Required:

a. What are the objectives for a standard system? How are these objectives being met and not met with the current system?

b. Prepare a set of recommendations for changes in the system. What implementation issues will be raised by your recommendations?
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The following transcript was prepared from a recording of a recent meeting of execu-
tives of the Automobile Support Company.

Location: Seventh Floor Conference Room
Time: 10:00 Monday Morning
Meeting: Special Executive Meeting
Present: Bob Sharp, President

Gloria Finan, Controller

Charlie Smith, Assistant Controller
Bill Plankton, Plant Manager
Henry Wills, Sales Manager

Julie Sheehan, Purchasing Manager

Bob Sharp: Good morning. As you recall, Thursday’s operations review meeting was

{, chaotic. Many of the variances from standard costs that showed up in the interim

- * financial statements did not seem to be controllable, and some of you questioned the
entire accounting system. I asked Gloria to look into our standard costing methods
and report back to us today. Gloria, have you come up with anything?

Gloria Finan: 1 think so, Bob. As you know, for many years we have used a standard

\ costing system in which standards are only adjusted annually. At year-end we deter-
mine the actual cost to produce the products that are in inventory. These costs becom
the standards for the next year.ﬁ-‘his has worked well for the interim financial reports
that we must provide to shareholders and others. We are able to create these reports
without the need of expensive, and disruptive, interim costing of inventories But the
system has been less than satisfactory for internal purposes such as controlling costs
through variance calculation and analysis. I asked my new assistant, Charlie Smith, &
work out a system that would satisfy both shareholders and management. Charlie
recently earned an MBA and has strong opinions about proper feedback and controk
brought Charlie with me today so that he could give us his recommendations in
person. Charlie?

Charlie Smith: Thanks, Gloria. I think I have a solution that will satisfy everybody. T&
basic complaint about the present system is that the standards are out of date every
time costs change. My proposal is simple—let’s use two sets of standards. One set w
be changed only once a year as is our current practice and will be used for our inters
financial statements. This will satisfy that need. The other set will be changed contiz
ally to keep material, labour and overhead costs (and standard quantities) current.
This will result in variances that reflect true efficiencies and inefficiencies, and sho
satisfy our internal needs. I've worked out current standards and could implement
them this week if you wish.

Bill Plankton: This looks very interesting, Charlie, but I wonder if I might ask a coug
of questions.

Charlie Smith: Of course.
Gloria Finan: (aside to Charlie) Look out.

Bill Plankton: Under your proposed system, two sets of books for inventories are
needed. There will be two sets of variances, which may differ in amount considerabs
and two sets of inventory values for Raw Materials, Work in Process, and Finished
Goods. Would this not be both confusing internally and be a concern externally to
officials, regulatory agencies, and even shareholders if word leaked out in the press
about our having dual sets of books? I say we go with one system, and since we all -
understand the old one, I see nothing wrong with sticking with it, imperfect thougs
may be.

While I'm at it, I may as well get something else off my chest. Our internal reports:
always show production inefficiencies as variances that are blamed on the plant, wis
the sales department gets none of the blame and all of the glory. Can’t we have a
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[image: image3.jpg]system that shows variances from budget for (1) sales prices, (2) sales volume, and (3)
changes in sales mix? Aren’t these more important to the company’s long-term success
than cost variances, regardless of whether you look at them from a current or an old
standard?

Charlie Smith: Well ...

Henry Wills: Now Bill, let’s not get worked up over things we can’t control. Don’t
blame sales when the market is soft. Let’s concentrate on controlling costs.

Bill Plankton: How can we control costs when we keep getting rush orders that we have
to fill> Our guys have to interrupt production runs and work overtime two to three
times a week just to help your salesmen keep their customers happy. And guess who
gets blamed for those cost overruns?

Julie Sheehan: Well, I like Charlie’s idea of using current standards, but I think in the
future we should take his plan one step further. Why not develop “prospective” stan-
dards? By this I mean that when we set our standards at the beginning of the year, we
should anticipate the cost increases that will occur during the year and build these into
the standards. In the purchasing department, this would reward timely purchasing
decisions with favourable price variances. Right now, the only time we get favourable
price variances is when we get quantity discounts for purchasing in bulk.

Henry Wills: That might help with price variances but it would not help with efficiency
variances. It would also mean we would still need two sets of standards—current stan-
dards for use in providing sales with current product costs, and the prospective stan-
dards for the cost system.

Charlie Smith: We could set price standards prospectively and efficiency standards cur-
rently. The latter would require us to devise a procedure to keep our book inventory
from going out of whack. I agree that we would need two sets of standards.

Gloria Finan: Since you brought it up, Julie, I must tell you that a number of purchasing’s
bulk orders have cost us more in inventory carrying costs than we have saved in price
discounts. So even the favourable variances you mention were erroneous indicators of
good performance. I don’t think Charlie’s plan addresses that issue and it probably
should.

Bob Sharp: Sorry Charlie, but I think that there are a number of additional ideas men-
tioned today that deserve attention: the use of two sets of standards; the use of
prospective standards; changing standards as costs change; and repricing inventories
so inventory variances are not created. Gloria, could you and Charlie report back to us
on Friday after considering the strengths and weaknesses of the issues brought up
today? Thank you. This meeting stands adjourned.

Charlie Smith: (to Gloria as they head back to their offices) I thought you were on my

side, Gloria.

Required:

a.  What are the objectives for a standard cost system? How are these objectives
being met and not met with the current system?

b. Prepare a set of recommendations for changes in the system. What implementa-
tion issues will be raised by your recommendations?
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