UNIT-4

e Standard Cost and Standard Costing:
¢ Meaning
v/ Standard Costing:
» Standard Costing is a concept of accounting for determination of standard for each
element of costs.
» These predetermined costs are compared with actual costs to find out the deviations
known as "Variances."
» Preparation and use of standard costs, their comparison with actual costs and the
analysis of variances to their causes and points of incidence.
v' Standard Cost:
» Pre-determined Cost which determines what each product or service should cost under
given circumstances.
» Predetermined Cost based on technical estimate for materials, labour and overhead for
a selected period and for a prescribed set of working conditions.

+ Advantage
It guides the management to evaluate the production performance.

It helps the management in fixing standards.

Standard costing is useful in formulating production planning and price policies.
It guides as a measuring rod for determination of variances.

It facilitates eliminating inefficiencies by taking corrective measures.

It acts as an effective tool of cost control.

It helps the management in taking important decisions.

It facilitates the principle of "Management by Exception."

Effective cost reporting system is possible.

+ Limitation

v’ Standard costing is expensive, and a small concern may not meet the cost.

v Due to lack of technical aspects, it is difficult to establish standards.

v’ Standard costing cannot be applied in the case of a- concern where non-standardised products
are produced.

v’ Fixing of responsibility is difficult. Responsibility cannot be fixed in the case of uncontrollable
variances.

v’ Frequent revision is required while insufficient staff is incapable of operating this system.

v’ Adverse psychological effects and frequent technological changes will not be suitable for
standard costing system.

s Application
v" The application of standard costing requires certain conditions to be fulfilled. These are:
+ A sufficient volume of standard products or components should be produced.
+ Methods, operations and processes should be capable of being standardized.
+ A sufficient number of costs should be capable of being controlled.

v Industries producing standardized products which are repetitive in nature, i.e., industries using
process costing method, fulfil all the above conditions and thus the system can be used to the
best advantage in such industries. Examples are fertilizers, cement, steel and sugar.

v In jobbing industries, it is not worthwhile to develop and employ a full system of standard
costing. This is because in such industries each job undertaken may be different from another
and setting standards for each job may prove difficult and expensive. In such industries,
therefore, a partial system may be adopted in appropriate circumstances. For example, certain
processes and operations performed may be of a repetitive nature and thus the principles of
standard costing may be applied by setting standard for each such process or operation.
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e Target Costing

>
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In a traditional "cost- plus' price method, the selling price of a product is set on the basis of total cost
plus desired profit.

But it musts be accepted that in a competitive market, a company has little influence over the selling
price of its product.

This view is based on the ground that it is not for the customer to ensure a profit to the manufacturer.
The price of a product must be on the basis of what the market is willing to pay.

Target costing is a method of determining the cost of a product or service on the basis of competitive
price prevailing in the market.

It is the market price that determines, the cost of a product and not the cost that determines the selling
price.

Target costing is defined as 'a cost management tool for determining and realizing a total cost at which a
proposed product with specified functionality must be produced to generate the desired profitability at
its anticipated selling price in the future."

Thus:

Target cost = Competitive market price - Required profit

For example, if a manufacturer has target a profit of 25,000 on a new product by producing and selling
50,000 units at a price of $4 per unit,

Sales 50,000 units @ $4 $2,00,000
Desired profit $25,000
Target cost $1,75,000
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There are several techniques which may be used for evaluating the economic performance of
investment projects Life-cycle cost analysis is one such technique.

Under this technique, the total cost of ownership of competing alternative projects, like machinery and
equipment, spanning the full anticipated life, is established.

As it encompasses the entire life span of the project and provides a long-term perspective, it is also
called whole life costing.

In life-cycle cost analysis, all the relevant costs of the project, that occur throughout its life, not only the
original expenditure, are considered i.e. includes the initial one time cost (non-recurring) and all
recurring costs over the full life span of the equipment.

It is for this reason that life-cycle costs are called cradle to grave costs or womb to tomb costs.

Defined as accumulation of costs for activities that occur over the entire life-cycle of a product, from
inception to abandonment by the manufacturer and the customer.

Thus life- cycle cost is the total cost of ownership of plant and machinery, which includes the cost of
acquisition, operation, maintenance, spares, upgrading and/or decommission.

The objective of life-cycle cost analysis is to help the management in choosing the most cost-effective
alternative, from a number of available options, so as to achieve the lowest long-term cost of ownership.
Value of money decreases with time, this means time value of money must also be given due
consideration, i.e., all future costs must be adjusted to their present value.

This is called discounting, which is a technique used to compare costs and benefits that occurin
different time periods.

Life-cycle costing considers the full cost of ownership, which extends over a numbers of years; it must
discount the total cost being considered in the present value format.
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Also known as cost of quality (COQ),

It is a management tool that helps organizations evaluate the cost associated with maintaining and
improving the quality of their products or services.

It involves identifying and categorizing the various costs related to quality activities throughout the
entire product or service life cycle.

The main idea behind quality costing is that investing in prevention and appraisal activities can reduce
the cost of internal and external failures, ultimately leading to higher overall quality and lower total
costs.

The cost of quality is typically divided into four categories:



Prevention Costs: These are the costs incurred to prevent defects and errors from occurring in
the first place. Prevention costs include activities such as training employees, implementing
quality management systems, conducting design reviews, and improving production processes.
Appraisal Costs: These costs are associated with evaluating and inspecting products or services
to ensure that they meet the required quality standards. Appraisal costs include activities like
inspection, testing, quality audits, and supplier evaluations.

Internal Failure Costs: These costs arise when defects or errors are detected before the product
or service reaches the customer. Internal failure costs include rework, scrap, retesting, and
downtime caused by quality issues.

External Failure Costs: These costs occur when defects or errors are identified after the product
or service has been delivered to the customer. External failure costs can include warranty claims,
customer returns, product recalls, and the cost of handling customer complaints.

» The goal is to minimize internal and external failure costs by investing in prevention and appraisal
activities, which ultimately leads to increased customer satisfaction and reduced overall costs in the long

>

run.

Quality costing is a crucial aspect of Total Quality Management (TQM) and helps organizations
continuously improve their products and services to meet customer expectations.

e Activity Based Costing
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that costing in which costs begin with tracing of activities and then to producing the product.

It is the process of costing system which focuses on activities performed to produce products.

assumes that activities are responsible for incurrence of costs and products creates demand for activities
Costs are charged to products based on individual product's use of each activity

aims at identifying as many costs as possible to be subsequently accounted as direct cost of production.

Any cost that is traced to a particular product via its consumption of activity becomes direct of the

product.
For instance, in conventional costing system, cost of setup and adjustment time is considered as factory
overhead and subsequently assigned to different products on the basis of direct labour hours. But in

Activity-Based Costing, setup and adjustment time is determined for each product and its costs are

directly charged to each product.



