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Class Lecture 10: Standard Costing

For this topic we will follow the Chapter 10 (Standard costing and Balanced Scorecard) from the textbook.

Topics to be discussed:

1.Definition of standard cost

2. Purpose of standard costing

3. Setting standard costs

4. Ideal versus Practical standards

5. Setting Direct Materials standards

6. Setting direct labor standards

7. Setting Variable Manufacturing Overhead Standards

Standard Cost:

A standard is a benchmark or “norm” fore measuring performance. Standards are found everywhere. A standard cost is the predetermined cost of manufacturing a single unit or a number of product units during a specific period in the immediate future. It is the planned cost of a product under current and/or anticipated operating conditions.


A standard cost has two components: a standard and a cost. A standard is like a norm and whatever is considered normal can generally be accepted as standard. For example, if a score of 100 is the standard for any player in any cricket match, a player’s score is judged on the basis of this standard. In industry, the standards for making a desk, assembling a radio, refining crude oil, or manufacturing railway cars are based on carefully determined quantitative and qualitative measurements and engineering methods. A standard must be thought of as norm in terms of specific items, such as pounds of materials, hours of labor required, and percentage of plant capacity to be used. 

Purpose of standard costing:


Standard cost systems aid in planning and controlling operations and in gaining insights into the probable impact of managerial decisions on cost levels and profit. Standard costs are used for:

1. Establishing budgets

2. Controlling costs and motivating and measuring efficiencies

3. Promoting possible cost reduction

4. Simplifying costing procedures and expediting cost reports

5. Assigning costs to materials, work in process, and finishing goods inventories

6. Forming the basis for establishing bids and contracts and for setting sales prices.

The effectiveness of controlling costs depends greatly upon knowledge of expected costs. Standards serve as measurements which call attention to cost variations. Executives and supervisors become cost conscious as they become aware of results. This cost consciousness tends to reduce costs and encourages economies in all phase of the business.

The use of standard costs for accounting purposes simplifies costing procedures through the reduction of clerical labor and expense. A complete standard cost system is usually accompanied by standardization of productive operations. Standard production or manufacturing orders, calling for standard quantities of product and specific labor operations, can be prepared in advance of actual production. Material requisitions, labor time tickets, and operation cards can be prepared in advance of production, and standard costs can be compiled. The more standardized the production, the simpler the clerical effort. Reports can be systematized to present complete information regarding standards, actual costs, and variances. 

A complete standard cost file by parts and operations simplifies assigning costs to materials, work in process, and finished goods inventories.

Setting standard costs:

Managers often assisted by engineers and accountants - set quantity and cost standards for each major input such as raw materials and lab or time. Quantity standard indicates how much of input should be used in manufacturing a unit of product or in providing a unit of service. Cost (Price) standards indicate what the costs, or purchase price, of the input should be. Actual quantities and actual costs of inputs are compared with these standards. If either the quantity or the cost of inputs departs significantly from the standards, mangers investigate the discrepancy. The purpose is to find the cause of the problem and then eliminate it so that it does not recur. This process is called Management by exception.

Setting price and quantity standards are more an art than a science. It requires the combined expertise of all persons who have responsibility over input prices and over the effective uses of inputs. In a manufacturing setting, this might include the accountants, engineers, production supervisors, line managers, and production workers. Past records of purchase prices and of input usage can be helpful in setting standards. However, the standards should be designed to encourage efficient future operations, not a repetition of past inefficient operations.

Ideal versus Practical standards:

Should standards be attained all of the time, should they be attainable only part of the time, or should they be so tight that they become, in effect, “the impossible dream”? Opinions among managers vary, but standards tend to fall into one of the two categories- either ideal or practical.


Ideal standards are those that can be attained only under the best circumstances. They allow for no machine breakdowns or other work interruptions, and they call for a level of effort that can be attained only by the most skilled and efficient employees working at peak effort 100% of the time. Some managers feel that such standards have a motivational value. These managers argue that even though employees know they will rarely meet the standard, it is a constant reminder of the need forever increasing efficiency and effort.



Practical standards are defined as standards that are “tight but attainable” They allow for normal machine downtime and employee rest periods, and they can be attained through reasonable, through highly efficient, efforts by the average workers. Variance from such a standard are very useful to management in that they represent deviations that fall outside of normal operating conditions and signed a need for management attention. Further more, practical standards can serve multiple purposes. In addition to signaling abnormal conditions, they can also be used in forecasting cash flows and in planning inventory. By contrast, ideal standards cannot be used in forecasting and planning; they do not allow for normal inefficiencies, and therefore they result in unrealistic planning and forecasting figures.

For our discussion we will assume the use of practical rather than ideal standards.

Setting Direct Materials standards:

The standard price per unit for direct materials should reflect the final, net of any discount taken. After consulting the purchasing manager, management prepared the following documentation for the standard price of raw material: 


Purchase price, top grade materials, in 40 pound unit….$ 3.60


Freight, by truck, from the suppliers warehouse………..0.44


Receiving and handling……………………..…………..0.05


Less purchase discount…………………………………(0.09)


Standard price per pound…………………………….$ 4.00
Notice that the net standard price reflects a particular grades product, purchase in particular lot sizes (40-pound unit), and delivered by a particular type of vehicles (truck). Allowances have also made for handling and discounts. If everything proceeds according to these expectations, the net standard price of a pound of materials should therefore be $ 4.00.


The standard quantity per unit for direct materials should reflect the amount of material going into each unit of finished product, as well as an allowance for unavoidable waste, spoilage, and other normal inefficiencies. The following documentation for the standard quantity of materials going into a pair of products;

Material requirements as specified in the bill of materials 

for a pair of products, in pounds………………………………………2.7

Allowances for waste and spoilage, in pounds………………………..0.2

Allowances for rejects, in pounds …………………………………….0.1

Standard quantity per pair of products, in pounds………….…….3.0

A bill of materials is a list that shows the type and quantity of each item of material going into a unit of finished goods.


Once the price and quantity standards have been set, the standard cost of material per unit of finished product can be computed as follows:


3.0 pounds per unit X $ 4.00 per pound = $ 12 per unit

Setting direct labor standards:


Direct labor price and quantity are usually expressed in terms of a labor rate and labor hours. The standard rate per hour for direct labor would include not only wages earned but also fringe benefits and other labor costs. Using last month’s wage records and in consultation with the production manager, the standard rate per hour are calculated as follows:


Basic wage rate per hour………………………$ 10


Employment taxes at 10% of the basic rate……1


Fringe benefits at 30% of the basic rate………..3


Standard rate per direct labor-hour………...14

The standard direct labor time required to complete a unit of product (generally called the standard hours per unit) is perhaps the single most difficult standard to determine. One approach is to divide the each operation performed on the product into elemental body movements (such as reaching, pushing, and turning over). Published tables of standard times for such movements are available. These times can be applied to the movements and then added together to determine that the total standard time allowed per operation. Another approach is for an industrial engineer to do a time allowed and motion study, actually clocking the time required for a certain tasks. After consulting with the production manager, the following documentation for the standard hours per unit:


Basic labor time per unit, in hours……………….1.9


Allowances for breaks and personal needs….…...0.1


Allowances for cleaning and machine downtime...0.3


Allowances for reject……………………………0.2


Standard labor hours per unit of product.……2.5

Once the rate and time standards have been set, the standard labor cost per unit of product can be computed as follows:


2.5 hours per unit X $ 14 per hour = $35 per unit

Setting Variable Manufacturing Overhead Standards:


As with direct labor, the price and quantity standers for variable manufacturing overhead are generally expressed in terms of rate and hours. For our organization, the variable portion of the predetermined overhead rate is $ 3 per direct labor hour. Therefore, the standard variable manufacturing overhead cost per unit is computed as follows:


2.5 hours per unit X  $3 per hour = $ 7.50 per unit 

Standard cost card:

	Inputs
	Standard quantity or hours (1)
	Standard price or rate (2)
	Standard cost

(1 X 2)

	Direct materials 
	3.0 pounds
	$ 4.00
	$ 12.00

	Direct labor
	2.5 hours
	14
	35

	Variable manufacturing overhead
	2.5 hours
	3.00
	7.50

	Total standard cost per unit                                                                                             $ 54.50


Are Standards the same as budgets?


Standards and budgets are very similar. The major distinction between the two terms is that a standard is a unit amount, whereas a budget is a total amount. The standard cost for materials is $ 12 per pair of products. If 1000 pairs of products are to be manufactured during a budgeted period, then the budgeted cost of materials would be $ 12000. In effect, a standard can be viewed as the budgeted cost for one unit of product.

Note: the students are requested to read the textbook carefully.







