the Appendix 

they arc not reproduced at this stage . 

a . !&c in Functional Divisions 

The normal functional divisions ar e as sho,m below. The extent 

t o flhich standard costing ,,as employed in the various divisions 11as 

as follows: 
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Division No. of Companies 

Production 

Selling and Distribution 

Aclministrat ion 

33 

27 

28 

These statistics show t hat of the 33 employing standard costing 

all used the standards in the p r oduction field. Four of the 

companies did qualify t he answer by stating that the technique w.ls 

not employed throughout the production divisions . 

two of t hese sta ted tha t copl oyment Has "90,'6" . 

For exampl e , 

In the administration,and selling and distribution fields the use 

of standa rd costs was not as extensive as indicated by the figures 

of 27 and 28 • Almost 50 per cent of these only us ed standard 

costing on a partial basis . Instead, they employed budgets 

for the non- manufacturing divisions, but the se ,,ere used as a 

basis f or establishing the anounts that could be spent . In 

many cases, no varia nces , ;ere calculated, but control was 

operated by keeping 11ithin the budget ed allonance . 

In t ,10 cases the accountants concerned we r e having difficulties 

in convincing managers t ha t standard c osting coul d be us ed effe ctively. 

The comments made Here as follm1s: 

(1) "Unenlightened managemont , coupl od uith an 
abundance of all factors of p r oduction in a 
protected industry, make standard costing a 
difficult t e chnique t o sell. n 

(2) "T op management do n ot regard the information 
,1orth the cost of collection". 
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The feeling was that standard costing could be used much more 

fully , but there Tiould be difficulty in persuading managers that 

the venture \7as worthwhile . 

b . Use by Managers 

A tool of management should be judged on the use made of it by 

managers . This can be viewed in a narrow sense at cost centre 

level . It can also be considered in the wider sense where costs 

are employed to justify policy and t o forecast likely results • . 

The shop floor control aspects will tend to be the concern of 

departmental manager s and supervisors . Policy making and planning 

will tend t o be iJ:l.oluded in the functions of the directors and 

senior managers . 

Separation of the various answers reveal od a number of conclusions. 

Out of the total companies using standard costing 31 presented 

reports t o General Management. There were 29 which gave at tention 

to reports to production managers but only 23 covered sales managers . 

Office managers and supervisors received the same inadequate 

treatment, there being 14 companies which prepared reports for these 

managers . These figures came as a surprise and are commented 

upon in '2£1~• 

In the main it ~as found that manager s did utilize the reports, but 

there were some reservations . A small minority of companies (3) 

found that the reports were used in "varying degrees" . Most of the 
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blame for this appeared to rest with a lack of understanding on 

the part of the_ managers ~~, coupled with badly designed 

report~ . 

The objections were again in the minority (7) and the reasons 

may be swnmed up as follows:-

(1) Need for education of manager s . 

(2) Systems being installed by people who were not 

fully experi enced . 

(3) Standard costing being blamed when a s ignificant 

change in material costs affected gross pr ofits . 

(4) Interpr etation of figures is sometimes difficult . 

(5 ) Some managers ask for an actual cost TTithout 

appreciating the deficiencies of an "actual" 

cost as against a standard cost . 

( 6) Newness of the syst em - "teething troubles" . 

Fron these observations it will be seen that the objections are 

against t he use made of the system or tho lack of understanding , 

r ather than against standard costing as such . 

No company found the costs of operating standard costing too 

excessive . In fa ct, one reported that clerical costs of operating 

had been reduced by the introduction of the technique . 

10 • MBCHANICS OF THE TECHNIQUE . 

A number of important aspects may be termed the "mechani cs of the 

techni que". This term includes such matters as : 



(a) establishment of standards; 

(b) variances employed; 

(c) responsibility accounting, and 

( d) stock valuat i on . 

These are considered in that order. 

a. Establishment of Standards 
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This section may be vieITed from t wo points of view. There is 

the question of how often standards are est ablished and the type 

of standard being employed . The matter of replacement costs and 

the standards which present difficulties are related matters . 

The standard costs were established f'or -i:;he n!ljority of cases once 

a year (21 companies). Three companies changed the 

standard at 3-4 year inter vals . Other categories were as f ollows: 

Every 6 months 2 companies 

Constantly 2 II 

No set tii:ie 2 II 

Monthly 1 company 

3 Monthly 1 II 

Every 2 years 1 II 

Those which had no set time for r evising standards indicated toot 

a change woul d be made if justified by significant material price 

or wage rate variations . A s:inilar observation was made by the 

business operating 2 yearly standar ds . Another company had 
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difficulty in making changes and , therefore, had to revise when 

possible , generally taking 3 to 4 years to complete a revision . 

On the ~'Thole , the establishment of standard costs did not present 

formidable difficulties , but particular costs had their pr oblems. 

The principal of these were given as follows : 

(1) Administration costs. 

(2) 

(3) 

( fi.) 

(5) 

( 6) 

( 7) 

Selling and distribution costs. 

Overheads per unit produced. 

Conversion costs. 

Jobbing type of order. 

Those materials which involve TTide variations in yield•. 

Labour standards on day ,1or k sections - difficult. 

t o measure Ef'ficiency . 

(8) Purchased components . 

(9) There there are no establ ished time studies and no 

payment -by-results scheme . 

(10) Sales volumes . 

(11) Fixe d costs per product - duo t o fluctuations in output 

(similar to 3 above) . 

(12) For new or revised processes wher e quantitative data 

not available. 

(13) Multi-pr ocess products having different quality 

materials. 
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(14) Standard batch size , 

(15) Multiplicity of operation products (high speed steel) . 

(16) Heat treatment • 

(17) Tool room costs • 

(18) Novel plants which are exper imental (chemical processing) . 

(19) Iron r.iaking . 

(20) Tool and machinery manufac-i:;ur e. 

(21) Overhead rates as regards their complexity (this 

TTas an engineering company with batch production), 

(22) Metal standards because the price fluctuations are 

unpredictable . 

(23) Operation times . 

The standards for items listed above did not present insurmountable 

difficult i es , but there was a probleo in arriving at accurate 

figures. It will be noticed that the items in question were either 

of a non-standard nature or were of _the type '1hich would be affected 

by outside influences : examples of these are material prices , 

component prices and sales volumes . The types of standard 

costs employed were as follmrs : 

(1) Attainable 26 companies (3 als o used nonnal standards) 

(2) NormaJ. 8 

(3) Ideal 1 

(4) Basic l 
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The company which advised that basic standard costing was being 

operated also stated that standard costs were revised annually . 

There was , in effect, a combination of current and basic standard 

costs . 

These figures -were what would be expected except for the eight 

companies which V1ere operating normal standard costs . 

from the following industries: 

Food processing (2) 

Engineering (3) 

Electrical equipment manufacture (1) 

Agricultural machinery manufacture (1) 

Joinery products (1) 

They came 

As indicated earlier , three of the se companies also employed 

attainable standard costs . The implication was that attainable 

standards were used for prime costs (labour and Qaterials) and 

normal standard costs were adopted for overheads . 

On the interpretation of standard costs it was found that 14 

employed "expected" standards and 18 used standard which reflected 

what costs should be. One a ccountant confessed that he could not 

understand the difference bet ween the two for!!ls of standard cost. 

Since the difference bet ween what costs are expected tg ::t2J:t_ a.nd 

what they should be is of vital importance it is appropriate here 

to note that 14 companies were operating systems which did not 

give them the full benefits . Standards based on expected 

performances tend to hide inefficiencies end, therefore , are not 

~ standards . The significance of this distinction is given 



fuller treatment in Chapters 2_ a!l_d 3 • 

Very much linked vlith what costs ~ould be is the questions of 

replacement pricen. Again, reference should be made to Chapters 

2 and 3 where the idea of a true standard cost is examined . In 

this section the concern is with what happens in practice . From 

the answers given it Pas found tha t 19 companies considered replacement 

costs . Most of these (17) were in connection with raw materials 

purchased . In additioh, there were 3 companies which considered 

depreciation on a replacement cost basis ( two of these were 

included in the 17) and the other company dealt v1 ith packing 

material in this way . 

V{ith two exceptions the 19 companies cited regarded standard 

costs as being based on what costs sho_ajd 1?2_ and , .therefore, 

they v,ere employing standard costs which r:e re approaching the "ide&l" 

from a theoretical standpoint . 

b . · Variances Employe£ 

The variances employed are an important indication of the nature 

of a syste~ and the extent to ~hich managers are informed of 

deviations from plans . Ideally, a full range of variances should 

be calculated to cover all levels of management . 

( See ~--~!!.Ji) . 

Variances found in practice are lis ted belm-r: 

(1) Labour Variances 

Labour Rate • 

Labour Efficiency . 



HCLle and Female Mix. 

Revision. 

Direct Charg0s Promiun Payment . 

Excess Idle Ti.r.10. 

Grade of Enpl oyee . 

Idle TiBe. 

Rectifications . 

-.7aiting ti5te. 

Rate of Output . 

Stoppages . 

Volume on Lo.bour Hours . 

Lost Hours . 

Labour CapCl.city . 

(2),M_ate~~l Vari~nce ~ 

Material Price . 

Material Usage . 

M.::.terial Yiold . 

M2.teria.l Quality . 

-jater ic.tl Substitution . 

Fornula. Change . 

Material Mixture . 

Material ·.7aste . 
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(3) E_a,ctory Overhea~ Y~iances 

Expense or Budget. 

Volume . 

Capacity . 

Efficiency. 

Expense or Budget: 

( a) Fixed. 

(b) Variable . 

Stoppages. 

Controllable . 

Yield . 

Scrap . 

Under or Over Absorption . 

Indirect Labour. 

Extra Depreciation (difference bet~een 

replacement cost and original cost). 

(4)~dministralion Overhead Variances 

Volume • 

Calendar . 

Remuneration Overspending. 

Other Expenses ( excluding Remuneration). 

'l' otal Variance . 

Spending Ri:,te Against Fixed Budget. 

Variable Cost s • 
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(5) ?elling and Distribution Costs Variances 

Expense . 

Volume • 

Calendar . 

Product Mix • 

Gross Profit . 

Remuneration Overspending . 
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The majority of compani es employed the conventional variances . 

Labour and Material Variances we r e divided into "price" and 

"quant i ty". Factory overhead vari ances consisted of budget, 

volume and efficiency . A strange diversion was that a nur:tbe r of 

companies did not calculate the cost of inefficient utilization 

of material, even though most compani es stated t hat reduction in 

material wastage was a positive benefit . 

Not all companies calculated over head variances . For administrat i on 

costs only 8 businesses bothered to try to calculate the effects 

of over or under spending . Fourteen compani es n~de an att empt at 

variance analysis for selling and distribution costsi the ma jority 

of these v.re r e f or expenses or s al es v·olume . 

The unconventional variances were used , but only by single compani es . 

Three companies did not go any further ,lit h the variance analysis 

than comparing total budgeted cost TTith t ot al a ctual costs . 

Some companies carried out the analysis t o great lengths espe cially 

f or l abour cost s . One company analysed l abour variances into 22 
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different cla ssifications . From this it -rrill be seen that there 

wore extremes: on the one hand the r e uere a few compani es which 

carried out little or no variance analysis and, on the other, there 

were a small nill1ber which went to great l engths . Typical of 

t he sophistica~d sys t em~ are the exampl e s given below; 

Example 1. 

Electr~~~n__g_ine~in_g_ Co~~ 

Labour Variances: 

(1) Scrap . 

(2) Redundant st ock. 

(3) Ineffective Daywork. 

(4) Tra ining . 

(5) Overwrated Labour• 

( 6) Al ternativ-e :Methods. 

( 7) Re ctification . 

(8 ) V/a iting Time . 

( 9) Make up and Awards • 

(1 0) Overtime and Shift .iul o1.,rn,nces . 

(11) Salvage . 

(12) Excess Inspect i on . 

( 13) Piece work Suppl ement • 

Material Variances: 

(1) Price . 

(2) Scrap . 



(3) Redundant Stock . 

(4 ) Alternative Specification . 

(5) Excessive Cost of Sub-Contracting • 

(6) Plating and Processing Losses . 

The same company did not calculate variances for factory overhead, 

administration , and selling and distribution costs . 

Example 2 

General Engineering Co_Il!Pany 

Labour Variances: 

These variances are analysed under 30 different headings 

distinguishing between "controllable" and "uncontrollable" 

variances and times allowed .:gainst standards set . 

Material Variances: 

Price . 

Usage . 

Factory Overhead: 

Activity . 

Expenditure . 

Example 3 

J;!a clline Tool J,;:anufacturer 

Labour Variances: 

Efficiency subdivided into 

(1) 

(2) 

Different batch quantities from standard , 

Special allo1.1ances; anirnard material , 

poor machine , etc . 



(3) Differ ent grade or labour fr om standard 

( e . g ~ appr entices) . 

Material Variances: 

Different type of mat erial from standard • 

Different quahtity of material . 

Factory Overhead Variances : 

Indirect Labour : 

Differ ences i n n~~ber employed, hours wo rke d 

per ,:eek , wage rates . 

Indirect Material : 

Differences in quantities in val ues . 

General : 
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Changes becaus e of Government decision ( .e . g . National 

Insurance payments) • 

Special expenses such as extra maintenance/reconditioni ng 

of ma chine t ool s . 

Difference :in actual scrap charges from 8tandard due 

t o nei'l labour , new pr oducts or unknovm causes . 

~Elu 
Chemical Manufa cturin__g_ Compagy 

Labour Variances : 

Manufa cturing cost centre variances 

(a) Rate . 

(b) Usage FJfficiency• 
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Material Variances : 

Price . 

Usage . 

Fa ctory Overhead v~riances : 

Departmental by cost centres distinguishing bet v,een 

fixed and variable costs . Indirect labour costs 

are treated separately . 

Administration and Sel~in__g__ and Distribution Variances 

Variable expenses variances only are calculat ed . 

One accountant who suggested that standard costing was being employed 

by his company did not understand \7hat nas meant by "variances" . 

On the whol e , however , ther e was evidence provided t o sho\7 t hat 

amongst accountant s the fundamental principles of st andard costing 

were understood . Yet there ,,ere clear indications t hat many 

companies ue r e not utilizing the system fully or ef fe ctively . 

Twenty companies, out of the 33 empl oying standard costing, computed 

variances f or cost cent r es ana/or departments. 

a dopt ed a variety of methods such as : 

(1) Variances by fa ctory . 

(2) Variances by pro duct groups . 

The r emainder 

(3) Variances by geographic sa l e s r egions uithin 

production divis i ons . 
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(4) Variances by processes . 

(5) Variances for fixed expenses departments such as 

Welfare and Purchas ing . 

(6) Variances by company divisions and subsidiary 

companies . 

(7) Total variances f or each major function ; 

production , selling; etc . 

Some of these variances were also employed by the group of companies 

which analysed by cos t centres . But there we re individual companies 

which used one only of t he methods in (1) t o (7) , and no other . 

Accuracy of the standard costs is of vital importance . If 

variances are too large due t o incorrect standard costs, then the 

latter lose their ve.lue a s a t ool of management . Only by having 

realistic standard costs can a business operate with a s ound 

knowledge and confidence in the system . 

Many companies were not awarL~f' nhat ascura£l_ was being ach~. 

There were suggestions made that the accuracy varied in many 

cases depending on the a ge of the s tandard costing system. Early 

on a high l evel of accuracy was difficult to achieve, but after a 

few years, experience and knowl edge allowed more accurate standards 

to be set ana. , t herefor e , variances t ended t o be smaller . 

matter one accountant had the f olloning comment to make: 

On this 

"The standard costs r efer t o our division which manufactures 
wire . At the present ti.110 the standards a re not very 
accurate the variances exceeding 10 per cent . However, the 
system is in its infancy and ,,re expect bett er r esults t o be 
obtained at a later stage" . 
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This bears out the suggestion that experience brings greater 

accuracy. In addition , the detailed analysis ~hich comes from 

checking variances can l ead to better results . (~ Accountants ' 

cost handbook edited by E_.I. Dickey , Ronald Press, New York, 1964, 

p .17 .31). 

Even the time of year in which tho standard costs are being 

employed can have an influence on accuracy . In one company it 

was found by observation that standards were under 5 per cent 

inaccurate at the beginning, but tended to lose preciseness as 

the year progressed being in the 6 to 10 per cent category by 

the end of the year . 

The results of the survey shoTTed th~t the following applied: 

Under 5% inaccurate 26 

6 - 10% inaccurate 7 

lo% and over inaccurate 1 

One company had labour standard costs in the under 5 per cent 

category and material costs in the 6 - 10 per cent classification~ 

This accounts for the extra one in the total of 34- . The single 

company which appeared in the l Of and over category was the one 

which explained that the syst er.i was in its infancy. 

The~~ for the variances a re of vital importance and for 

this r eason a summary is given belo,,: 

(1) Labour Rate Variances -----
Wage avmrds. 



Different class of labour . 

Shortage of suitable labour • 

Different l abour "n ix" • 
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(2) 1@&.our Eff icie ncy Variance~ 

(3 ) 

Excess overtime • 

Inefficient supervision • 

Stoppage s . 

Changes in planned method and sequence of 

operations • 

Mechanical and eloctrical defects • 

Changes in sizes of products • 

Tool modification • 

Rectificat i on work excess i ve • 

Production changes • 

Heating avaib.bility . 

Defe ctive material • 

Speed of operat ion • 

Material Price Variance 

Supplementary purchases • 

Unforsoen pri ce increase~ 

Market fluctuations . 

Unreliable informat i on fron suppl ier regarding 

fut ure price s . 

Market conditions , e spe cially for metals such a s 

copper. 

Small quantit ies purchas ed . 



(4) Material Us~ge Var~ance 

Inefficient operation. 

Excess scrap• 

Faulty machine • 

Faulty oaterial . 

Increased volune of output. 

( a) 

(b) 

Mixture Variance 

Availability of raaterials. 

Improvements to recipes. 

Yield Variance - -
Material spoilage• 

Poor worlananshi p • 

Inf'erior quality oat erial. 

(5) ~ctory Overhead Vari!!D,ces 

(a) Budget Variance: 

Use of other than standard machines . 

Change in Iilaintenance plans • 

Excessive spending • 
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Government decision (e. g. National Insurance Payments ). 

Special expenses such as extra maintenance. 

(b) Overhead Volume : 

Inability to obt a in orders. 

Absenteeism. 

Waiting f or work . 



Frequent and unforeseeable changes in fashion • 

Programme fluctuations . 

Introduction of new products . 

Incorrect sales forecasting . 

Plant inefficiency or unexpected effi ciency. 

Waiting for wor k . 

(c; Overhead Efficiency: 

High labour turnover . 

Excessive scrap . 

Unexpected stoppages . 

Waiting for wor k 

New labour employed . 
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Usage of facto r y services . 

(6) A~~inistration Variances 

( 7) 

Careless spending not justified by results obtained. 

Price increases . 

§_£lling and Distrtbution Var~nces 

Losses on stocks due to having to write do,m the values 

t o give "sale line" valuation (applies to ladies fashion 

goods) • 

Differences in the sales r:iixture • 

Advertiser ~' rates changing . 

Changes in types of products . 
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c. Responsibility Account~ 

"Responsibility accounting" is the term given to the organization of 

accounting in such a v;ay as to define respons ibilities in terms of 

cost so that the latter can be controlled. This theme is developed 

earlier in Chapte r 4. 

For convenienoe this subject is divided as follows : 

(1) Control of costs • 

(1) 

(2) 

(3) 

(4) 

(5) 

Control periods • 

Principle of exceptions • 

ccount ing reports • 

Stock Valuation • 

Control of Costs 

For control of costs there should be predetermination of costs, 

comparison of results and a systematic ap~roach to all matters 

affecting the utilization of resources. Action comes from making 

deoisions on the informat ion obtained from the a ccounting system. 

A number of questions on the questionnaire uere designed to show 

hem far companies went in attempting to control costs. 

of the main points is given in the paragr~phs below . 

A survey 

Direct material cost control should come from isolation of the two 

main variances - price and usage - and analysis of these into causes. 

The latter had been covered earlier . I n connection with the price 

variance it TTas found that out of the 33 companies employing standard 
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costing 27 regarded the price variance as being the responsibility 

of the Purchasing Manager. In two cases a Purchasing Committee, 

responsible to the nanaging director, had the onus for explaining 

any price variances. Only one company made the factory nanager 

respons ible for the variance . The renainder (3) took no action 

on price variances and assigned no responsibility for inaccurate 

budgeting . 

In connection with material usage only 12 companies used some form 

of special Excess 11Iaterial Requisition. Many of the remainder 

lllcognized that there was need for analysis of the excessive 

material usage, but did not take the appropriate measures for autom­

atically isolating or othervlise controlling the variances. 

Direct labour cost control received attention from the majority 

of compani es . Only two reported that they did not use some 

form of system for recording times . 15 had time record6rs and 

16 employed time sheet a for each worker . There ,ms sane overlap 

uith these figures because a few conp~nies employed both methods. 

One business used j ob tickets and there nere 9 companies which 

emvloyed tiri10 sheets uhich cont~ined the details f or a number of 

workers . ~gain, a feTT of these companies employed raore than one 

method . Ono company used job tickets as TTell as attendance tine cards . 

Six companies m.:i.de no attempt to control labour by the use of 

time records of any description . 
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Out of t ho total of tho companies empl oying standar d costing ther e 

~or o 14 which had an incentive scheme linked with st andard t imes . 

Factory overhead costs Her o control l ed in t ho main through th0 

utilization of budgets . Surprisingly, some of the compani es which 

had r eported t hat t hey did not pr odot ermino standard costs, di d 

show that t hey empl oyed budget s . This emphasized tho f act that in 

some cases standar d cost s and budget ed cost s wor e r egarded a s being 

differ ent species . T,rnnty companies us ed fixed budget s and 22 

employed fl exible budgets. Only 2 companies did not att empt ~ny 

form of budgeting proper f or f a ctory overhead . Tho discrepancy in 

tho figures is explained by t he fact that some companies us ed both 

fixed and fl exible budgets . 

Ther e wor e 2 corapanios which r eported an analysis into "dire ct" and 

"indirect" costs, but this P.as i nt er pret ed a s simply tho pr ocess of 

distinguishing bet ween pr ime costs and overhead costs. Ther e we r e 

only 16 co~panies which utilized departmental operating stat eoents. 

On analysis of f actory overhead costs it nas f ound t hat 21 companies 

attempt ed some f orm of classification int o "f ixed" and "variable". 

In this same total t hor e wer e 10 companies which distinguished semi-

variable costs from other cost s. All t he companies concerned 

f ound the division of t he costs a s being useful f or control purposes. 

The question on mar ginal costing TTas t o elicit information on how 

f ar this t echnique was employed ir. cost control and t aking decisions . 
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Only 3 companies stated that tho t e chnique was employed fully and 

one of these divided costs into only two cat egories - fixed and 

variable - semi variable cost s not being classified separately . 

T~enty companies made partial use of marginal costing on such 

L1attor .., as : -

(a) Sales problems . 

(b) Special exercises only . 

(c: Special contracts . 

( d) Computing selling prices . 

Ten companies did not employ marginal costing in any form . 

For admini stration costs there were 27 companies which prepared 

budgets . Fifteen of these calculated vat'iances and 20 prepared 

departmental operating statements. Again some companies did not 

predetermine standard costs, but they did prepare budgets . 

With selling and distribution costs there ~ere 24 companies using 

budgets and for variance analysis and departmental operating statements 

the number s were 15 and 19 respectively. 

One company reported a separate functional classification; that is, 

into "technical costs". A budget was employed as well as variance 

analysis and presentation of information on departmental operating 

statements • 

( 2) Control Periods 

A variety of control periods wa.s found to exist . The question in 

this case applied to overhead costs and, therefore , daily control 
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periods were not expected or found. A summary of the position is 

given below: 

(a) Quarterly periods divided into sub-control periods of 

4,4 , and 5 weeks (9 companies). 

(b) Quarterly peri ods without sub - division (2 compani es ) . 

(c) 4 - weekly periods (9 compani es ). 

(d) Calendar mortth (3 companies ) . 

( e ) Bi-monthly periods (1 company) . 

(f) Equal number of output days (1 company) . 

(g) 12 accounting peri ods of either 4 or 5 weeks . This 

appeared to be another fo r m of (a) above . (1 company) . 

( h) 5 - weekly periods (1 company) • 

It will be seen from this summary t hat the quarterly period sub­

divided into three periods of 4, 4 . and 5 weeks 2.£ the 4 - weekly 

period is the most frequently used control peri od . 

(3) Principle of Exceptions 

Design of reports so that they stress t he exceptions is a fundamental 

principle of sound cost cont r ol . (discussed in Chapter 4) . There 

were 28 companies which recognized this fact; 5 indicated that they 

did not adopt the principle • 

(4) Accounting Repo~ 

A wide variety of reports is produced . 

t he basis of frequency of presentation . 

These are l iste d belovr on 



(a) DailL Report~ 

Labour Efficiency Report . 

Production Report • 

Off- standard Pro cessing Report . 

Sales and Orders Re ceived Report. 

Shift Production and Yield Report . 

Individual Piecework Performance and Earnings Report. 

Cash and Bank Position Report. 

(b) Weekly:_ Reports 

Hours -i!orked Report. 

Weekly Oper ating Results Report• 

Labour Standards Repo rt . 

Labour Variances Report. 

Integration of Standard and Actual Costs Report • 

Overall Variance St atement • 

Labour Ef f iciency Report . 

Labour Summary . 

Labour Analysis Statement • 

Activity Report . 

Cost Centre Hour s Utilization Report • 

Departmental Oper ating Report. 

Cash Position Statement • 

Factory Efficiency Report • 

Arc Furnace Operating Statement • 

-282-



Departmental Effectiveness Summaries. 

( c) fil.::¥ontl2)..tl~ort s 

Full Cost Report. 

(d) Monthly Re_B9rt~ 

Period Operating Results Statement • 
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Departmental Varianc es and Profit and Loss Statement. 

Stock Movement Reports . 

Factory Commercial and Technical Overhead Statement • 

Management Result s Statement . 

Cost Accounts Reconciliation Statement. 

Departmental Operat ing Statements. 

Efficiency Report . 

Material Price Variance Report . 

Departmental Cost Account Sheets. 

Branch Works Report. 

Trading and Profit and Loss Account. 

Divisional and Cost Centre Reports . 

Finishing Depar tment Operating Statement. 

Labour Variances Summar y. 

Factory Operating Accounts . 

(e ) Annual Reports 

Department ~l Performance Reports . 

Stock Reports . 

Group Consolidated Accounts. 

Statutory Accounts • 

CUi~ulative Cost Report . 



Cost Accounts Reconci l i ation Statement. 

Budget Revision Stat ement . 

Divisional and Cost Centre Reports. 

Profit and Loss Account . 

Bal ance Sheet~ 

( f) Intensity of Use 
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The use made by managers of the r eports is analysed 

earlier in this chapter ( section 8 B.) No one 

company empl oyed all the reports . Surprisingly, 

many of the reports were presented long aft er 

the event had occurred . 

bel ow : 

(1) Ha chine t ool company: 

Exampl es ere given 

The bulk of the reports were prepared on a 4-~eekly 

basis . Labour rep orts on such matters as lost 

time and efficiency achieved ,1ere issued weekly . 

(2) Pharmaceutical company: 

All reports rrnr e based on monthly activity . In 

particular , efficiency reports and stock reports 

v.,e re prepared . 

(3) Electrical equipment manufacture 

The mater ial price variances i.7ere r eported monthly, 

wherea s departmental cost sheets were issued 

quarterly. 



(4) Motor vehicle manufacturer: 

A. factory report uas produced v,eekly and a labour 

variance summary monthly . 
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In terms of actual figures there were 12 companies uhich prepared 

reports on a daily basis and 18 produced wekly reports . There were 

30 companies nhich produced monthly reports . All the companies produced 

annual accounts, but only 12 of these produced annual reports for 

internal management use . Two companies produced quarterly reports 

and these were in the nature of cumulative cost statements . Reference 

should also be made to the section on Control Periods which appears 

earlier in this chapter~ However, it is important to observe 

that those periods refer to the control of overhead costs and not 

to prime costs . 

The nature of the reports obtained from companies showed that 

consider able thought had been exercised in drafting the forms . 

Moreover, attention had been paid t o the important matter of whether 

costs uer e controllable or uncontrollable . 

Many of the reports were too lar ge to reproduce . If not too 

large they were printed 11ith very small print and complex rulings 

which also made reproduction very difficult. The example ( lig . 74.) 

given opposite shows the kind of analysis that is necessary in 

practice . It will be seen that the labour losses are analysed 

into "dir ect" and ":indi re ct "responsibility. A det ailed breakdown 

was given on the back of the form . (Fig .?~.1 
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(5) Stock Valuation 

The statistics relating to stock valuation showed that 7 valued 

a~ a ctual costs whe reas 26 used standard costs . Eleven compani es 

did not include overhead costs , but 22 did . On this matter of 

inclusion of overhead costs a variety of practices wer e found to 

exist and these a r e swnm1rized bel ow : 

(a ) Divisional overheads included , but not depreciation. 

or head office overheads . 

(b) Cost centre or departmental overheads included, but 

not administration and sell ing . 

( c) General wor ks overheads only • 

(d) Variable overheads only. 

( e ) Packed stocks include overhead costs , but not raw 

materials. 

(f) Factory overheads only . 

(g) Ra~ material stocks kept at a ctual cost , but work-in­

progress and finished goods are r ecorded at standard 

costs . 

(h) Market values are used for the Bal ance Sheet where relevant . 

(i) Factory administration cost s plus a pr oportion of the 

buying division costs . 

(j) Kept at standard, but converted to a ctual for the 

monthly accounts . 



(k) Full overhead costs - fixed and variable. 

(1 ) Factory and office overhead costs. 
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(m) Stocks kept at standard costs~ variances if the 

actual cost is less than standard . 

(n) Production overhead plus part of the administration 

costs. 

(o) A total equivalent to 100 per cent of direct labour 

is added for overhead costs . 

(p) Direct costs including variable overhead costs. 

(q) All overheads except selling and distribution are 

included . 

(r) All overhead costs except central administration 

and selling costs . 

The methods employed f or recover ing overhead costs are relevant 

because these also affect stock valuation . 

listed in the questionnaire ~ere : 

(1) Apportioning to cost centres . 

(2) Machine Hour Rate . 

(3) Labour Hour Rat e . 

The three methods 

It nas found that 16 companies employed all three methods . One 

business used the cost cent r e and l abour hour recovery methods , 

v1hereas another company had apportioned to costs centre and us ed on.chine 

hour rates . Some companies (7 ) took costs only to cost centres . 
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The remainder of the businesses reported that they either employed 

the machine hour rate or labour hour rate: this seems rather a 

doubtful statement because costs would have to be t aken to cost 

centres before they could be re covered in the cost of the products . 

II EFFECTIVENESS OF STAND.ARD COSTING 

a . Summary of Fir;tdin~ 

The remar ks made on the effect iveness of the system as a tool of 

management are valuable and, therefore, are summarized belm, : 

(1} The system is effective provided the interpretation of the 

figures is made easy . 

(2) Standard costing, rather like a good incentive scheme, has 

its greatest impact in the initial months of use . After this 

period it i s rn.ther like working with the light on~ The 

scheme is not so actively valued, but fen would wish to I switch 

the 1 ight out 1 • 

(3) Standard costing makes for ease of compa r.ison , ease of evaluating 

r-ro rk- in-progress o.nd other stocks a.nd makes possible the highlighting 

of variances . Its ma jor defect is inflexibility . 

(4) It is effective so far as management at intermediate levels will 

allow . 

(5) There is no doubt as t o the effectiveness of standard costing 

providing:-

(a) Standards are based on reliable technical specifications 
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and sound nork study principl es . 

(b) It is not lllposed as an a cc ounting ne cessity, but is 

collectively agr eed a s an improved a i d t o the managers 

and the supervis ors concer ned, and rece ives their full 

support n.nd co - operat i on. 

(c) It is fully understood by all concerned . 

(d) Top management uses the results (variances etc . ) as a 

basis for control. 

Correctly implemented it encourages immediate r emedial action 

t o be taken on adverse results and clearly i dentifies areas for 

investigation and cost reduction . 

A principal problem (rather than defect) is the control of work­

in-pr ogres s value and this requires r easonably fre quent 

verification by physical checks; etc . 

(6) The system is reasonably effective and is certainly better than any 

system of historical costing . Honever, the terms used in standard 

costing and the complicated a rgument s , such as the incidence of 

fixed costs, are rarely understood by any l evel of management • 

(7) Standard costing used selectivel y and judiciously is very useful . 

It is mo r e suitabl e for r epetitive batch pr oduction than f or II one 

off" assembly 1:rnrk. 

(8) Operated efficiently, uith the full support of top management and 

especially t he Chief Accountant and his staff , no other system can 

really be compar0d to standard costing a s a "yardstick of measurement" 
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and a tool of management . But it is important that a 

standard costing system is put in professionally and not piece 

meal by an a ccountant empl oyed by the firm (unless he has had 

installation experience 11ith a firm specialising in this 

,.-.,ork and he is full-time on the assignment) • 

(9) In a Group as l a rge as ours (20 factories in U.K. alone) 

un..JL2!:~ stanlli1rd costing i s of paramount importance and 

contributes largely , not only t o immediate cost control, but 

in rationalisation , long term planning , introducing neu 

products and so forth . 

(10) Standard costing is a good tool provided the following 

conditions apply : -

Efficient methods of me ~1surement; sensibly set standards; 

co-operation from production management; dynamic approach 

to setting of standar ds; reports used for a ction r ather 

than mere reference . 

(11) (Juite a.pa.rt from the daily and ,.-;eekly cont r ol exercised at the 

factories t o mainta in o..n high standard of efficiency, the prompt 

presentat i on of monthly a ccounts in detail t o the Board of 

Directors and Heads of Departments uould be impossible uithout 

standard costs . Appropri ate, brief reports on exceptions 

permit prompt decisions being made . 

(12 ) The strength of the system lies in the effectiveness of the 

standards ; revision of standards can cause tremendous 
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administrative problems . 

(13) .Management is aware that an individual cost represent::i 

normal efficiency . The adverse variances by cost centres 

therefore signal the abnormal. This is control by 

exception. In a l a rge ~orks l ike this (5,000 employees) 

it ~ould be impossible t o run a cost centre without 

standard costing and budgeting. 

(14-) Standard costs allow proper de cisions to be t aken on sales 

price policy and relative pr ofitability . The trend of 

movement in costs (prices) can be identified . 

(15) The limitat ions of standard costing lies mainly in the 

tendency to concentrate on cost ing sales rather than 

pro duct ion • In a company of this kind, it can never be 

the ~7hol e story n.nd, in practice, many assorted non-textbook 

techniques have t c be used i n order t o exercise effective 

control and to pre sent a balanced picture t o oanagement. 

(16) Provided standards aro sot at attainable levels the system 

is most useful. Variances cin be attacked and corrected 

before they get out of hand . It i s ossentidl t hat all 

infonnat i on is produced promptly . 

(17) St andar d costing is an eff ective t ool only so long as it is 

accur~te to uithin 3%. G~oss deviations can nonnally be 

i solated j ust a s well by other means . It is convenient 
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too and saves time ( oven allo-.1ing for time taken in 

preparation of standards) . It i s necessary that all those 

concerned with using data base d on standards realize fully 

what it means ; i.e . a publishea. standard is of little use 

in quoting selling prices where qur1ntities vary materially 

from the budgeted quantity. 

(18) The standards should not be made elaborate, but kept simple, 

and thus readily understood at all levels. Varia nces thereon 

should be assignable t o spe cific areas otherwise remedial 

action will not be f orthcoming . Standards are becoming 

accepted as a yardstick for most management decisions and, 

if kept in the correct perspective; will continue to make 

demands for accurate Work Study . 

(19) It is essential t o the understa nding of the business and 

highlights v.her8 we h3.ve to make special efforts. The system 

has saved us a lot of money . 

We still do not kno-, how to ocntrol ~deqUQ.tely expenditure 

on Maintenance and Repairs. Furthermore, in an integrated 

Works -.i-e find it very dif'ficult at tir.1e s t o allocate 

responsibility; c . g ._ 1:.oor iron affects steelmaking and 

rolling mill yields; poor blast furnace performance affects 

g2..s availability throughout ·che Forks . 

( 20) Tho average production manager ha s little or no understanding 

of standard costing and the education of' these people is a 

long job . For the system t o be effective it must have the 



- 295-

backing of top ~anagement . 

(21) Standard costing supplies the informat ion on nhich a ction 

0011 be taken and is a s effective as the a ction taken . It 

is an excellent basis for ccst control, but like all other 

systems is only just ified or useful if "line" management 

and directors use the :information revealed . This does 

not excuse the r espons ible accounting function from "selling 

its uares" and pre s sing f or action . 

(22) Standard costs a re the only t~ costs at the moment they 

a r e compiled and , nhile they do afford a. measureL1ent a gainst 

those a ctually incurred, they are sometimes confused 11ith 

a ctual costs . - I would r ather see one s e t of costs only 

within a Company constantly r evised f or price cha nges, formula 

change s , etc . The whole cost eff ort could then be centred 

on providing up- to- date costs and the laborat ories and 

pr oduction depar tments could be hel d responsiblG for 

investigating varia tions from technical per formance . 

( 23) There are many t ools of r'..:.ma.gemont r:md oost cost information 

is judged on <1 cocipo.:;::-ative basis ; i.e . costs compared with 

sales, costs, expens e s and costs compared rrith previous 

years and other factors . The existence of sta ndard costs 

:pr ovide s 'J. very useful means of comparis on . 

( 24) Our line of business is much simpler than most a nd s t andar d 

costing is l ess effective than in, s ay , complicated 

engineering businesses hhere its value is immea surable . 
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(This company ope r a ted in fo od processing on a small 

scale). 

b. Conc..l'l".._s i c.n 

Some ci" the r eplies duplicated the infor mat i on given and , therefore , 

have not been r eproduced . From the s e replies it will be seen that 

there is great support for the t echni que , subje ct to certain 

r eservations. 

12 .• CONCLUSION ON PRACTIC.i-"i.L ASPEcrs 

The resea rch has r eveal ed tha t standard costing is used quite 

widely in British industry. Nevertheless, many companies still 

do not consider that ~anagement techniques a r e appr opriate t o them. 

Sta ndard cost mg was found to be empl oyed in a number of industries ; 

including those which employed process , ba tch, uniform and job 

costing . In the l att er case a full system could not be said t o be 

in operation . 

Ne;, knmlledge became available on the r8ason3 f'o r using the 

technique . Users f elt tha t an eff e ctive t ool of ,,m.nagement w;:i.s 

being employed in cost control , :ietection of inefficiencies, price 

fixing , planning and other iraportant areas . 

Within the functional divisions , standa rd costing uas us ed f a irly 

f'ully on production . Selling and distribution and administration 

rre r e not considere d quite a s appropriat e f or employment of standard 

costs . One probler.1 encounter ed by accountants was the existence 
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of uanagors ·,!ho did not understa .. nd ,:-;-mt control TTas really ne cessary . 

Reports t o management ·,er e a feuture cf th0 syst8ms i"1 exist ence. 

Surpris ingly, control on t he sho:1 floor wc.s rather negle ct ecJ. . A 

similar positior .. wa::; f ound tor off i ce managers . Best served 1.1er o 

general managers, almost all comp,;'.nies present ing reports to them . 

Sta ndard costs were found to be r evised once e year by a lmost t wo ­

thirds of the companie s . other revision periods wore a l so found, 

but there was no positive l eaning tonards any particular period . 

Attainable standard costs were employed by the majority of companies . 

Next in line we r e normal standard costs with ideal and basic 

standards be ing isolated instances. A nw:iber of accountants 

did not really understand the true nature of s tandard costs as being 

costs as they s~b.£ and not uhat they are expected to be. 

An extremely .;ride rang0 of variances w.1s found to exist . However , 

they were not employed as fully a s expe cted , e spe ci~lly i~ tho field 

of' material utilization . Ji few conpn.nios e..ppel'.r ed to go to 

excessive l engths in the va riance anal ysis, prwGrily for dire ct 

labour costs . 

Cost control ~as exercised through cost centre s by the calculating 

of varia nces f or each . other divisions 1:er e als o f ound t o exist . 

The high level of a ccuracy being obt,~i ned in sett ing standard ,ms 

sur:;_:;rising, the r;w., j ority of companies coming within 5 pe r cent of 

t he targets set . This did not apply t o all compani es and some were 
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not even a':Iare of th0 accuracy tha t nas bei..'1g achieved . Control 

of costs ,,as r0garded by many companie s 3.. S being es sent iaJ. . 

Unf'ortunately , some of' the methods used l eft much to be desired : 

alter nat ively, there were a r eas ~here cost cont r ol would bring 

benefits . A .im.e.11 nincrity used marginal costing in its 

fullest sense, although partial employment of the technique ~as 

more widespread . 

The control periods in use t ended to be quite conventional, but 

there ~as certainly a significant absence of daily reports . ~Ul too 

often e. report seemed t o be present ed long aft er the event had 

occurred . 

The stock valuation answers showed that the majority of companies 

used s·candard cost s a s a basis. A number of companies included 

overhead costs, but often this inclusion wc.s limited t o variable 

or t o total fa ctory ov erheads only . 

On the vvhole the consensus of opinion ,1as that standard costing 

was a useful t ool of management . This matter is a.nr.i.J.ysed i..'1 

~ter ~ when theory and practice are comp 01roL1 .• 
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THEORY -AND PRACTICE COMPARED 

1 . INrRODUCTION 

Standard costing as a tool of management has been examined in 

detail in the preceding chapters . The purpos e of this chapter is 

to compare tho the or etical frame~ork with the practices adopted in 

industry . 

In addition , suggestions are made on tho possible approaches which 

could be made to make the t echni que more effective . 

2. · , STANDARD COSTING EXAMINED 

A comment on the apparent apathy of some companies to supply 

information is appropriate. On1y by supporting serious academic 

study can a subject be examined ; criticized and improved . There 

are some difficulties , especially those associated with completing 

returns and questionnaires for governmental reasons , including 

income tax . Nevertheless, even after allowing for this fact , 

it was felt that some companies could be more helpful . In the 

long run all businesses uould benefit from the details made 

available . There was a clear indication that a number of companies 

still regarded cost accounting systems as a nuisance and something 

which di d not apply to them . On the evidence of remarks made there 

was some doubt as to whether modern management ideas were being 

adopted in any significant fashion . Fortunately, these observations 

apply to a minority and a number of companies were looking into the 

possibility of adopting sophisticated t echniques such as standard 

costing and budgetary control . 
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a ver-J small minority regarded the in.format ion required as being 

confidential and as being contrary to policy t o disclose. The 

questionnaire did not 11sk f or information that was likely to be 

useful to any other business in specif ic circumstances. No details 

of costs or prices we re r equested . The questions r.re re designed to 

elicit information of the methods adopted in controlling costs and 

arriving at management decisions . 

a. lu,q_ustries Us~. St§!-ndard Costigg 

In theory the assumption made is that standard costing will be used 

priraa.rily when process costing is appr opriate . This was largely 

borne out by the r esults of the survey. It was found t o be 

not absolutely correct in that some companies using the technique 

were not in pr'ocess industries . 

Some j obbing firms used a form of standard costing, although in 

many cases this coul d not be sa i d to be fully comprehensive. 

Wbe:re l ong pr oduction runs 'ITer e possible, or there ,ms routine 

production cf a standardized nature , standar d costs were set. 

In the mot or car nunufa cture i ndustry which provides an example of 

multiple costing (using a variety of costing methods) there was 

considerable emphasis given to the technique . In ongineering firms 

on bat ch production,standard costing was found to be a very useful 

management technique. 

There uere some comp:::.nies which did not consider standard costing 
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appr opri£.te and yet they had the necessary conditions for success • 

.An engineering business used st~ndard times and employed budgetary 

control, but the dotailod costs ,:1er8 :;:,urely historical. 

production t echniques v.ero being eI:1.ployad. 

Yet batch 

In a similar c2.t egory ca.me single com:Janies in tho r:tanufacture of 

paints and in chemical manufacture . Since the se are process 

industries it '.'1as ver-:1 surprising ·chat standard costing v.as 

dismissed, In one case it Tias regarded as being appropriate, 

but not use d; and in t he other that it TTas t oo costly in rel~tion 

t o the benefits expe cted . 

One business had. a guaranteed market and, theref or e , could sell 

all it could produce at a reasonablo profit • For this reason 

cost control was re garde d as being unnecessary. 

The admissions made that st~ndard costing was appr opriate, but 

not used, or possibly too expensive to ope rate indicate a general 

complacency that shoul d hot exist in the management of companies. 

Managers res iJOnsible f or failing t o empl oy appropriate syst ems and 

t echniques cannot be r egarded as being efficient. They are 

missing a vital opportunity t o elinin~te l osses and waste aud so 

oako their -r;ork noro 0ffoctive . 

Some a ccountants had difficulty in convincing top management 

that standard costing could bring about wprovenents. A l ack of 

education on the use of a ccounting as ~ t ool of oanageuent was very 

evident . This TTas probably the main reason f or a syst em not be ing 
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used or f or its being employed only partially. In some cases 

there '<73.S ignorance displayed 011 the merits of standard costs as 

opposed to actual (historical) costs. 

Whilst the bulk of the blame for not employing the technique 

fully can be traced to the apathy of some managers, the accountants 

cannot escape some responsibility. The minority of companies 

which objected to stahdard costing blamed installation by inexperienced 

staff and the presentation of figures which '11ere d.if'f'icuit to 

interpret. Accountants in the past have been gull ty of shrouding 

themselves in mystery. The emphasis on participation, stressed 

throughout this thesis, sho~s the importance of involving all 

responsible personnel. Yet this is not being done in some 

businesses. In addition, tho education aspect shoulc1 be very ouch 

a pa.rt of the .J. ccountant I s "selling technique" . If he cannot 

show management what can be expected from standard costing he is 

unlikely to succeed in operating a systeo successfully. 

b. Stan<l?,rds Epploy~ 

Standard costs were found to be established once a year f or the 

majority of comp~nies. This complied with what had been 

advocated in the theoretical framework . One or t wo businesses 

had unusual periods for revising the standards such a s 3 or 6 

monthly or even every 3 or 4 years. 

set time, but revised when nece ssary. 

These were some that had no 
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A variety of di f fi cult aroa.. s fo r set t ing stand.ard.s was fo und to 

exist . 

costs . 

This includ(.d administration and selling and dist r·ib-ution 

Gener ally, the ,;. reas given uere what was expected., although 

one or t ,rn should not have boen insurmountable . For exampl e , 

purchased components cost s were stated a s be ing a difficult 

problem t o predet er mine . He.:i.t t :ceatment costs ,rnr e c:.lso regarded 

a s pr esenting special problems . Yet these areas should be capable 

of study and the e stablishn:ent of standar d ccsts . 

unusual or exceptional . 

'rhey are not 

One of the main diff iculties seemed t o be the predet ermination and 

calculation of a unit cost f or overhead costs , mainly because of 

the variations in output and the incidence of fixe d costs. This 

appeared t o indicate that rot eno~ tho~ ht i~j~Jnrt into the 

~ l e~ -~ ~,.:~1l._e~ria.te ~aC?_i~_,y . f or ~ t I}e J?_~Jis_~al,'_ ~~~ 

concerned . 

The types ·of standar d cost s be ing employed were in a ccor dance with 

t he the or etical model. A substantial majority employed attainable 

standard costs. Pr ovided these are ·based on r ealistic conditions, 

in an at mosphere of' striving t o a chieve 1:1 high standard of 

efficiency , they would be a ccept able . Unfortunat ely, this was 

not f ound t o be the case . 

Almost 50 per cent of t he companies adher ed t o a concept of 

"expected" standard costs. This i s quite contrary t o the fundamental 
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definition of a standard cost - a predetermined measure of what 

a cost should be . The implication was that these companies 

were simply looking fo r an approximat e guide t o efficiency . 

In short, they Yrere content t o l et any inefficiencies stay as part 

of the standard cost s . In thes e circumstances there w~s doubt 

a s to whether a full investigation ha d been ma.de into all the 

functions so as t o make them operate ef ficiently . It nill be 

r ecalled that this should be carried out before the standard costs 

are developed . This is one of the maj or advantages of employing 

standard costing . Repla cement costs were found to be given some 

attention, but not as much a s ':!Ould h§.ve be en desirable . Around 

50 per cent considered replacement costs ( or prices) for raw 

materials . There were 3 companie s which looked at the problem of 

r e covering depreciation on a repl acement cost basis . 

From these findings it is possible t o st at e that most of t he 

companies in the survey did not ap~reciate the nat ure of standard 

costs fully. They re garded them as a f orm of yardstick, but the 

attitude to definition and measurement left much t o be desired . 

c . YeL_ia11,ces Emplo~d 

A far wider range of variances Ha s found in practice than that 

advocated by writers on accountancy. W'11!ly were not generally 

recognized terms , although some ·.;ould be self-explanatory, e .g . 
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excess idle time; rate of' output ; under or over-absorption 

variance . The use of terminology which is not standardized 

is unfortunate . Many benefits can be gained from using st andard 

terms and the Inst~_:1te o~-£~~~?cou~s~ Terminology 

of cost accountancy has much to r ecommend it. Education of 

managers can be ,1s s isted by the provision of official publications 

of this kind . 

The actual use made of the variances varied tremendously. In 

s ome companies a comparison of t otal standard cost v1ith total 

actual cost was all that was regarded as necessary. In others , 

there was consider abl e detail given , including one company Tihich 

analysed labour variances into 22 different categories. 

There was thus a mixture of many forms of control. Many companies 

did not bother attempting t o control material utilization or 

overhead costs of ~ny type . Yet when dealing with labour cont r ol 

there were some cases Yrhere the analysis uas taken to extnmt 

l engths. The bulk of the variance s calculated appli ed to the 

production processes . The administration and selling and distribution 

aspects tended t o be negle cted . This approach is contrary to the 

fully co - ordinated and comprehensive system advocated in this thesis . 

For management t o be fully effective an integrated syst em is 

essential, othen1ise tho nain funct ional divisions arc not operating 

in harmony so as to produce the desired return on capital employed . 
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Variances '.7ere calculated by factory , product groups , processes 

and cost centres . Tho majority (almost t wo- thirds) adopted the 

latter , thus locating r esponsibilities along the lines suggo sted 

in earlier chapters . 

The accuracy of the standard cost s and, therefore , the size of the 

variances are of considerablo importance . In practice, it 

11c1s found tho.t raost of the companies could get nithin 5 per cent . 

This appear ed to be a considerabl e achievement, although by itself 

the f i gur e is not of precise significance . Much depends upon the 

nature of the standar d costs ; ho~ they aro deternined and the 

efficiency anticipated . If the standards are set rather loosely 

then any depar ture from them 11ay moan very little . A small 

var iance i s not necessarily a sign of officioncy if the standard 

costs are simpl y a, reflection of ex,_,:io cted actual costs with all the 

attendant inefficiencies . 

'rhe r eas ons for the variances were, on the ,1hol e , those specified 

by the authorities on st!lndard costing . 

reas ons were given . 

d . _Q_g_ntroL<2_f Costs 

Rei.rover, a nur,.1ber of ne,; 

Effective control of costs is one of the nost inportant advantc1ges 

of standard costing . This comes fron pinpoint i ng responsibilities 

and analysing the variances . As f~r ~s possible ther e should be 

automat ic isolation of the variances ; this coraplies Hith the feedback 
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r equirement which is a vital part of cybernetics . The practice 

f ollowed sho,rnd that 1:1ate r ial price variances ·,rn r G calculated and 

Her e regarded a s t he r esponsibility of the purchasing manager. 

This is in uccordance uith the conventional approach to price 

_r esponsibility . 

A surprising f a ct er.rn r ged from t he procedui~es followed for controlling 

direct material usa ge . This i3 a.n extremely ir:1portant cost area 

,;here excessive usage can result in considerable l osses . Furthermore , 

material usa ge is generally a controllable cost . Yet it was found 

that only about one- third of the companies used excess material 

requisitions . The r onainder appeared t o treat the natter in a 

very light fashi on . A much more po sitive appr oach to raatorial 

control appears ess ent ial . 

Direct labour control received mor e att ention . Only a small 

minority did not record labour tines in sorae way . A variety of 

methods was in use . Around 45 per cent us ed an incentive scheme . 

If standard l abour times are t o be achieved then ther e is much 

t o be said for providing encouragement t o employees and , therefore, 

the smallness of the number using an incentive scheoe was 

surprising . 

For the control of factory overhea d costs, both flexible a nd fixed 

budgets were employed . Some used both , but others used neither . 

A ser ious defe ct 1.m s t he fa.ct that approx:L11ately one - third did not 
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employ a fl exible budget . l'hi s i ndicated a r ather unenlightened 

vic.mpoint on ho:, control of overhead cost s could b o a chiGvod . 

~'\. fe v; of the compan ies mo.y have had a r elc.1.tively stabl e output 

fron one year t o a nother. Even a.llouing for this possibility, 

the ap:)r oach adopted by the one -third ::i.ppcared unsound . 

Even companies ,rhich did er.1pl oy budgets .::f sor:ie k ind did not 

always trace the r esponsibility t o departmental l evel . Around 

50 per cent did not utilize departmental operating stat01nents. 

This absence of a co~unication channel t o department al managers 

uas indicative of f aulty systems . Fron n. cybernetics point - of-

vie,1 the s e would certainly be re garded a s def0ctive . 

essential for all areas of cost . 

Feedback is 

Around t no-thirds of the companies cla ssified factory overhead 

cost s int o "fixed" ~nd "vari able", but only half of this number 

made any attempt t o deal u ith semi-va riable costs . All the s e 

companicrn f ound the cla ssification useful :for controll ing the costs. 

Since the division of overh8ads into fixed and variable costs is 

essent i al to the unclerstanding of t heir bch:wiour, the one third 

uhich did not ca rry out this function could have been mo.king little 

intelligent use of the costs . 

Only a. small minority (3) sta t ed that they made full use of na r ginal 

costing . However , t .-m - thirds of the comp:.mi e s indicated partial 

er.tployment of the t echnique. Us e s included sn.les probl ems, spe cial 
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contracts , and computing selling prices . The main use was "special 

exercises" or .:i.d hoc investigations . This app r oach is the one 

advocated i n this thosis . It does not agree with the suggestion 

made by many writers t hat mar ginal costing should be treated as a. 

complete technique . Indeed , the approa ch advocated in this work 

r equires nothing more than the clas sification of costs into their 

variablG and f ixed categories and the ir use in the appropriate 

f or m. 

e • Account H1l$ Re12.9rts 

A wide variety of reports uas f ound to exist in practice . Pro-forma 

examples were studied and many of these came up to all theoretical 

expect at ions. They we re presented pr omptly, reliance was placed 

on the principle of except ions, and a distinct ion was made between 

controllable and uncontrollabl e costs and variances . 

Tot all companies used reports or , if they used them, they did not 

r eceive maximum benefits from them . Almost all pre sent ed 

informat i on to General Management and a l ar ge majority kept 

production managers informed . Around t wo -thirds of the companies 

used sales r eports in s ome f oll!lor other , nainly for sales volume 

and selling expenses . The admini strative and supervisory functions 

received the l east attention . Little more than one-third presented 

r eports to offic e managers and to supe rvis ors . Neglect of these 

areas , especially the supervisory aspects showe d a marked disrespect 

for the first principl e of responsibility a ccounting - namely, that 
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costs a re bost controlled at the point i',here they are incurred . 

Variances .:1nd reports ar e li1;1i"ce cl in the1nselvos . It is tho action 

nhich is stinulated that counts . In practice it ,;",s found tho.t where 

r eports vrn re presented thoy ;-:;ore utilizecl quite effectively .. 

A very sraall minority st a t ed that the re~)orts vrnr c not J.S effective 

as expected. . The educating of manager s to use c..ccounting inforr.tation 

has been commented on earlier in thi s chapt er, 

A serious condernnation or" the practice follo,md i7D.s possible on 

the grounds that report s a::_:ipeared to be presented f e.r t oo lat e . 

One of the fundamental features of a standard costing syster:1 is 

that action is taken p r omptly so thn.t adverse tendencies 0,re 

corrected before nu.ch damage has been done . Yet if reporting is 

del~yed , this means that action may not be taken at all because , 

after a period, the event be comes so historical tho.t nobody is sure 

~-,hat went wr ong . This is one of the 1-:iain failures of histor.ical 

costing and a, dise,dvantage which sto.nd.ard costing is sup::;,osed t o 

overcome . 

Most emphasis w~ts given to montrLly r oports -:;hich ,-wuld be of very 

l imited us e excapt for controlli:::-:g overh0ad costs . Just over one -

third 1)repared daily r eports ·,,hich uas a Si""all percentage r elative 

t o the va lue lilccly to be obte..ined fro;-1 infonning supervisors '-1.nd 

line uann.ger s of tho J.irect r:iatcrial a nd labour .~aste.go w·hich had 

taken place . 
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f. Stoc:\{ Valuatio:q 

Approximatel y 80 per cent of the companies used standard costs for 

stock v2.luation. The 1:1a jor diver gence of opinion was on which 

overhead costs shoul d bo included in the valuation. This applied 

irrespective of whether standard or a ctual cost s we r e used. 

Around t wo -thirds included overhead costs of some kind. However, 

the practices varied so much that no generalization is possibl e . 

As would be expe cted, a significant number stated that selling 

costs ,;ere excluded from stock values. Some businesses excluded 

ad.ministration costs altogether, whereas others t ook a pr oportion 

in the stock valuationl 

The methods used f or r ecovering fact ory overhead costs were a s 

would be expected. Ther e w~s one business which reported that 

overhead cost was added by taking the equivalent of 100 per cent 

ot direct labour. From the infom~tion obta ined on t his 

company the porcontage on direct labour ;:i.ethod v.a s ce.rtainly 

not the one to employ. 

g. De ci3 ion Ma.k~~ 

The use of standard costing as a tool of management should demand 

mor e than the control of costs. As indicat ed in Chapt er 4, one 

of t he principal tasks of managers is to make decisions. It is 

important, ther ef0r o , t o obtain s ome idea of the use nade of standard 

costs in this :L'llport ant f i eld. Tho signif'icant areas for ~hich 



compd.nies used standard costs a r e summa rized below: 

~itional Benefits 

(1) 

(2) 

(3) 

(4) 

(5) 

( 6) 

(7) 

Fo.niard planning . 

Operation of budgetar~r control. 

Profit planning . 

Price fixing in advance of pr oduction. 

Cost reduction . 

Making decisions on alternative course s of action. 

Rationalisation. 

(8) Planning nev: products. 
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The se are additional to the spe cific use s listed in the Questionnaire 

(see Appendix 1) . The l atter lis t ed a nUL1ber of purpose s for which 

the costing system might be employed . 

Listed Benef.lli 

(1) Control of costs. 

(2) Fixing of price s . 

(3) Making decisions . 

(4) Reduction of costs . 

These were: 

(5) El:ir:iim.tion of unprofitable products. 

(6) Reduction of lost tin;r; , idle timEJ , spoila ge, m2;t e ria.l 

T:To.sta.go, r.:1c1 chinc h ours l ost . 

Moro than 50 per cent of the corap.1nies using standard costing 

found that the syst em assisted them with all the pur-_pose s listed 

above , and as shown in the Questionnaire . In addition a number 
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of t .l}.e s e als o gave one or more of the additional benef i ts . 

Out of those not obta ining the full list ed benefits, the areas 

in Fhich ther e wer e signif' icant weaknesses we r e r eduction of l ost 

t ime , idle time and l os t machine hours , and as ~ basis f or an 

incentive scheme . Ther e was possibly s ome correl ation bet ween 

the l oss of these benef'its and tho £'act t hat daily report s \7er e 

not prepared by a number of companie s ( discussed earlier in this 

chapt er). Eff'e ctive cont rol of time woul d require pr ompt 

r eporting . It is also signif icant to note that the companies 

which did not have any form of incentive scherae could not control 

times . This seems t o bear out the suggestion made by some writers 

(cf' . ~nricJ: op .cit., p .14O)that an incentive scheme is very desirable 

s o as to stimulat e workers t o a chieve the standard times. 

3 • EFFECTIVENESS AI ID REC OMMEND1-\T IONS 

The ma j ority of companies using standard costing admitted that t he 

t echnique uas an extremely usef'ul tool of management . The 

principal r easons are list ed in Cha.J2ter.....2. and, ther ef ore, a re not 

r eproduced in full i n this section . 

What is mo re useful is t o consider, in the light of earlier 

comparisons in this chapt er , what could be done t o impr ove the 

usefulness of' the te chnique as a t ool of wana geme nt . There are a 

llumber of short comings t o be found in British indus t ry and the 

r easons for these should be examined with suggestions f or overcoming 

the difficulties. 
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One .of the probleras encount ured by sorte cor.ipanie s :1as dii'ficulty 

in into r pr eting figur0s . This could b e due t o a Vv,riety of 

r ea sons. A misunde r s t anding of tho nature of true s t andard 

costs , a s indicdt ed above , could cause diff iculty . If t ho se 

a r e t aken to be expe cted a ct ual cos t s then t hey are not proper 

measures of effici ency . Ono accountant st re sse d t hat the 

standards shoul d be ba s ed on "reliable technic.::.l specifications 

and work study principl0s". A consider able part of the. fault 

may lie TTith account ::.nts '.7ho make no attempt t o present tho 

figures in the best possible ma14~er and in accordance ~ith the 

principl e s discussed in tho earlier cr!<l.pt e rs . ~here is nee d for 

experiment in devisin new me thc ds 7hich stiL.iula t e action. If 

facts are pr e s ented in a way ,"Jhich ca st s doubt on their authenticity 

or moaning , then standard costing is not s e rvmg ma nager,.mnt . Tha t 

t his practice exists is confirmed by the sta t ement tha t " t he t e rms 

us ed in standard costing and the complicated a rgUJ:1ents, such a s 

the m cidcnce of fixed costs are r a r el y underst ood by any l evel of 

oanagemcnt 11 
• 1"111en this state of aff a irs pr evails ther e is a ne ed 

for the a ccountant concerne d t o r efashion his ideas a nd concGpts and 

to siraplify the t er minol ogy usod a s ,,011 a s t hG m,,thods of presentation 

of facts . 

The education of manager s is 2,lso a ve r y e ssontia.l prere quisite 

t o the efficient us e of a st anda rd c osting system. Some c oopanios 

did not get the support ne cessar y t o success , from top man~genent . 

One a ccountant sta ted that understar.aing of man~gors i s e ssential 

yet "the education of thes e peopl .:; i s 2, l ong j ob". 
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that t he company, and esJecially t ho accountant, has ~n obligation 

t o pr ovide the neccss~ry f ~cilities . However, this is only 

partially true. In Chapt er 2, it rras stressed tha t tho functions 

of management had to be carried out by all aanagers . From this it 

f ollo~s tha t managers elso havo a duty to the business t o ensure 

that they undorst-a.ru. -:7hat can be done ::rith tho t e chniques use d 

in the proces ses of ple.nning, co- ordinating and controlling . If 

they condemn a system they are also criticizing the□selves in that 

they should be aware of' how standard costing can be applied . Often 

tho ~ttitude of a manager makes all tho difference bet ween succes s 

or failure of a system. The account ant, us a specialist, would 

advise on the feasibility of particular applications, but active 

partici pation would be essenti~l from all maro.gcrs. 

From the briof analysis given earlier in this chapter it will be 

apparent that ther e are weaknesses in the practices followed . 

Thoao have been discusse d and c0111L1entod upon. One of the ma.J or 

difficultie s in the past in Britain oay have boon the shortage of 

suit able literature on standard costing . Far too much emphasis 

was given t o budgetary control often based on expe cted actual 

costs . The latter are a poor substitute f or standard costs as 

advocated in this thesis . Their very use ncans that management 

will not obtain as effici ent a s ervice and, t herefore, any apathy 

which exists may worsen rather than impr ove . On the other hand, 
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if a~ efficient standard costing system is in operation, the 

r csul ts would speak f or the1:1sel ves and should generate higher 

l evels of co;,.operation and satisfaction from tho managers involved. 

At the r oot of tho problem are tho basic principles which must be 

applied . If these are not unckrst ood, then there is bound to be 

diffi cult y. The true nature of ~ standard cost and its r elationship 

uith losses and waste are absolutely vital t o tho maximum utilization 

of standard costing . Far too much ~tt ention is paid by professional 

bodies to tho mechanical aspects of accountancy rather than to the 

philosophy underlying tho t echnique it . It is not enough to know 

how to keep accounting r ecords or oven how to design a system which 

controls tho business functions . Thero should be a clear understanding 

of the ·~conomics of nanagement accountancy . The technical a spects 

of producing and selling are essential , but so are the econonic 

aspects . Both should be considered wi t hin a dynamic environment . 

Only 11hen this is done and the rela.-cionships betneon the factors 

of production ~re considered wi ll a true understanding emerge. 

Change is inevitable and , therefore, any accounting technique 

worth employing should be capable of interpreting any developments 

which take place both in t orr:ts of quantitius and realistic prices. 

The establishment cf manageme: nt acco u."1.tancy as an acadGinic discipline 

i s e. very necessar y pa.rt of tho ap:)roa ch ~,hich is vital t o the 

proper unci.erstanding and employment of standard costing . 

Compl ete integr ation, 8. S defined in Chapt er 4- , is also a very 

necE;ssary re quirement . In the "Introduction" it Vias stressed 



-317-

that ther e are three distir1ct, yet r e lated., aspGcts Hhich make up 

the business . These consist of the operational activities , the 

personnel, and tho financial frame,10rk . The latter is explained 

and described ~ithin tho subj8ct of management accountancy . If the 

full est use is to bo made of all tho t e chniques then management 

accountancy should be fully integrated and fully comprehensive . 

On the bo.sis of the r esearch made there is very clear evidence 

that standard costing is an eff ective tool of manageoent. Yet 

it is also true that the systGm i s not employed as extensively 

a.s it could be , nor is it :t:_ully utilized by some of the coopanies 

TThich a re using it a s a tool of management . Nevertheless , there 

is a growing awareness of its importance both in South Africa 

and in Britain. If account ants and non-account ing managers work 

more closely t ogether a better underst~nding should emerge . All 

coJ2cernod with improving business efficiency should strive towards 

a gre~ter understanding of the philosophy of management accountancy . 



I 

-318-

APPENDIX 1 ~ 

(1) Lett er t o Companie s 

(2) Questionnaire 
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To : Tho Cost i .. ccountant 
or Ha.nageraent Accountant 

Dear Sir, 

I am carrying out research into: THE APPLIC:.TION OF STANDiillD 
COSTING iill ~i TOOL OF },V.J:~AGEMENT IN CERTAIN BRI'rISH M.AJIJUFACTURING 
INDUSTRIES. For this purpose I am ~orking under Prof es s or 
A.J .E . Sor gdrager, Head of the Depa rtment of Cost Accountancy at 
Potchefstroom University, South Africa . Successful completion 
of the project TTill l ead t o t he Degree of D.Comm . 

Early completion of tho enclosed Questionna ire would be 
very much appr eciat ed . 1Ul information given would be treat ed 
as CONFIDEl\lTIAL and the name of your Com:;?any Hill not be mentioned 
in the dissertation . 

A limited number of companies ha.ve boon selected , generally 
those which have or ar e likely t o devel op interests in South 
Africa . Dr . J .H. Els ha s already conducted a sirailar r esearch 
pr oject ori Standard Costing in South African Industries . I t is 
hoped that the comparative study which ~-rill be made possible will 
be of be nefit t o both countries . 

I hope· t ~&t the r esults ~ill eventually be published , 
thereby giving benefit t o all who are inter ested in improving 
industrial efficiency. 

For this r eason I would a sk you t o be kind enough t o spare 
s oCTe of your t ime t o answer tho questions . 

Yours faithi'ully , 

J • B11TTY, M • Com • ,A. C • W .A • 
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)2. cw 7' 

STRICTLY C L'J, // 

tionna.ire on STANDARD COSTING 1IB A 
TOOL OF :M.ANA.GEMENI1 ----~~----·~ 

Ploas0 conpletl 
of Department o. 
Northwick Park, . 
will ensure secre 

r eturn ~s soon a s possible t o J. Batty , Head 
\ness Studies, Harror,:· '.re chnical Colle ge , 

, Middles ex . (Envelopes oar lrnd "C OI:v'F IDENrL\V' 

1 . Name of y our Company •...•.•...••.•.. ....... ....•.... ..•.•.•.• 

2 . Type of bus:iness ( e . g . Engineering , 
Building or Foundr-y-) ............................ 

3 . Costing system employed : (pl eas e tick ) 

(a) 

(b) 

( c) 

( d) 

(e) 

Job Costing 

Process Costing 

Standa r d Costing 

Budgetary Control 

Other (pl ease spe cify) 

...... .. .. 

.......... 

....... ... 

.......... 
4 . Do y ou f e8l th:1.t Standard Costing is o.pp r opriate f or your business? 

Please give brie f r easonsfor your ans~cr : 

••••••••••• ••• •••••• •• ••• (I, • • •• •••• •••••••••••• • ••• • •••••• 0 •••••••• 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
• • • • • • • • • • • • • • • • • • • • • • • • • • 0 ••••••••••••••••••••••••••••••••••••••• 
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5. Docs the costing system you ornploy ass ist in t he following 
u~tters? 

( a) 
(b) 
( c) 
( d) 
( e) 

(f) 

( g) 

(h) 

Control of costs 
Fixing of price3 
Making decisions 
Reduction of costs 
Elimination of unprofitable 

products 
Reduction of the f ollo~i ng : 

( i) Lost time 

~ 
.. ) 
~~-) lJ.J. 

(iv) 
( V) 

Idlo t ime 
Spoilage 
M:i.terial wastage 
Ma chine hours lost 

(vi) Other fact ors 

Yes/No* 
Yes/ No 
Yes/ No 
Yes/No 

Yes/ No 

Yes / No 
Yes/No 
Yes/ No 
Yes/No 
Yes/No 

(Please specify) •••·• • •••• 

................. .... .. .... 
As the basis of an incentive 
scheme Yes/ No 
Other uses (pleas e specify) 

.................. ................. 
6. If you do .!1£1 empl oy STANDARD COSTING pl ease give reasons: 

............................................................... 
• ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ • ♦ ♦ ♦ C ♦ ♦ ♦ ♦ ♦ ♦ • 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
7. If you employ STANDARD COSTING pl ease state whether used fully 

throughout the business : 

.................................................. ............ 

* Delete as appropriat e 



ill!£!: Only companie s which em!'l oy standard costing s hou.J..d 
a nsner t he ques t i ons given belm, : 
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GENE:.f{Af, ~UESTIONS 

1. HoTT oft en a r e s t andar ds established? (Pleas e t ick ) 

Every s ix months 

Every year 

Every five years 

Other period ( pl ease 
spec·ify) 

... .... .. . 

. . . . . . . . . . 

. . . . . . . . . . 

. . . . . . . . . . 
2 . Arc the s tandar ds obtained gene .cally a ccur ate within tho 

f ollowing: 

Under 5% 

6% t o l OJo 

10% and over 

.......... 

. . . . . . . . . . 
? ........ .. 

3 . which sta ndar d cost s a r e the most difficult t o set? 

•••• • ••••••••••• 0 •••••••••••••••••••••••• • •• •••• • •••••• • •••• 

L~ . Pleas e list pr incipal variance s empl oyed: 

LABOUR ••••• • •• •• •••••••• •••• • • 0 •• • ••• ••••••••••• ••••••••••• 

················· · · · ··· ········•• 110 ••··· · ··············•• 0•• 
.............. .... ...... ........ ... .. ...... ... .............. 

MATERIAL ......... .. .. ....... ...... ..... .. .......... ...... .. 
• • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • 0 

0 ••••••••••••••••••••••••••••••••••• • •••• •• • •• • • •••••••••••• 

FACT ORY OVERHE.il..D ..... .. .. .. .... ....... ..... ............ .... 
• • • • • • • • • • • • • • • • • • • • 0 ...... ..... . .. ..... ..... .. ...... . .. ... . . 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
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.ADMINISTRA'.1.1 ION •••••••••••••••••••••••• 0 ••••••••••••••••••••••••••• 

• • • • • • • • • • • • • • • • • • • • • • • • • • 0 ••••••• •• •••• • · • ••••••••• • ••••••••••• •••• 

• • • • • • • • • • • • • • • • • • • • • • • • 0 •••••••••••••••••••••••••••••••••••••••••• 

SELLING AND DISTRIBUTION ......... .... ..... ............ .. .......... 
♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ 5 ♦ D ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ 0 ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ 0 ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ ♦ 

•••••••••••••••••••••••••••••••• • ••••••••••• 0 •••••••••• • ••••••••••• 

5. Ar e variances computed f or separate : 

( a ) Cost centres .......... 
(b) Departr:tent s .......... 
( c) Other divisions ? .......... 

(pleas e spe cify) 

6. IJhich accounting report s a r e pr r.rn0nted t o manageraent : 

( a ) Daily .......... 
(b) VJe0kly .. ... ... .. 
( c) Monthly ..... .. ... 
( d) Yearly? .......... 

(fl ea.so specify nrune of one r eport for each period and if possible 
formird examples of f orms, att a che d to this questionnaire). 

7. Is action taken pr omptly on the i nfor mation given in t hG r eports? 

Yes/No* 

8 . Are stocks valued at a ctual cost or standard cos-t? 

9~ Do stock values include overheads? (Please speci fy) 

............ ... ......................... .. .... .. ...... ......... .. . 

*Del ete as appropriate . 
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10 . Is the bas is of valuation a ccc?t od by the Coumissioners of 
Inland Revenue? 

Yes/ No~' 

11 . Docs tho Standard Costing syst em have tho suppor t of t op 
management? 

Yes/No'~ 

12 . Do you oper at e : (plea se tick) 

13 . Do 

( a) 

(b) 

( c) 

( d) 

I deal standard costs (100% eff ic iency) 

... . t tainabl e s t andar d costs 

Bas ic standar d costs 

Norraal standard costs(average 
over trade cycle) 

you r egard standard costs a s : (please tick ) 

( a ) What costs should be 

(b) What costs ar e expected t o be 

( c) Other (ploase spe cify) 

.......... 

... ....... 

.......... 

.......... 

.......... 

........ .. 
14 . Which standard costs , if any, a r e based on r eplacement costs? 

( pl ease state costs) 

............. .. ........... ............ ..... ... ........ ....... 

• • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • 0 •••••••••• ••• ••••• 

1 l.TERD-Ui CONI'ROL 

1 . How are standard material prices computed? (Please tick ) 

(a) 

(b) 

( C) 

Es t imated replace□en~ price 

From past average prices 

Othe r method ( pl ease sp , cify) 

*Del et e as appropriat e 

.......... 

.......... 

.......... 
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2 . Is any allowance given f or the following • hen setting 
standG.r cl quantities? ( pl e..ise tick) 

(a) Normal -::1asto in raanufa cture 

(b) Wa st e through inefficiency 

(c) Other allotmnce (plee.se specify) 

.. ....... . 

.... ...... 

...... ... . 
3 . Do you use Excess Materi~l Requisit ions of a distinctive 

appearande t o isolate exces sive usage of raat er ial? 

(A copy would. be appr 0ciated) .... ... ... 
4 . Vlho is hel d responsible f or Material Price Variances? 

..... ..... ................... .. .. ..... ....... 

LABOUR CONI'ROL 

1 . What timing methods are used on j obs or pr ocesses ? (Please tick) 

( a ) Time r ecor der f or each worker .. ........ 
(b) Time sheet for each worker .. ....... . 
( c) Time sheet for a number of 

wor ke r s 

( d) Other method (please specify) ........ .. 
2 . Have you an incentive s cheme linked with st andar d t:L,1es ? 

Yes/ No* 

3 . Do you set st andard times by : (pl ease tick) 

(a) 

( b) 

( c) 

Wor k Study 

Past performances 

Other me thod ( pl ease specify)? 

...... .... 

........... ...... ...... ....... " .... ..... ........ .. . . 

*Del et e as appropriate . 
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4, On Hhn.t basis do you det er mine the stc.ndard costs? 

, •• • • •• •• • ••• •••• •• • ••• • •• ••• •• 0 ••••••• • • • • • • • • • • •• • • • •• •••••• • 

F~CTORY OVERBEAD coi~ROL - -
1 . Do you use the folloning? (Please tick) 

(.a) 

(b) 

( c) 

Flexible budgets 

Fixed budgets 

Department~l operating 
statements 

.. .. ..... . 

....... ... 

2. iire costs separated into the categories : (Please tick) 

(a) 

(b) 

( c) 

( d) 

Variable 

Fixed 

Seni V.3.rio.bl e 

Other (please specify) ? 

.. ..... .. . 

... ....... 
• • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • 0 ••••• ••• •• • • • • •• •• 

Ia · t h~ division useful fur controlling costs? ...... .. ....... ..... 
4. Thich method of recovering overhead costs is onpl oyed? (Please tick) 

5. 

(a) 

(b ) 

( c) 

( d) 

Apportioning to cost centres 

Recovery by machine hour rate 

Recovery by labour hour rate 

Recovery by ot her method (pl ease specify) 

.. ... ..... 

..... ..... 

.. ..... ... 

...... .. .. 
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Are fixed costs shovm in the cost s of pr oducts? Yes/ No* 

*Del et e as appropriate . 



6 • . Do you empl oy Mar ginal Costing partially or ful ly? 

7. r!hat control peri od is adopt ed? (Please tick ) 

( a) 

(b) 

( c) 

Four-ueekly 

Cal endar month 

Ot her (pl ease spe cify) 

.......... 

...... .... 

......... ; 
......... ... ... .... ............ ..... .. 

ADMI NISTRATION COSTS 
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.......... 

1. Do you s et Standar a Costs f or Administration Expense s? Yes/No* 

2. Are the folloning empl oyed? (Please tick) 

( a ) Vari..:l.nces .......... 
(b) Budgets .......... 
( c) Oper ating Stat ement s ' .. ... .... 

SELLING AND DISTRIBUTION COSTS 

1 . Do you s et Standar d Costs f or Selling a nd Distribution? Yes/No* 

2 . Are the f ol l oTTing erapl oyed? (Please tick ) 

( a) Variances .......... 
(b) Budgets .......... 
( c) Oper at ing Stat eraents .......... 

VARIANCES 

1 . Please list the principal r eas ons f or t he occurrence of 
variances most commonly encountere d: 

VARIANCE RF.AS O!-f 

......................... . ....................... . 

. . . . . . . . . . . . . . . . . . . . . . . . . . ....... ................ . 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ~ ..... .... ........ . 

. . . . . . . . . . . . . . . . . ~ .. .... . . ....................... . 
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2 . Do you dispose of var iances (pl ease tick) 

( a) 

(b) 

Monthly 

Yearly 

.... ...... 

3. Are variances disposed of by : ( pl ease t i ck) 

(a) 

(b) 

( c) 

Vfri t:i..ng of f to Profi t and Loss Account 

Adjusting stocks 

? 
Other method (please specify) · 

.......... 

• ••• ••••••••••••••• • • 0 •••••••• • •• • ••••••••• • •••• •• ••• 

4 . Do you f ollow the "principl e of exceptions " when writing reports? 

Yes/ No'~ 

EFFECTIVENESS OF STANDARD COSTING 
. ~-

1 . Are r eports pr oduced f or the levels of management : (Please tick) 

2 . 

( a) 

(b) 

( c) 

( d) 

( e ) 

General Management 

Pr oduction Managers 

Sales Managers 

Office Managers 

Foremen ? 

ii.re al l the reports util i zed by these manager s? 

Do any managers object t o St andar d Cost ing? ... ...... 

.... ...... 

......... . 

....... .. . 

Yes/ No~~ 

If s o , 

what ar e t heir reasons? ..... . ... . o ••••••• • ••• •• · •••••• • ••• •• •••• 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
4. I s the system effect ive as a t ool of raanagement? •••• • •••••••• • • 

• • • • • " •• ••••••••• •• ••••••• 0 • • ••• • •••• • ••• • ••• • •••• • • •••••••• • ••• 



Is t he cost of operating the 
t o t ho r esult s obta ined? 
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system r easonable in r el at i on 
Ye s/ Not~ 

6 . Do you h:ive a conmitt ee fo r dealing nith budgets, operating 
stat ements and vari~nces? Yes/ No* 

7. Comme nts on the Ef f ectiveness of St anda r d Cost ing a s a Tool 
of Iv anagoment : 

....... ..... .... ...... ........ ......... .. ....... ........... 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
• • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • 0 ••• •• •• • •• • ••••• 

. . . . . . . . . . . . . . . . . . . . . . . . . . ~ ... ...... .... .... ..... ... ...... . 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
(Your vieus on the useful ness of Standar d Cost ing or i t s defe cts 

would be we l come ): 

Signat ure ..................... .. . Dat e 
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APPENDIX II • 

ST.1-UID.illD CLASSIFICii.TIOH OF V • ..RIANCES 

Source : Terminology of Cost Accountancy, Institute of Cost a nd. 

'iforks Accountants, London, 1966, p .19 et .seq . 

Sections 5.3 to 5.7. 
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5 .3 VARIANCE ANALYS IS 

The r esolut ion into const i tuent parts and the expl anation 
of va riances . 

Not e: The f olloTTing section gives brief definitions of 
s ome of t he f or ms of variance analys is commonly used, the 
order of pr ecedence bei ng the or der in ..rhich varia nces 
are norraally i dent ifi ed and conput ed . The ~ctual order 
'.7ill be set tled a ccor ding to the pe.rt iculn. r needs of t he 
us er . For Gxampl e , a price var iance on mat erials i f 
measured on the s t andar d quant ity ,rill l eave the mat er ials 
usa ge variance val ued at a ctual price , but on tho ot he r 
h3.nd if measured on uctual quantities used \7ill l oave the 
na.terial s usage variance valued J.t standard price . The 
variances ~scertained i n any bus i ne s s should be de signed 
t o pr ovide the particula r inform-~tion \7hich is appos i t e in 
the circumst- nces of tha t bus iness. 

It i s not pr a cticable in t his Ter minol ogy t o describe the 
f or ms and fo r mulae necessary t o calculate each va r iance . 
This needs a. text book of i t s mm . 

The inter - r el ationship of t he variances which are defined 
below can easily be followed from t he chart ( page 20 ) . 
A small section on sales mar gi n var iances is included . 
Although not part of cost var iances these are useful 
i n investigating t he r elationshi p bet ween costs, vol ume 
and pr ofit . 

5 .4 COST Viill.I ANCE 

The differ ence bet ~een a st andar d cost and t he compar able 
actual cost incurred during a poriod . 

5.41 Controllable Cost Variance 
A cost variance which can be i dentified as the pr imary 
r esponsibility of ~ spe cified per son . 

5.42 Methods Variance 
The differ ence bot ~oon the st andar d cost of a pr oduct 
or operation pr oduced or por f or rned by the normal method 
and the st andar d cost of t he pr oduct or operation 
produce d or per f or med by the alternative method a ctually 
employed . 
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5 .44-1 

5.44-1 .1 

5.44-1.2 

5.44-1 .21 

5 . ll-41 .22 

5.41+2 

5.44-2.1 

Revision Va riance 
The variance between the basic standard cost and 
the revised standar d cost. 

Tot al Cost Variance 
The difference between the total standard cost 
value of the out put a chieved in a period and the 
total actual cost incurred . 

Direct Materials Cost Variance 
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The difference betneen the standard cost of direct 
materials spe cified f or the output achieved and 
the a ctual cost of direct materials used . 

Direct Mat erials Price Variance 
That portion of the direct mat erials cost variance 
nhich is due to the difference bet,,een the st andard 
price spe cified and the a ctual price p~id . 

Direct Materials Usage Variance 
That portion of the direct rraterials cost variance 
,1hich is due to the difference betue en the standard 
quantity spe cif i ed and the actual quantity used. 

Direct Materials Mixture Vi).riance 
That portion of the direct mat erials usage variance 
;1hich is due t o the difference bet ,;;reen the standard and 
o.c'iuru. conposition of a o ixture . (Applicable only .;hen 
direct mat erials a re :physicaJ.ly rnixe cl. .) 
Direct Hat erials YiGld Variance 
That portion of the direct materials usage variance 
which is due t o the difference bet ,rnen the sto.ndard 
yield specified and the a ctual yield obtained . 

Direct ~)ages Variance 
The d::..fference botueen the standard direct wage s 
specified for t he activity achieved and the actual 
direct '\1ago:1 pa id. 

Direct 1.fo ges Rat e Variance 
That portion of the dir ect 1i1ages variance which is 
due t o the di ffe r ence bet neen the stundard l abour 
hours specified f or the a ctivity achieved and the 
a ctual l abour hours expende d . 
Note . :There efficiency is neasured by a line speed 
or cost centre output as distinct f'rom the output 
of an individual ,rnrker it aay be possible to sub­
analyse this variance between eff'iciency and amount 
of direct labour us~ge . 



5 .443 

5 .L:1+3 .1 

5.443 .11 

5 .443 .12 

5.443 .13 
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Direct Labour Efficiency Vari,mce 
'l'hat po rtion of the direct ,·mgcls variance '17hich is due 
to the difference bet ~een the st a nda rd labour hours 
spe cified f or t he activity achieved and the actual 
labour hours exp ended . 
Note: Where efficfoncy is r:iea surecl by e.. line speed 
or cost cent re out1mt as distinct frorn the output 
of an individual ..-,orkor it may be possible t o sub­
,~nalyse this variance bet,rnen e f f iciency and anount 
of dire ct l abour usage . 

Overhea d V~riance 
Tho dif f er ence bet-,, e en t he st andard cost of overhead 
absorbed in tho output a.chicvec.l o.nd the a ctual overhead 
cost . 

Volume Variance 
That portion of the overhead variance uhich is the 
difference b et ween the standard cost of overhead 
absorbed in a ctual output a nd the standar d allowance 
for that output . (This rep r esents the over - or 
under- absor ption of fixe u costs in the period concerned .) 

Seasonal Varia nce 
That portion of the volume variance which is due to 
the difference between the sea sonally budgeted output 
and t he average output on Vihich standards have been 
calculat e d . (The sum of the s eas onal variations 
over 2, compl et e year rrould be zero . ) 

Cal endar Varunce 
Thlt portion of the vol ume variance which is due to 
the difference between the nwnbe r of working days in 
the budget period a nd the number of working days in 
the period t o which the budget is applied . 
(The s um of the calendar variance s in a complete 
year ~ould be zero . ) 

Not e : This va riance a ris es from the convention th~t 
fixed costs a r e the s .1me for each period , \7ha t eve r the 
numbe r of uorking days , a nd i t can be eliminat ed by 
e p::_:>ortioning s t a ndarci. allowa.nce s a nd actua l fixed costs 
on n work ing day basis . 

Capa city Usage Variance 
That portion of the volume variance i-✓hich is due t o 
working o.t higher or l o,.-;er capacity usage than sta ndard. 



5.443 .14 

5 .443 .21 

5 .443 .22 

5.5 
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Volume Efficiency Variance 
That portion of the vol ume var iance which r eflects 
the i ncreas ed or r educed output arising from efficiency 
above or bel ou the standar d nhich is expe cted . 

Overhead Expenditure Variance 
That portion of t he overhead varia nce nhich repr esent s 
the differ ence bet neen the standar d allmmnce for 
the output achieved and the a ctual expen diture 
incurred . 

Ove r head Price Variance 
That portion of t he overhead expenditure variance 
which is due to the cliffer ence bet we en the s t andard 
price of the service specified a nd the actual price 
paid . 

Over head Efficiency Variance 
That portion of the overhead expenditure variance 
uhich is t he difference bet ueen t he standard allo'\7ance 
for the activity ( standard hours a chieved) and the 
standard allonance f or the actual hours worke d . 
Note : This variance only arises on costs which vary 
nith time t aken rather than r1ith volume of output . 

Overhead Utilisati on Variance 
That portion of t he overhead expenditure variance 
which is due t o the di ffe rence bet ween the sta ndard 
quantity of the service specified and the a ctual 
quantity of t he servi ce use d . 

SALES VARIANCE 
The differ ence bet rreen budge t ed value of sales and 
the actual value of sal es a chi eve d in a given period. 
Not e : Sales variance can be ana.J..ys ed -in nany 1ays to 
sui t a par ticul ar business , e .g . to i solat e the 
eff ects of price change s , di s counts and all owances from 
the effect of differing quantities of sales . A 
distinction is s ornet iraes dr av:n bet i7een quantity and 
mixture variances . A mixture variance which is based 
on sai es values only may be mi s leading be cause t he 
effect of selling a diff erent pr oduct mix than was 
budget ed is not only the difference in sales values 
but also the difference in standard cost of the mixture . 
In other words i t is a difference in sales margins . 
The f ollo~i ng definit i ons of sales mar gin variances 
are offered i n pref erence t o simple sales variances . 



5 .6 

5 .601 

5 .601.l 

5 .601.2 

5 .601 .3 
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SALES MARGIN V:\.RIANCES 

Total Sales Margin Variance 
The difference between the standard nargin appropriate 
to the quantity of sD-les budgeted f or o. period and 
the margin betneen stt1ndard cost and the .::i.ctual 
selling price of the sales affected. 

Sale s Margin Varia nce Due to Selling Prices 
That portion of' t otal rr1c1.rgin variance TThich is due 
to the difference bet-aeen tho standard price of the 
quantity of sales e~fected and the a ctual price of 
those sales . 

Sales Margin Variance Due to Sale s Allo-rrances 
Thu.t portion of total Bar gin varia nce i7hich is due t o 
the difference bet-.7een t he budgeted rebates, discou.,_'1ts, 
etc ., on the sales effected end the actual rebates, 
discounts , etc . , a lloITed on those sales . 

Sale s Margin VCi.riance Due t o Sale s Quantities ( Hixture ) 
That portion of t otal margin variance which is due 
t o the diffe r ence bet-::rnen the bucgeted and actual 
quantities of each product of which the sale s ra ixture 
is compose d; vo.luin.g sales at the standard net selling 
prices a nd cost of sale s at standard . 

PROFIT ( OR LOSS) VARII1.NCE 
The difference bet-rrnen the bucigetE)d profit ( or loss) 
and the a ctual profit ( or loss) . This ?Till comprise 
the sum of variances appropriate to standard cost of 
sales, the sales margin variances and variance s on 
any ch2.r3es which 1:-i.£Lvo not be_en included in the 
standaru cost of product ion . 
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