company’s ability to contend

with changing business con-
ditions, customers, and employ-
ees is predicated on knowing
costs. Unfortunately, the over-
whelming majority of compa-
nies in the store fixture industry
don’t really know their costs.

To estimate properly, you
need to measure costs and
understand them. Every manu-
facturer’s products have three
cost components: material, labor,
and overhead. Overhead is a lit-
tle difficult to define because
what one company might con-
sider overhead, another might
consider to be labor or mater-
ial. Generally, if you assign a
cost using an allocation method,
it’s an overhead item.

You also can categorize the
costs associated with manufac-
turing a product as direct or
indirect costs. A direct cost is
directly associated with the prod-
uct—if you didn’t manufacture
that product, the cost would
not be incurred, and it varies in
direct proportion with the
number of units manufactured.
Direct costs are usually limited
to materials and direct manu-
facturing labor associated with
the specific item being produced.

Indirect costs—also called
factory burden, factory over-
head, manufacturing expenses,
and manufacturing overhead—
comprise all costs other than
direct materials and direct
labor that are associated with
the manufacturing process.
Within indirect costs there are
fixed costs—which are operat-
ing costs that don’t vary with

COSTING FOR EXECUTIVES

by Paul Pinkus

changes in the level of manu-
facturing activity—variable costs,
and step-variable costs. Vari-
able costs are costs that increase
as the level of that activity
increases. And step-variable costs
are costs that remain fixed for a
range of an activity and then
move to a new level for the next
range of activity.

SYSTEMS FOR

MEASURING COSTS
Different cost accounting sys-
tems are used to measure costs,
but the primary ones are the
standard cost system and the
job order (or project) cost system.

A standard cost is the antici-
pated cost of a specific product
under an assumed set of cir-
cumstances. In essence, when
youre using standard cost as
your cost accounting system,
youre creating an estimate at
the beginning of the year for
every single item that youre
going to manufacture.

A job order accounting system
is used by organizations that
identify products or services by
individual units or batches, each
of which receives varying inputs
of direct materials, direct labor,
and factory overhead.

For standard cost accounting
to be effective, there must be
good reporting of actual costs.
But this is tough, because many
standard cost accounting sys-
tems don’t capture actual costs
well. The system then becomes
a liability: If you don’t accu-
rately capture the actual costs
you incur, you can delude your-
self all year long about how

Don’t get wrapped up in accounting rules

that are all very logical and make all the sense
in the world for historical financial statements
but are inferior for managing your business
effectively. Use a more intelligent,

realistic way to manage.
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your business is doing. The
standard cost system also requires
a variance analysis—and requires
the company to use the infor-
mation generated by this analysis.

Job order cost systems are
best used in make-to-order
environments, where each job
is unique and different. All
direct costs, including materi-
als, labor, and outside process-
ing, are assigned to a particular
job, but overhead must also be
assigned. The difference is that
with the standard cost system, if
you developed a standard cost
for an item, there would be only
one value, even though it was
made up of all of the compo-
nents connected with the cost
of that item.

In a job order cost system,
there’s an allocation of over-
head cost assigned to the job,
instead of the item. But the
overhead is still based on allo-
cation, even though it’s a job
order cost, where in theory, you
have a bucket for each job and
all costs for that job are thrown
into that bucket. (You still need
to do your variance analysis
periodically to make sure that
youre putting enough of the
overhead in that bucket.) For
companies that use project cost
accounting, the critical element
is assigning costs to the job.

The classic method of allo-
cating overhead, regardless of
the cost accounting system used,
is called full absorption. Classic
full absorption accounting is
required for financial statement
reporting purposes under Gen-
erally Accepted Accounting
Principles (GAAP). This includes
the statements that you furnish
to your investors and your lender.

Direct costing has a very sim-
ple method of allocating over-
head. There is none. Not that
there is no overhead; the over-
head is just not allocated. Indi-
rect costs are not allocated but
instead treated as a period cost.

A period cost is a cost you incur
in a given accounting period
independent of the other activ-
ity within the time period.

HISTORICAL DATA

NOT RELIABLE

Historical financial statements,
balance sheets, and income
statements are poor tools with
which to run your business.
They’re wonderful tools to be
able to compare your business’s
performance to other businesses.
You need them, you have to
have them, but that’s not how
you want to operate your busi-
ness on a day-to-day, month-
to-month, and year-to-year basis.

Most financial statements are
hypersensitive to the valuation
of the inventory and project
costs, sometimes to the point of
becoming a liability or actually
worthless. Companies have
deluded themselves into bank-
ruptcy with very valuable inven-
tory project costs on their
books. One reason this happens
is that companies tend to value
the material that they bought
for that custom job at exactly
what they paid for it.

The traditional view of costing
includes direct costs (raw mate-
rials, outside processing, com-
ponents, and direct labor) with
the addition of indirect costs on
some sort of an allocation basis.

The reality view of costing
includes only direct costs—no
indirect costs. Raw materials,
outside processing, and assem-
bly labor are all direct costs.
Design, engineering, project man-
agement, and general over-
head—generally allocated in
some fashion—are not, and are
not allocated in the reality view
of costing.

REALITY CHECK FOR COSTS
Arm your staff with real infor-
mation they can actually use,
not information based on
assumptions and allocations.



You're also providing a better
sense of what you should get
from the job.

First, identify your indirect
costs. Based on this informa-
tion, calculate the margin that
you need to fund the indirect
cost. This isn’t difficult. Divide
the total of your indirect costs
to your typical or your bud-
geted sales for the year. That’s
the margin you need.

Of the many manufacturing
companies that have gone out
of business, somewhere along
the line almost all of them had
a significant inventory adjust-
ment. It’s not because they’re
perpetrating fraud. It’s because
they used genuine, legitimate,
accounting rules to value their
inventory well beyond what
they could possibly have real-
ized from it.

Taking a reality view allows

you to manage more effectively.
Some of your former competi-
tors who aren’t here today
failed to do this.

Don’t get wrapped up in
accounting rules that are all
very logical and make all the
sense in the world for historical
financial statements but are
inferior for managing your busi-
ness effectively. Use a more intel-
ligent, realistic way to manage.

Paul Pinkus is national
director of the Store Fixture
Manufacturing and P-O-P
Industries Practice for
American Express Tax

and Business Services Inc.
This article is based on a
presentation Pinkus made

at NASFM’s Executive
Management Seminar

Aug. 25, 2004, in Atlanta.
Contact him at 312-634-3400, or
e-mail paul.x.pinkus@aexp.com.
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