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Abstract

Standard Costing is one of the very traditional and yet important tools in cost accounting. It plays
a crucial role in controlling the costs of an organisation. The purpose of this study is to explore
how standard costing could be effectively used in even small scale industries. With the emergence
of modern scientific accounting systems, few experts have placed their opinion against standard
costing, marking it as obsolete and dysfunctional. But, the outcome of this study has shown that
the application of standard costing as modern management tools is still very much acceptable and
in vogue. The lack of proper knowledge of standard costing is the only perceived hindrances in
using and applying the same. Like any evolving field, this has to be applied scientifically to fetch
the maximum benefit.
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Introduction

Today, information is provided in both financial and non-financial firms.
This information mainly pertains to cost data regarding obtaining and applying
recourses of an organisation. This is how; it has become an essential part of the
long-term survival of an organisation. Cost data is used for various purposes,
right from strategy formulation to pricing methods. The advent of the industrial
revolution has brought significant changes in the methods of cost accounting.
As suggested by Waweru (1), the industrial revolution has distinguished
ownership from infrastructure, and the entity concept of accounting emerged.
Workers began to recruit for the long term and rapid growth of transportation
has given birth to new concepts, such as cost/ton, cost/mile etc.

The United States of America has traced greater importance of cost
accounting and control practices to aid large scale production and distribution
systems between 1850-1875(1). It has also been subsequently noted that the
necessity for internal planning and control had to be channelised in such a way
that coordination between multiple stages become easier and smooth. Cost
Accounting practices in the last century did not incorporate scientific concepts
like cost allocation, neither to products or periods. The champion of Scientific
Management emphasised job analysis, rotation of duties and motion studies
that require logical standards for several labour and quantity of material needed
for a certain level of output. These were accepted as a standard for paying them
on a piecemeal basis (2).

The prevalent cost accounting techniques employed till 1950 have not
included the concept of Just in Time. Some popular cost accounting systems
like Absorption Costing, Standard Costing and Marginal Costing techniques
were highly defamed due to loss of relevance(3).
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Pioneering work was done by Professor Clark at
the end of the 20th Century regarding the treatment
of overhead costs and their implied significance
on managerial decision making. Many popular
concepts of today like sunk cost, differential cost or
incremental cost could be traced in Clark’s treatise
(2).

The innovations in cost accounting concepts are
widely used in increasing the efficiency of the unit
in multiplying mass production with a certain level
of product standardisation. Cost data was primarily
used to measure operating -efficiency, setting
prices along with motivating workers for better
performance. Most cost techniques developed during
the last part of the 19th Century and the beginning of
the 20th century had no innovativeness. These are
now regarded as traditional techniques, like Standard
Costing, Marginal Costing and Absorption Costing.
The criticisms spearheaded by Kaplan and Johnson
(2) pointed out that management accounting has no
role in the dynamism of the organisation.

The fallouts of traditional methods have given
birth to new accounting techniques, such as ABC,
Target Costing, Life Cycle Costing and JIT as a
measure to control “relevance loss”.

Objectives

The objective of this paper is to evaluate the
effectiveness of cost accounting techniques that were
used in the service and manufacturing industries in
the last century.

Theory of Contingency

It is an approach of rganisational behaviour
that tells how contingent factors like external
environment, technology and culture influences the
layout and functionality of the organisation. Another
significant explanation of this theory depends on
dependent variables. It is a relationship between two
phenomenons- if one exists then only decisions can
be drawn on another. Contingency theories have
been applied in accounting for many years and in
several means. Professor Hofstede (6) has observed
that technological, economic and societal factors
have a tremendous bearing on budgeting systems.
Dr.Shank (7) has also used contingency principles on
managerial accounting in a strategic manner. Datar

(8) had considered the effect of structural factors
in implementing JIT or team-based performances
to measure the performance of shop floor workers.
There has always been a difference in U.S and
Japan while applying cost accounting practices.
The U.S has emphasised on career objectives of
cost accountants, while Japan uses the same for
motivating employees. In Japan, direct labour
overheads alter the product cost; still, it is being used
to incentivise labour efficiency. Most of the students
of accounting are trained in different institutions in
their career in Accounting. Still, Japan rotates their
students to different functional areas, like accounting
or production, after a certain period. They gather
huge experience in the same field and then are sent
to the accounting department.

Costing Techniques

Traditional cost tools such as Standards Costing,
Marginal Costing and Absorption Costing have been
heavily criticised for being irrelevant in today’s
context and changing business periphery. A whole
lot of modern costing techniques have emerged
from various scholars. These include Activity
Based Techniques (ABC), Target Costing, Life
Cycle Costing and Just in Time Concepts. These are
considered as more scientific approaches to costing.

Standard Costing

As per CIMA, Standard costing is a technique of
reporting variances by making a comparison between
actual and pre-determined costs. It facilitates action
through management by exception. It uses standards
as techniques for both cost and revenue with an
objective of control by applying variance analysis.
Standards are set on each cost element upon a rational
basis. Every variance from such standard is analysed
and corrective actions are taken consecutively.
As mentioned by Professor Kuchksavas (15), the
objective of standard cost is to give relevant and
useful information for cost controlling and fastens
areas like budget preparation, product pricing and
divisional performance measurement. Standard
Costing is primarily used in manufacturing
organisations like Petroleum, Pharmaceuticals,
Chemical, Automotive and Canned food industries.
Though standard costing is widely practised in
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manufacturing organisations, its importance in non-
manufacturing need not be overemphasised.

Kaplan (4) have criticised standard costing on
the ground of its inappropriateness in today’s highly
dynamic and competitive world. Drury (2009) has
also observed that the application of standard costing
is questionable in the modern world, especially in
21st Century as cost components have changed and
modern management approaches are inconsistent.

Absorption Costing

This method of costing is also known as Full
Costing. It considers all the costs as a part of product
cost and pays no attention, whether fixed or variable.
This is primarily used while making financial
statements of an organisation. It ensures that all costs
have been retrieved and shows the correct profit
calculation. It endorses both matching and accrual
principles of accounting. ICAN (18) has opined that
absorption costing has limited value in an automated
production environment where production overhead
is significantly important than direct labour cost.

Marginal Costing

Another name of Marginal Costing is Variable
Costing, as it intentionally separates variable
and fixed costs for efficient managerial decision
making. It draws management attention to changes
resulting from decision variables. It is a proven tool
for short-term and quick decision making such as
Accept-Reject, Make-Buy or Special order. It has
even proved to be very useful in answering critical
questions like whether a particular line of business
would be dropped or the same would be tendered to
outsiders.

Just in Time (JIT)

Just in Time is a brainchild of Toyota Motor
Company, which emerged to reduce flow times
within production and supply. Developed in Japan
in the early 1970s, this model was migrated to
the Western part of the globe for an effective and
swift manufacturing process. This system reduces
inventory/stock and has been in use for many years.
Omar (29) has observed that manufacturers must
deliver products in small units to minimise buyer’s
cost of holding. JIT is believed to be based on a pull

system of production that abolishes the concept of
total inventory. Just in Time has been witnessed
phenomenal success in developed countries with
modern production systems and large business
houses.

Siha, Luminous and Duclos (32) have also seen
that JIT is not only appropriate for manufacturing
industries but equally applicable for service concerns
like Insurance, Banks, Hotel and Tourism and Audit
firms. It is so because JIT is process-driven rather
than product-driven.

Activity-Based Costing (ABC)

This technique was pioneered by Professor
Cooper in the mid of 1980s. It was introduced
primarily to correct delude allocation of overhead.
It is envisaged as a distilling cost system that allows
more cost as a direct cost and enlarges the indirect
cost pool. This method advocates effective cost
allocation using small cost centres as units. Cost
drivers are used as a basis for allocating costs to
other cost-object like products/services.

As mentioned by CIMA (11, 12), ABC is an
approach of costing final outputs by supervising
the activities and tracking the consumption pattern
of recourses. Resources are categorised as per
activity and activities to cost-object. A very recent
development in the field of Activity Based Costing
is Activity-Based Management (ABM). Kaplan and
Burns (18) mentioned very clearly that ABC/ABM
does not consider those activities that add no or little
value to the Customer. Many times, the application
of ABC is both costly and time-consuming (Media
and Rojas).

Target Costing

Target costing came into practice due to crucial
challenges posed by the consumers for greater
diversity and a short product life cycle. Companies
have also witnessed that cost to the product is
assigned at the designing stage. It has emerged as a
multi-disciplinary approach of managing costs from
the early stages. These stages were accompanied by
modern techniques like process re-engineering and
TQM. It sets a target cost by taking away a preferred
profit margin in a perfectly competitive market.

Though the motive behind introducing target
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costing was to serve manufacturing industries, it is
effective for service industries too. The key issues
about target costing are to understand the market
needs and benefits comprise classification of products
and services in the early stage of development.

Throughput Costing

CIMA (11) has defined Throughput Costing as
a technique of Accounting used with the objective
of maximising output while parallel inventory
or decrease in inventory costs. This technique of
management has a direct impact on managerial
decision making. It focuses on the goal of the
organisation and to achieve the purpose through
different goal-units. This is the rate at which an
entity measures and achieves its goal. In non-
financial entities, the goal could be measured in non-
financial terms, but in a profit-seeking industry, the
goal is profit. Throughput Accounting is a recent
development in a modern management system that
permits the management to make proper use of
constrained resources; as per ICAN (18), Throughput
costing aids in performance management for taking a
comprehensive analytical decisions.

Life Cycle Costing

It is also known as “Whole Life Cycle Costing”
and endeavours to identify the total cost associated
with using an asset. Life Cycle Costing is a widely
used tool by companies and governments to evaluate
the cost of an asset through its life period. The
primary advantages of life cycle costing include
improved managerial responsiveness and evaluation
of options. LFC is mostly applicable where initial
capital investment is high. An Insurance Organization
or a Credit Card Company spend a huge amount on
account of paper documentation, credit viability
and policies for the new customers before the initial
investment is recovered(2).

Kaizen Costing

It means continuous improvement affecting
everybody from the front line to the top level of
management. Kaizen is derived from the Japanese
philosophy of “improving upon the existing
situation”. This method could be effectively used for
productivity improvement and to gain a competitive

advantage. Kaizen is a very recognised method of
performance management while keeping the cost of
operation at a minimum level.

Back Flush Costing

Back Flush is also recognised as delayed product
costing. It has become one of the simplest techniques
of cost accumulation for those companies that have
already adopted the JIT system. However, it must
be remembered that JIT is not a mere technique
but encompasses a broad philosophy of continuous
up-gradation and loss reduction due to operations.
This new system of costing has responded to
the basic requirements of JIT mechanism. It is a
strong theoretical assumption of assigning cost and
mitigating inventory.

Empirical Evidence
Cost Accounting in Manufacturing Industries

Sulaiman et al. (39) conducted a research study
on Strategic Management Accounting and found
that instruments of strategic cost management
were strategic pricing, customer accounting and
benchmarking. These techniques were mostly used
by European manufacturing companies and mostly
related to implementation cost and non-financial
information. It plays a very important role in
determining product price.

Saayadah and Khatatneh (40) carried out a
research study to find out the effects of recent tools
of cost management on Nigerian companies. The
authors have taken 40 companies which comprises
a 30% of the targeted population. It confirmed an
acceptable level of awareness and adaptation of JIT,
Balanced Score Card and Target Costing.

Dury, Badem and Egrin(17) have investigated
one Turkish Automobile Industry with three survey
methods- electronic questionnaire, telephone and
one-to-one interview. The outcome showed an
average use of 80% of standard costing.

Karanja and Nyaanga (42) have studied SMEs
of developing countries. The research study showed
that both modern and traditional methods of costing
are adopted to enhance organisational efficiency and
better product or service pricing. The same research
study has highlighted that most SMEs have capital
inadequacy problems.
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Dr Mazumdar (43) has done another research
study on the application of the efficacy of
Management Accounting on some business firms of
Bangladesh and found that management accounting
techniques are almost used at a satisfactory level.
Only a few large business houses use modern
management accounting techniques, such as JIT,
TQM etc.

Cost Accounting Techniques Adopted by Service
Companies

Ashfaq, Hanif, Younas and Usman [48) examined
the role of both conventional and recent management
accounting practices regarding their role and utility
on the Business Cycle of Financial Sectors of Islamic
Countries. The data were collected using a structured
questionnaire and from 95 service companies
like Insurance, Bank, Telecommunications and
Computer Services. Statistical results show clearly
70% of companies were in the growth phase and 25%
of companies were in maturity and saturated stages.
However, when it comes to evaluating performance,
non-financial measures were found to have low
applications.

A research study of Management Accounting
Practices among manufacturing and service
industries in Bangladesh was done by Md.Yeshmin
and Fowzia (49) to examine the effectiveness of
managerial accounting in carrying out all managerial
The author investigated 150 plus
organisations and used a structured questionnaire
with Spoint Likert Scale. They used 13 management
accounting techniques, such as Cash Flow, Budget,
Financial Statements, TQM, Variance Analysis,
Fund Flow and Activity Based Costing.

Vander Poll(50) carried out a study on the
competitive advantage of the banking industry with
42 sample banks. The study brought a new dimension
in Management Accounting practices and it has been
found that it plays a key role in planning, organising,
developing and evaluating of strategic policies for an
organisation.

functions.

Discussion & Conclusion

The objective is to find out the effectiveness of
cost accounting techniques used in manufacturing
and service industries. Few traditional techniques like

Marginal and Absorption techniques were severely
criticised on the ground of less compatibility. The
modern business environment is characterised by
innovation, hard competition, customer satisfaction
and the global market. The empirical study, however,
showed the importance of Standard Costing and
Absorption Costing in certain cases.

Activity-Based Costing (ABC) has become
the most acclaimed accounting practice in service
industries. Cost Volume Profit Analysis, Budgetary
Control, Variance Analysis has become a very
common tool to the service industries.

Recommendations

1. Companies need to select costing techniques
considering their business environments like
technology, advertisement, the volume of
demand and product stage.

2. Research and Development (R&D) must be made
a part of business activities.

3. Time tested techniques will be preferred more
than new methods could be tried upon.
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