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INTRODUCTION 

Perhaps the most controversial topic in the realm of cost account

ing today is direct costing. Although the pros and cons of this subject 

have been bandied about rather heatedly for the past decade and the 

technique hailed by many as one of the major advances in cost accounting 

(especially for management purposes), it is not yet considered an ac

ceptable method oi* inventory valuation for external reporting purposes. 

Herein lies the major problem associated with direct costing. 

Undoubtedly this unacceptance for external reporting is one of 

its major deterrents. Yet today, despite this fact, the popularity of 

direct costing is rapidly increasing, particularly because of the in

creased utility that it offers management in the decision-making pro

cess. 

Research in the field of direct costing has, to date, been carried 

on primarily by the National Association of Cost Accountants. The first 

article on this topic was published in 1936; however, publications con

cerning direct costing subsequent to 1936 were sparse until the early 

19^0's. Since that time considerable interest, accompanied by numerous 

articles, has been displayed in this area. The results of research 

studies published in 19^3 and again in 19^7 by the National Association 

of Cost Accountants, and the numerous writings of Wilmur R. Wright have 

contributed the most toward an understanding of the principles and poten

tial of direct costing. 

The purpose of this thesis, in general, is to discuss various 

aspects of direct costing, in an attempt to portray the reasons for its 



development and its rapidly increasing popularity. In particular, the 

purpose of this thesis is threefold in respect to direct costing. First 

of all, it will atterr̂ jt to show the method of application of direct cost 

principles as an accounting technique. The thesis is also given to il

lustrate the theory that direct costing proponents en5>loy as justifica

tion for this technique. In relation to these points, the history of 

direct costing will be developed as background material. 

It has been stated that direct costing developed primarily be

cause of its usefulness as an aid to management in the decision-making 

process. Therefore, another purpose of this thesis is to show some of 

the ways in which direct costing has demonstrated its usefulness to 

management. The aim of this section of the thesis will be to show how 

direct costing clarifies reports supplied to management as well as to 

give practical examples of ways in which direct cost data is utilized 

by management in planning, control, and in pricing. 

The third and final aim of this thesis is to discuss the current 

and possible effects that Accounting Research Bulletin li3> the newly 

published A Tentative Set of Broad Accounting Principles for Business 

Enterprises, and management's acceptance for internal reporting will 

have upon the possibility of future adoption of direct costing for ex

ternal reporting purposes. 

The first chapter, then, is historical in nature; it will trace 

the development of direct costing and serves to introduce the factors 

which motivated its development. The second chapter is conqjosed of 

three parts which serve to further develop the subject of direct cost

ing in itself. The first part of the chapter discusses the theory of 



direct costing; the second deals with the methods and system inherent in 

its application; the topic of the final part of the chapter is the pres

ent status of direct costing. 

The third chapter is entitled "Direct Costing as a Managerial 

Aid," and also embodies three parts. The first of these parts discusses 

its role as a transmitter of more useful reports to management; the 

second portrays its relevance to managerial planning and control, while 

the third part of the chapter brings out the significant role it plays 

in the pricing function. Because of the nature of this topic—because 

there is no set pattern in which it must be applied in these areas, in

dividual companies will utilize it to suit their own particular needs— 

various examples are given of methods in which direct costing is applied 

in these various processes in order to illustrate its unique advantages 

over conventional cost accounting techniques in given industries. 

The fourth chapter discusses the future of direct costing—its 

prospects of general acceptance for external reporting purposes in the 

light of currently accepted accounting practices, in relation to the 

new set of tentative accounting principles, and in view of its ultimate 

and assured acceptance by management for internal purposes. 

The final chapter of this thesis comprises the summary and con

clusions. 



CHAPTER I 

DEVELOPMENT OF DIRECT COSTING 

Over the years a variety of costing methods have gained accept

ance only to be replaced by other methods as the nature of management 

problems changed and a need for new types of information or new forms 

of information arose. 

Recognition of the need for cost accounting dates back to the 

early stages of the evolution of the accounting process, but its develop

ment received a major impetus from the industrial revolution. 

Prior to 1885, product costs generally were conceived as raw mate

rials and direct labor costs only.-'- The costs of labor and material 

directly included in the product are relatively easy to determine and are 

obviously part of the cost of the product. However, because of the in

creasing significance of overhead and the need for increased efficiency 

and cost reduction, the cost accountant became aware that these costs 

which were not so directly related to the product had to be subjected to 

control. Thus, after the turn of the century, attention was focused on 

the fact that overhead should also be given cognizance of in costing 

practices. At this time only historical costs were utilized, but by 1910 

the principle of predetermined overhead costs was gaining acceptance. 

The years subsequent to the end of World War I are regarded as the 

most fertile period in the development of cost accounting. In concluding 

^Robert I. Dickey, Accountant's Cost Handbook (2d ed.; New York: 
The Ronald Press, I960), p. 62. 



his book Evolution of Cost Accounting to 192^1 S. Paul Gaumer makes 

the following observation: 

Cost theories and techniques have evolved as a product of 
their industrial environment, and their rapid development 
has been necessitated by the continually increasing com
plexity of the manufacturing process.^ 

The next development came in the 1920's when standard costing 

emerged. Harrington Emerson first suggested that costs should be stated 

in terms of what they ought to be and that variances therefrom should be 

set forth in terms of executive responsibility. However, G. Charter 

Harrison is generally given credit for installing the first standard 

cost system that implemented this concept.-^ 

Between the 1930*s and 19^0*s, however, overhead received little 

attention in accounting literature. During this period new developments 

were being formulated in cost accounting techniques to meet managerial 

problems associated with the growing size and complexity of manufactur

ing facilities. It was during this early period in the development of 

cost accounting that instability of product unit costs under conditions 

of fluctuating volume of sales and production was recognized as a serious 

problem, especially in cost-volume-prof it analysis. The significance of 

the fluctuations in indirect manufacturing cost, through its effect on 

unit cost of the product, was recognized and such devices as budgeting, 

break-even analysis, ratio analysis, profit planning, and distribution 

^S. Paul Gamer, Evolution of Cost Accounting to 1925 (Univer
sity of Alabama Press, 195U), p. U16. 

3w, R. Wright, "Better Management Controls Through Direct Cost
ing," The Controller, XXH, No, 8 (195U), p. 355. 



cost analysis were developed to facilitate management decisions and cost 

control. In their original development and also in their practical ap

plication, the flexible budget and the various types of cost-volume-

profit analyses were separate techniques for dealing with the same 

aspects of the problem raised by fluctuating volume. Figures and charts 

resulting from the use of these methods were presented to management in 

addition to accounting statements in the the conventional form. As a 

result, management was faced with multiple sets of figures and did not 

always understand the relationships between them. According to the 

N.A.C.A. Bulletin Research Series on direct costing, the best that came 

of these multifarious reports was that "valuable executive time was 

often consumed in studying the different statements and reports."^ 

Where needed supplementary analyses were lacking, management sometimes 

made unwise decisions because it drew incorrect inferences from state

ments which failed to show how costs and profits would be affected by 

changing volume. 

Since cost and sales income figures constitute the basic data 

for cost-volume-profit analyses, some accountants decided that it would 

be advantageous to redesign cost and income statements to show key cost-

volume-profit relationship figures within the statements themselves.^ . 

This was accon?)lished by first deducting variable costs from sales to 

arrive at marginal income, and then deducting fixed costs to arrive at 

^National Association of Cost Accountants, "Direct Costing," Re-
search Series No. 23 (New York: 1953), p. 1082. 

^James D, Edwards, "This New Costing Concept—Direct Costing," 
The Accounting Review, XXXHI, No. h (1958), p. 562. 
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net profit. In addition, the chart of accounts was modified to permit 

separate accumulation of fixed and variable costs in the accounts. 

Statements in the desired form could then be prepared directly from the 

books rather than by analysis of balances taken from the accounts in 

which fixed and variable cost components were mixed together. 

Thus, in 1936, writing in the N.A.C.A. Bulletin, Jonathon Harris 

presented what is recognized as the first published description of di

rect costing. Prior to writing the article, Harris, as controller of 

Dewey and Almy Chemical Company, had played a leading part in the con

version of his company's accounting records to the direct costing method 

as of January, 193h» Although Harris is recognized as the first person 

to publish an article on the subject, Dewey and Almy Chemical Company 

was not the first company to use direct costing methods. N.A.C.A Re

search Series No. 23, entitled "Direct Costing," indicates that the 

budget director of one company had installed a cost system in 1908 

which provided for separate accumulation of fixed and variable costs 

in order that marginal cost data would be available for pricing." 

Only a few isolated firms made use of direct costing until the 

1950's (although Harris' article had appeared a decade-and-a-half ear

lier), when it fully emerged as a new approach to overhead costing. 

Proponents of the method argued that direct costing did a better job 

of informing management and that the new method consolidated into the 

accounting system much that was desirable regarding break-even point 

National Association of Cost Accountants, Research Series No. 
23, p. 108U. 
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analysis, profit planning, and other recently developed tools involving 

the cost-volume-profit relationship. 

The more specific developments that eventually culminated in the 

direct costing concept encompass various aspects in the evolution of con

ventional costing, and, in particular, reflect the alleged inadequacies 

inherent in the conventional procedures. In discussing these inadequa

cies, Gilbert Amerman suggests that 

. . . two major objections to the use of the conventional 
absorption cost income statement are (1) it does not dis
tinguish between profits resulting only from sales and 
those resulting from inventoiy changes, and (2) it is dif
ficult to understand and analyze because it mixes costs 
which are variable with volume on a short-term basis with 
those which are variable with volume on a long-term basis.' 

In addition, the use of direct costing eliminates the allocation of 

fixed costs and thus overcomes one of the most criticized aspects of 

absorption costing, Paton and Littleton have said: 

Cost allocation at best is loaded with assumption and, in 
many cases, highly arbitrary methods of apportionment are 
employed in practice. Certainly it is wise not to take 
the results of the usual process of internal cost in^juta-
tion too seriously.° 

Thus, direct costing evolved in order to rectify some of the in

adequacies of absorption costing under certain circumstances.^ In other 

'''Gilbert Amerman, "Facts About Direct Costing for Profit Deter
mination," Accounting Research, V (April, 195U), p. l6l. 

% . A. Paton and A. C. Littleton, An Introduction to Corporate 
Accounting Standards (Chicago; American Accounting Association, 19U0), 
p. 120, 

^Direct costing is obviously not appropriately adaptable to all 
types of business operations; in some, absorption costing will be clearly 



words, it was developed as a tool that would expeditiously provide more 

meaningful data for management. 

preferable, and in other cases the use of both methods will produce the 
ultimate utility, one method providing needed supplementary information 
not provided by the other. 



CHAPTER n 

THEORY, APPLICATION, AND ACCEPTANCE OF 
DIRECT COSTING PRINCIPLES 

Direct costing should be defined as a segregation of manu
facturing costs between those which are fixed and those 
which vary with volume. Only the prime costs plus variable 
overhead costs are used to value inventoiy and cost of 
sales. The remaining factory expenses are charged off cur
rently to profit and loss. However, the point to be empha
sized is that direct costing is primarily a segregation of 
expenses and only secondarily a method of inventory valua
tion. By this approach, full attention can be devoted to 
the effect which direct costing has on the profit and loss 
statement and supplementary reports,^ 

Initially, cost accounting dealt almost exclusively with costs 

for use in inventory valuation and profit detennination. Even today 

these aspects of cost accounting are extremely important. However, as, 

a result of the increasing growth and complexity of modem business, 

cost analysis and control have become predominant justification for 

many cost accounting procedures. In modem practice cost accounting 

is expected to provide information which will be put to a variety of 

uses by management. Cost information, by itself, is of very little 

value unless it is used properly. Cost accounting is not an end in 

itself but merely a means to an end. The part played by cost informa

tion is basically that of inciting action on the part of those respon

sible , 

V , W, Neikirk, "How Direct Costing Can Work for Management," 
N.A.C.A, Bulletin, XXXn, No. 5 (1951), p. 525. 

10 
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Theory 

Although the usefulness of direct costing is generally recognized 

for purposes of internal reporting, the method is still considered un

acceptable for external reports. The explanation for the existence of 

such an anomaly lies in part with the long tradition associated with 

absorption costing, and in part with the generally recognized view that 

the same standards need not apply to both internal and external reports. 

It has been suggested by one writer that this situation "is perhaps the 

best example of a confusion between what is desirable cost information 

for certain purposes of management and what is acceptable cost bookkeep

ing. "̂  

Generally accepted principles of accounting state that period 

costs should be recognized in the income account in the period in which 

they are incurred. Only those costs which are a function of output 

should be deferred and matched against future revenue by means of the 

inventory account. It is largely on this basis that direct costing 

claims soundness in theory. Direct costing assumes that the fixed 

costs are not really costs of production, but are actually only stand

by costs which facilitate production, and which must be incurred re

gardless of the volume of production. When all fixed indirect manufac

turing costs are treated as expenses, the assumption is that the costs 

of maintaining capacity are a necessary expense of being in business 

and will be Incurred regardless of the volume of output.-^ At the 

2H. F. Taggart, "Cost Accounting Versus Cost Bookkeeping," The 
Accounting Review, XXVI (April, 1951), p. ^h. 

3Edwards, The Accounting Review, XXXII, No. U, p. 563. 
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onset, once they have decided to go into business, management must ac

quire capital assets in order to begin operation. The capital expendi

ture, and the costs automatically acquired by the business because of 

this expenditure (such as depreciation), together with such other charges 

as rent, machinery, clerical workers, etc. are incurred as a deliberate 

policy, to make profits over a long period, and any system of cost ac

counting should reflect this.^ On the other hand, "variable" or "out-

of-pocket" costs are incurred as production is carried out, and should, 

therefore, be charged to the product. 

We see, then, that fixed expenses arise out of an entirely dif

ferent type of management decision from that which gives rise to vari

able costs. The effect of the decision to invest in buildings and ma

chines, for example, is quite different from the effect of the decision 

to produce a certain number of units of product.^ Accountants are ex

pected to make available accounting results which will measure as truth

fully as possible the effect of management decisions. Of course, pro

ducts cannot be produced without the use of machines and equipment, but, 

say the proponents of direct costing, this does not sanction the mixing 

of "apples and plums" (or fixed and variable expenses).° Therefore, 

variable and fixed expenses should be accorded different accounting 

treatment since they are the products of different kinds of management 

decisions. The fixed costs are regarded by the proponents of direct 

W . E. Harrison, "The Contribution of Marginal Costing to Present-
Day Problems," The Cost Accountant, XXXHI, No. U (195h), p. 22. 

bright. The Controller, XXII, No. 8, p. 361. 

^Tbid. 
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costing as a constant quantity incurred during a period of time. When 

that period of time has expired, the fixed costs incurred expire with 

it. Furthermore it is claimed that the subsequent accounting period 

will incur its own fixed costs; therefore, it is irrational to defer 

in the inventory account any portion of the previous period's fixed 

costs.' 

Along this same line of reasoning, according to Harrison, manage

ment has two jobs in respect to business policy: 

1. Over a short period: to make sales minus marginal 
costs (contribution) as high as possible. 

2. Over a long period: to make sales minus "total 
costs" as high as possible.° 

Long period policy has been considered before actual production was be

gun with the expectation of making a net profit. Thus, given this de

cision, the fixed costs ensue, and excepting a major policy change, 

they will continue to be incurred irrespective of the volume of pro

duction and sales. Having started "the business, short-term policy 

must be considered, and it is management's duty to make the contribu

tion as high as possible while keeping in mind long-term goals. Thus, 

under direct costing, it is accepted that business is in a certain posi

tion at the present time, and the effect of any action must be shown as 

clearly as possible. This is not shown by any other method of costing 

unless detailed and lengthly explanations support the cost. 

7john R. Parker, "Perspectives on Direct Costing," The Canadian 
Chartered Accountant, LXXVTI, No. 3 (1961), p. 230. 

^Harrison, The Cost Accountant, XXXII, No U, p. 26. 
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The charging of all fixed costs to the product would seem to 

indicate a philosophy that the entire available capacity is essential 

to the production of the actual output. When output does not require 

full utilization of capacity and part of the fixed costs are treated 

as losses, an in5>roper management decision concerning the necessary 

capacity costs is suggested. When all fixed manufacturing costs are 

charged to the period, as under direct costing, the assumption is that 

the costs of maintaining capacity are a necessary expense of being in 

business and will be incurred regardless of the volume of output. 

Jonathon N. Harris states that inventory costs should include 

"the delivered cost of raw materials and packages used, direct labor 

costs and direct production expenses, all of which items were incurred 

o 
only because the goods were produced."'̂  Mr, Harris further states 

that "the fixed expenses, on the other hand, do not have any real re

lation to production as such. . . . They go on substantially unabated 

when the wheels slow down or become idle." 

Another point in theory supporting direct costing lies in the 

accounting convention that the sales event is the proper point for 

the recognition of revenue. Profit is made at the time goods are sold, 

and the amount of the profit is determined by the goods sold in a par

ticular period and the total of the margin made from their sale. No 

profit is made merely by producing and storing goods. The direct 

^Jonathon N. Harris, "The Case Against Administrative Expenses 
in Inventory," The Journal of Accountancy, LXXXII (July, 19U6), p. 3U. 

IQibid. 

-̂ F̂, C. Lawrence, Marginal Costing (London: MacDonald and Evans, 

19U7), p. 2U." 
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cost advocate often holds that the charging of fixed costs to product 

is apt to make reported income a function of production rather than of 

sales. For example, if sales remain the same and total fixed costs 

and variable unit costs remain unchanged, but production varies, con

ventional accounting will produce different profit figures among the 

periods. This phenomenon results from the change in unit cost due to 

spreading the fixed charges over a varying base.-^^ Without a change 

in selling price, periods of low sales may show larger profits when 

production is high and total unit cost is reduced through the decrease 

in fixed unit cost. Similarly, periods with high sales may show 

smaller profits if production is low and fixed unit cost is increased. 

To overccxne this situation the direct cost accountant holds that fixed 

costs should be assumed to be recovered from the revenues of the per

iod in which they are incurred. The conventional (absorption) cost 

accountant defers their recovery until the period in which the product 

is sold. This is simply another way of saying that fixed charges are 

either costs of the product or period charges. 

Once a firm has committed large amounts of its funds to plant 

facilities, its only alternatives are to use those facilities or to 

try to find a buyer for them. Short-run considerations may dictate 

the acceptance of any work which will cover out-of-pocket costs. How

ever, in the long-run, fixed costs must also be borne by the revenue 

from the sales of products. Direct costing is, therefore, a short-run 

12Donald L. Raun, "The Problem of Fixed Charges," The Account
ing Review (July, 1951), p. 339. 
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approach which can make a significant contribution to management's 

short-run decisions. 

Attempts have been made to justify direct costing on the basis 

of the so-called "contribution theory." Under this theory it is sug

gested that each sales dollar consists of two parts: a reimbursement 

of out-of-pocket costs, and the balance of the sales dollar which is 

viewed as contribution to the coverage of fixed costs and profits."̂ -̂  

The economists' concept of the margin, as applied to this problem, 

establishes that profit does not accrue on a unit basis. No profit is 

realized until the fixed costs are recovered; after the fixed costs 

have been recovered, the sale of an additional unit of product at a 

given price results in an addition to revenue which contributes to net 

profit an amount equal to the difference between this price and the 

unit's variable cost. 

It will be noted that the principle on which a direct costing 

statement of profits is based is fundamentally different from the prin

ciple on which a conventional statement of profits is based. Under 

direct costing, it is assumed that there is no profit during a period 

unless the income minus costs identified with that income (variable 

cost) exceeds the fixed expense. The fixed expense is regarded as a 

period cost; in matching income with cost, the entire fixed expenses 

of a period are assessed against the income of the period. ̂  In essence 

then, under direct costing all the variable manufacturing costs (direct 

13parker, The Canadian Chartered Accountant, LXXVII, No. 3, 
p. 231. 

^^ecil Gillespie, Cost Accounting and Control (Englewood Cliffs, 
N. J.s Prentice-Hall, Inc., 1957), p. 637. 
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and indirect) are included in the cost of the product, all other costs 

being considered as period costs and charged off currently to profit 

and loss instead of the cost of sales. 

The essential difference between absorption costing and direct 

costing is that the first emphasizes the distinction between production 

costs and all other costs, whereas, the second enqjhasizes the distinc

tion between fixed costs and variable cost. Absorption tends to stress 

inventory valuation whereas direct costing is primarily interested in 

cost analysis.^ 

In Exhibit 1, an example has been set up showing the differences 

in profits arising out of the two methods. From the study of this ex-

hibit, the following inferences can be miade: 

1. WTien sales and production are the same, there is no differ

ence in profits. 

2„ When production is lower than sales, profits are higher under 

direct costing because there is no fixed overhead comiing from 

inventory charged to cost of sales, 

3. When production is higher than sales, profits are higher 

under absorption costing because of fixed overhead having 

been carried to inventory. 

li. When sales are constant and production varies, the direct 

costing method shows a gross profit ratio more constant. 

5. Variances in profits due to any one method tend to cancel out 

l^Alphonse Riverin, "Direct Costing," The Canadian Chartered Ac
countant, LXXI, No. ii (1957), p. 3U6. 



EXHIBIT 1 

COMPARATIVE INCOME STATEMENT 
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Year 1 Year 2 Year 3 Year k 
Production data (units) (units) (units) (units) 

Inventory, January 1. . . 800,000 800,000 300,000 300,000 
Production 2,000,000 1,500,000 2,000,000 2,500,000 

2,000,000 2,300,000 2,300,000 2,500,000 
Sales 2,000,000 2,000,000 1,500,000 1,500,000 

Inventory, December 31. . 500,000 300,000 500,000 1,300,000 

Income under absorption costing 
Sales $14,000,000 $1,000,000 $3,000,000 $3,000,000 
Cost of goods sold 
Variable costs $2,000,000 $2,000,000 $1,500,000 $1,500,000 
Overhead absorbed 
(see below) 500,000 610,000 375,000 330,000 

$2,300,000 $2,610,000 $1,573,000 $1,530.000 
Gross profit. $1,500,000 $1,390,000 $1^125,000 $1^170,000 
General and administra
tive expense 1;00,000 1̂ 00,000 U00,000 UOCOOO 
Net profit $1,100,000 $ 990,000 $ 723,000 $ 770,000 

Income under direct costing 

Sales . $ii,000,000 $1;,000,000 $3,000,000 $3,000,000 
Cost of goods sold 
(all variable) 2,000,000 2,000,000 1,500,000 1,500,000 

Gross profit $2,000,000 $2,000,000 $1,300,000 $1,300,000 

Fixed manufacturing over
head $ 500,000 $ 500,000 $ 5oo,ooo $ 5oo,ooo 
Administrative expenses . It00,000 1̂ 00,000 liOO,000 1;00,000 

$ 900,000 $ 900,000 $ 900,000 $ 900,000 

Net profit $1,100,000 $1,100,000 $ 600,000 $ 600,000 
8SSB9BB9BBHBHfll^^8 ^3SBB9B9B^BSEBBS9BB ^^B9HMSS3B9B^^^S^9 SSt^BBSSSSBMi^BHil^^^B 

Calculation of overhead absorbed in cost of sales 

'Overhead—opening invntry . $ 200,000 $ 200,000 $ 75,000 $ 90,000 
Fixed mmfg overhead . . . . 500,000 500,000 500,000 500,000 

$ 700,000 $ 700,000 $ 575,000 $ 590,000 
Overhead—closing invntry . 200,000 90,000 200,000 260,000 
Overhead absorbed in cost 
of goods sold. . . . . . . $ 500,000 $ 610,000 $ 375,000 $ 330,000 

^Barry Coutts, "Accounting Research: Direct Costing," The Cana-
dian Chartered Accountant, LXXV, No. h (1959), p. 315. 
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in the long run. Production and sales can vary over a 

short period, but in the long run they will correspond. 

Application 

Before beginning to explain the methods inherent in the applica

tion of direct costing theory, it is imperative that the terms charac

teristic of direct costing be defined. The few terms that are pecu

liar to direct costing, and other terms which are also common in other 

types of cost accounting, have definite connotations when used in 

connection with direct costing. The following, then, is a list of 

such significant terms: 

1. Fixed cost and variable cost: 
For direct costing purposes, all costs are recognized as 
fixed or variable. Costs which would otherwise be clas
sified as semivariable must be broken down into their 
fixed and variable comiponents. Fixed costs are those 
costs that are not changed in total as a result of changes 
in volume. Variable costs are costs that vary in total 
directly and proportionately with volume. 

2. Product costs and period costs: 
Product costs are those costs which are charged to inven
tory accounts and which are included in the cost of the 
product. In direct costing only the variable costs of 
operations are treated as product costs. Period costs 
are those costs which are written off as expenses m the 
period in which they are incurred; they are not treated 
as part of the cost of the product. Under direct cost
ing methods, the period costs are con^josed of the fixed 
part of the operating costs and the nonoperating ex
penses. 

3. Direct cost: 
Direct cost of goods sold is composed of raw materials 
and direct labor (prime cost), and variable factory over
head costs belonging to the products which were sold dur
ing the period. It is com^juted in the same way as the 
traditional cost of goods sold. For purposes other than 
costing inventory, variable nonmanufacturing costs are 
also classified as direct product costs by those who use 
direct costing. Since these costs include only those 
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costs which presumiably would have been avoided had the 
finn not produced the product, they are sometimes called 
"out-of-pocket manufacturing cost." 

U. Manufacturing miargin: 
This is a figure computed by subtracting the direct cost 
of goods sold from sales. This figure indicates how much 
the sale of the product contributes toward the recovery 
of variable distribution costs and period costs. 

5. Marginal income: 
This figure is computed by deducting the variable distri
bution expenses from the manufacturing margin. The miar-
ginal income figure indicates how much the sale of the 
product contributes toward the recovery of period costs 
and ultimately profit. Since the period costs presumiably 
are uncontrollable (at least in the short run), it can be 
said that the marginal income indicates the "profit con
tribution" of the product which was sold.-^° 

The practical application of direct costing is no more diffi

cult than any other method of costing. Under direct costing, fixed 

and variable costs are accumiulated separately in the accounts and the 

regular cost and income statements are utilized as media for present

ing cost-volume-profit relationship data to mianagement. 

In general, the procedures followed in accounting for variable 

nfianufacturing costs are the same under direct costing as under absorp

tion costing. Since direct mriaterial and direct labor are costs which 

vary with volume, no change is necessary in the methods of accounting 

for these costs when direct costing is introduced. However, differ

ences do appear in accounting for mianufacturing overhead because this 

cost contains a fixed component. 

Under absorption costing, fixed and variable com^jonents of fac

tory overhead are combined in charging the overhead control account and 

^^Eric L. Kohler, A Dictionary for Accountants (2d ed.; Engle
wood Cliffs, N. J.: Prentice-Hall, Inc., 1957), p. 179. 
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in applying overhead to cost of production (to inventories). On the 

other hand, direct costing miakes it necessary to accumulate variable 

and fixed costs separately in the accounts. When a confpany switches 

from conventional cost accounting to direct costing, the accounts 

must be revised to accumulate the fixed and variable comiponents sepa

rately. Since overhead must be classified as either fixed or valuable, 

not only must the accounts that are solely fixed or variable be so 

classified, but semi-variable costs must be broken down into their 

respective fixed and variable components. For example, separate ac

counts may be established for the fixed component of power (repre

sented by a demiand charge and occupancy lighting) and for the variable 

com5)onent (represented by a charge per kilowatt hour used in produc

tion). 

A number of techniques are available for detennining whether 

individual cost items should be budgeted as fixed or variable with 

volume. For examiple, techniques which might be emiployed would include: 

1. Inspection of the comipany's chart of accounts, accom
panied by a detailed examination of plant operations, and 
assignment of costs to fixed or variable categories ac
cording to the type of costs represented by each account. 
Additional analysis is often needed to separate fixed and 
variable components contained in semivariable accoiints. 

2. Statistical analysis of previously recorded costs to de
termine how costs have varied with volume. The principal 
tools used are the scatter chart, in which operating lev
els are plotted against utilization of labor, material, and 
overhead items for each operation, and the mathemiatical 
determination of fixed and variable cost comiponents from 
estimates of total cost at low and high volumes. However, 
as statistical analysis becomes too refined, cost, time 
consumption, and technicality prohibit such analysis. 

l^National Association of Cost Accountants, Research Series No, 

23, p. 1092. 
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3. Industrial engineering studies to detennine how costs 
should vary with volume. This approach comprises a sys-
temiatic study to determine quantities of miaterials and 
supplies, number and type of employees, and amounts to 
be spent for services at different volumes of production.-'-" 

The separation of fixed and variable costs cannot be completely 

accurate, for there is always a borderline area and costs which fall 

within this area are not clearly fixed or variable. Experience of com

panies using direct costing and also of companies using flexible bud

gets without direct costing shows that this area can be reduced to a 

point where uncertainty about the proper classification of costs does 

not significantly affect the reliability of statements prepared for 

management. It miust be remembered, however, that, although some 

difficulty miay be encountered in classifying costs strictly as vari

able or fixed, this classification is far less important than the anal

ysis underlying the variable cost burden rates. These burden rates 

serve to achieve the main purpose of direct costing. They provide 

more relevant information for managerial guidance through the routine 

generation of general-purpose marginal income data. 

Direct costing will work equally well in either a job order, 

process cost, or standard cost system. For example; In a standard 

cost system, parts and product standard cost cards are developed, using 

only variable expense for costing rates. ^ Actual direct expenses 

l^ational Association of Cost Accountants, Research Series No. 

23, pp. 1088-1089. 

19ibid. 

20wiiliam A. Thorn, "Converting from Conventional to Direct 
Standard Costs," N.A.A. Bulletin, XXXIX, No. 8 (1958), p. 93. 



23 

would be charged to a direct manufacturing expense controlling account, 

applied direct expenses would be credited to a direct mianufacturing ex

pense applied account, and the difference between the monthly charges 

to these accounts would be the controllable variance which reflects 

the degree of control exercised over variable overhead expenses during 

the period. The actual fixed overhead expenses would be charged to a 

fixed mianufacturing expense control account. 

The variances from standard materials and labor costs are no 

different under direct costing than under absorption costing. 

Since variable overhead expenses are being applied, budgets 

are prepared from which the standard unit costing rates are derived. 

Fixed expenses are also usually budgeted for control purposes although 

budgeted amounts do not appear in the accounts. Thus, no variances are 

established in the accounts for fixed expenses. However, comparisons 

will still probably be miade between actual and budgeted fixed expenses 

in the budget report or in other supplementary data. 

Under process cost accounting, the direct costing approach is 

implemented by applying only the actual variable components of the vari

ous itemis of overhead cost to the product; while the same procedure (but 

using a burden rate technique) would be utilized under job order cost

ing. The fixed component of overhead costs, on the other hand, would 

21 
be treated as a "joint cost" of all operations of the period. The 

fixed costs are shown on departmental cost reports, where they can be 

compared with budget allowances, but they are not included in product 

2Gordon Shillinglaw, Cost Accounting: Analysis and Control 
(Homewood, 111,: Richard D. Irwin, 1961), p7 612, 
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cost for valuation purposes. For example, in job order costing, no 

entry to reflect average fixed costs is miade either in the Overhead-

in-Process account or on individual job order cost sheets. In process 

costing, the costs transferred from one department to another do not 

include the fixed costs of the former department. This procedure 

serves to identify the variable costs of the product, no miatter how 

miany departments it passes through on its way to the ultimiate customer. 

Under absorption costing, the only way that this informiation can be 

derived is through retracing the path of the product, reclassifying 

product costs as fixed or variable at each stage. 

The income statement prepared by a company using direct costing 

is also significantly different from absorption cost income statements. 

In direct costing, costs are grouped according to their variability 

with volume. This order of presentation emphasizes the company's pro

fit structure. In explaining the direct costing profit and loss state

ment, Neikirk states: 

A further refinement is that all of the cost and expense 
itemis are arranged in descending order of variability. The 
first item deducted from gross sales is the direct cost of 
sales which included only the directly variable costs of 
mianufacturing. Then the sales deductions for returns, al
lowances, freight, and so forth are deducted. These itemis 
are likewise directly variable with sales volume. Selling 
expenses are deducted next. Although some portion of selling 
expenses is of a fixed nature, a large amount of these ex
penses should vary with sales vol\3me and should be measured 
in terms of sales volijme. The net amount remiaining after de
duction of the above itemis we call "merchandising miargin." 

The expenses classified after merchandising miargin are 
almost entirely fixed. A quick analysis of the break-even 
point can be miade by simply dividing those overhead expenses 
by the percentage that merchandising margin is of gross sales. 

22Neikirk, N.A.C.A. Bulletin, XXXII, No. 5, p. 527. 
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When statements are prepared under direct costing, a new tool 

for measuring the profitability of specific products is made available. 

This is called the profit/volume ratio, obtained by subtracting total 

variable mianufacturing expenses from net sales to obtain profit con

tribution and dividing this by net sales. The higher the profit/volume 

ratio for each product, the more profit contribution becomes available 

to pay off fixed expense and contribute towards profit. If a master 

profit plan has been prepared forecasting sales, profit contribution, 

expenses and net profit, with a consolidated profit/volume ratio for 

all products, then the standard profit/volume ratio for each product 

miay be compared to the master profit plan to determiine whether or not 

the specific product will contribute its fair share to the total profit 

goal for all products. -̂  

If direct costing isn't accepted for external reporting purposes, 

it may become necessary to adjust inventories to correspond with the 

figures that would have resulted had absorption costing been used. 

Thus, direct costing in itself is acceptable to all concerned if this 

minor^^ adjustment is miade. In his article, "The Contribution of Mar

ginal Costing to Present-Day Problems," W. E. Harrison says that to 

compile a normal (total) cost from direct cost data is a rather simple 

task. Take the fixed overhead, which has been segregated from the pro

duct cost computations, and spread them over production, selling, and 

23Thorn, N.A.A. Bulletin, XXXK, No. 8, p. 86. 

^^The proponents of direct costing claim that this adjustment is 
a minor one, while the majority of those adverse to direct costing con
tradict this proposal. 
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distribution departments. When this step has been completed, distri

bute the departmentalized charges to production and sales by means of 

the usual methods—miachine-hour and/or similar other rates for produc

tion overhead, and percentage on selling price for selling costs,^ 

An even simpler method, which can be used for the aggregate inventory 

figure, is to compute the difference between the number of units sold 

and the number of units produced, and mniltiply this figure by the 

amount of fixed overhead cost per unit. If production is greater than 

sales, the amount calculated will have to be subtracted from the ending 

inventory. If production is less than sales, the figure calculated 

will have to be added to the final inventory balance in order to adjust 

to total cost figures. 

Acceptance 

Companies and accountants normally look to a "triumvirate" for 

the approval of specific accounting procedures and principles. Thus, 

direct costing enthusiasts are primfiarily concerned with the attitudes 

of the American Institute of Certified Public Accountants, the Inter

nal Revenue Service, and the Securities and Exchange Commiission con

cerning this "new" accounting concept. 

The Attitude of the A.I.C.P.A. 

The chief criticism of direct costing comes from the American 

Institute of Certified Public Accountants. Based upon Accounting 

2^Harrison, The Cost Accountant, XXXII, No. h, p. 2li. 
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Research Bulletin No, U3. it seems that the Institute's attitude to

ward direct costing for external reporting is almost completely un

favorable. Chapter four of the Bulletin is devoted entirely to in

ventory pricing and begins with a re-emphasis of the basic point that 

"a major objective of accounting for inventories is the proper deter-

miination of income through the process of miatching appropriate costs 

26 
against revenues." 

The Bulletin continues to state: 

The primary basis of accounting for inventories is cost, 
which has been defined generally as the price paid or con
sideration given to acquire an asset. As applied to in
ventories, cost means in principle the sum of the appli
cable expenditures and charges directly or indirectly in
curred in bringing an article to its existing condition 
and location. . . , Under certain circumistances, itemis 
such as idle facility expense, excessive spoilage, double 
freight, and rehandling costs may be so abnormal (under
lining mine) as to require treatment as current period 
charges rather than as a portion of the inventory cost. 
. . . It should also be recognized that the exclusion of 
all overheads from inventory costs does not constitute an 
accepted accounting procedure. 

Chapter four of the Bulletin contains the only formially stated 

principles available to guide the certified public accountant in judg

ing the acceptability of financial statement presentation. Valiant 

attempts have been made to demonstrate that direct costing complies 

with these principles. The trouble is that the people who give credence 

to such interpretations are those who already use direct costing, those 

^^American Institute of Certified Public Accountants, Accounting 
Research Bulletin i;3 (New York: 1953), p. 28. 

27ibid., p. 29. 
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who believe in it, not the ones who must conscientiously miake their 

evaluation. 

The arguments which conclude that direct costing is acceptable 

under the stated principles usually follow this order: 

1. Exclusion of all overhead from inventory is specifically 
declared not acceptable; since direct costing does not 
exclude all overheads, it is not clearly eliminated. 

2. The Research Bulletin states that selection of a method 
(and in the argument this is given a general interpreta
tion, meaning some cost accounting method) means choos
ing the one which most clearly reflects periodic income. 

3. It follows that, since direct costing clearly reflects 
periodic income, it may correctly be employed.^o 

Unfortunately for the direct costing protagonists, these are rather 

unconvincing arguments, since they consist of picking several sen

tences out of context and slanting them toward the desired conclu

sion. The phrasing calling for selection of a method which "most 

clearly reflects income" is part of a statement concerning several 

possible assumptions as to the flow of costs, such as first-in, first-

out, average, or last-in, first-out. In connection with the statement 

that excluding all overhead is unacceptable, it appears the Institute's 

intention is that only abnormial itemis (idle facility expense, excessive 

spoilage, etc.) may be excluded—not all fixed overhead charges as 

under direct costing. 

In concluding, therefore, that taken as a whole, the A.I.C. 

P.A.'s statements of principles regarding inventory pricing have not 

28Frank L. Traver, "Improving the Status of Direct Costing for 
External Reporting," N.A.A. Bulletin, XLII, No. 1 (i960), p. 21. 
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been interpreted in actual practice to condone direct costing. At 

best, it is not specifically ruled out. 

Direct Costing and the Internal Revenue Service 

The nonacceptance of direct costing by the A.I.C.P.A. is fol

lowed by the refusal of the Internal Revenue Service and the Securities 

and Exchange Comimission to accept annual corporate reports prepared by 

the direct costing method unless the A.I.C.P.A. considers the method 

to be a generally accepted accounting procedxire. 

The important point to the direct costing proponent is whether 

or not the Internal Revenue Service will allow the exclusion of fixed 

costs from inventory for income tax purposes. Section U71 of the code 

sets out the general rule for valuation of inventories and is a rather 

brief statement of principle: 

Whenever in the opinion of the Secretary or delegate 
the use of inventories is necessary in order to clearly 
determine the njicome of any taxpayer, inventories shall 
be taken by such taxpayer on such basis as the Secretary 
or his delegate miay prescribe as conforming as nearly as 
may be practical to the best accounting practice in the 
trade or business and as most clearly reflecting the in
come. 2° 

Obviously, therefore, the tax law and regulations do not provide a 

clear definition on the overhead items which should be included in in

ventory values for tax purposes. Nor have the few court decisions on 

30 the subject been of miuch assistance.-^ 

29lntemal Revenue Code of 195U. Section U71 (Englewood Cliffs, 
N. J.: Prentice-Hall, Inc., i96i), p. 23202-B. 

30Neikirk, N.A.C.A. Bulletin, XXXII, No. 5, p. 533. 
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However, Section 1;71 of the code does provide two tests to 

which "each inventory must conform: (1) it mnist conform as nearly as 

miay be to the best accounting practice in the trade or business; and 

(2) it miust clearly reflect income."3^ The regulations define inven

tory cost in the case of merchandise produced to be 

(1) the cost of raw materials and supplies entering into, 
or consumed in connection with, the product; (2) expendi
tures for direct labor; direct expenses incident to, and 
necessary for, the production of the particular article, 
including in such indirect expenses a reasonable portion 
of mianagement expenses,32 

Generally, the Internal Revenue Service follows generally accepted ac

counting principles, and quite often gives credence to these principles 

in formulating its regulations. It seems natural, therefore, that the 

tax authorities should refuse to accept a proposal that is not in line 

with these principles. 

The most important single factor which has been emphasized in 

the regulations and in court decisions is that the taxpayer's valua

tion methods should be consistent from year to year. It is quite pos

sible that the I.R.S. will not question a direct cost method of inven

tory valuation which has been consistently followed. This leaves two 

courses of action open to companies that wish to change to the direct 

costing method. According to Neikirk, the company can: 

1. Request permiission from the Commissioner to change its 
inventory valuation method. The Bureau's decision would 
probably depend on the individual conditions in each 

3Ilntemal Revenue Code of 1951;, Section 1;71, p. 25202-B. 

32ibid., p. 25202-C. 
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case. Factors considered would include the prevailing 
practice in the taxpayer's trade or industry, the fixed 
natxire of the overhead to be excluded, and the effect on 
taxable income for the year of changeover. 

2. Retain the orthodox inventory valuation for its tax re
turn, while using direct costs for operating reports. 
There is nothing unusual in following a policy for the 
books that differs from that in the tax return. . . . In 
computing the monthly tax accrual, it would be necessary 
to miake some calculation for the tax basis of the inven
tories, but this calculation can be made easily enough 
and still be within the range of accuracy of the typical 
tax accrual.33 

The Attitude of the S.E.C. Toward Direct Costing 

As mentioned above, the attitude of the Securities and Exchange 

Commiission, as far as can be seen, is essentially the same as that of 

the Internal Revenue Service; it is opposed to direct costing, but 

willing to accept it if it has been used consistently by the company. 

However, even in those cases where inventory valued under direct cost

ing has been accepted, the S.E.C. has usually required that a note be 

attached to the statement if the inventory previously computed by the 

conventional costing method would result in significant changes in in-

ccme or balance sheet figures. 

The attitude of the Commiission, miuch like the Internal Revenue 

Service, is also tempered by the convictions of the American Institute 

of Certified Public Accountants on such matters, especially since all 

annual reports filed with the S.E.C. miust be certified. Although their 

attitude on the direct cost method of valuing inventories is not clear, 

it has been said that the Comimission would probably "favor the orthodox 

33Neikirk, N.A.C.A. Bulletin, XXXII, No. 5, p. 53U. 
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method of inventory valuation because its policy has been to favor con

sistency among reporting companies as much as possible."-^^ 

In actual practice, the Comimiission's admiinistration of an inven

tory valuation policy has been inconsistent. There have been cases in 

which it has refused to accept annual reports because the inventories 

have been noted to exclude certain factory overheads. In such cases, 

their requirement is that a note be included in the certified finan

cial statements indicating whether inclusion of the omiitted itemis in 

inventories would have a significant effect on income or balance sheet 

values. The refusal by the S.E.C. to accept direct costing in re

ports filed with it is generally the result of two closely related miat-

ters: "(1) The policy of the Comnnission has been to favor consistency 

among reporting companies as far as possible; and (2) direct costing 

is not 'generally accepted accounting procedure.'"3^ On the other 

hand, a number of companies have filed reports with the Commiission, 

which note that inventories do not include certain items of fixed fac

tory overhead costs and no apparent exception is miade to these reports. 

Thus, it is evident that no generalization can be miade concern

ing the S.E.C.'s attitude toward direct costing for any specific com

pany. 

3^Neikirk, N.A.C.A. Bulletin, XXXII, No. 5, p. 53ii. 

3^Adolph Matz, Othel .Curiy, and George Frank, Cost Aceo\inting 
(New Rochelle, N. Y.: Southwestern Publishing Company, 1937), p. 793. 



CHAPTER H I 

DIRECT COSTING AS A MANAGERIAL AID 

Influencing the development of direct costing is the trend to

ward what is termed mianagement accounting. In 1958, the Commiittee on 

Management Accounting of the American Accounting Association defined 

mianagement accounting as 

the application of appropriate techniques and concepts in 
processing the historical and projected economiic data of 
an entity to assist mianagement in establishing a plan for 
reasonable economic objectives and in making of rational 
decisions with a view toward achieving these objectives.^ 

The Comimiittee stated further: 

Management accounting includes methods and concepts neces
sary for effective planning, for choosing between alterna
tive business actions, and for control through the evalua
tion and interpretation of performance. Its study involves 
consideration of ways in wMch accounting informiation miay 
be accumiulated, synthesized, analyzed, and presented in re
lation to specific problemis, decisions, and day-to-day 
tasks of business mianagement.2 

Direct costing is not a totally new technique that requires a 

company to miake substantial modification when it is introduced. It is 

rather a different way of looking at the same facts—a new perspective 

that can be useful in providing management with effective operating 

•^American Accounting Association, "Report of the Committee on 
Management Accounting," The Accounting Review, XXXIV (April, 1959), 
p. 210. 

2Ibid. 
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controls and increased ability to plan future courses of action. When 

costs are split between fixed and variable elements, and significant 

cost-volume-price relationships for various levels of production volume 

are obtained, management can gain a clearer understanding of operating 

reports and co^t behavior and more useful data for short-term profit 

analysis and planning. 

Costs developed in accordance with direct costing principles are 

useful to mianagement in the following ways: 

1. The behavior of costs and profits under various levels of 
business activity is developed and, therefore, the effect 
of changing volume on costs and profits is shown, 

2. Variable costs miay be expressed clearly and controlled in 
termis of units of product or quantity of production, while 
fixed costs are expressed in termis of time. The confusion 
that arises from trying to combine both types in one set 
of unit costs is avoided. 

3. It is much easier to estimiate the probable results in terms 
of cost and profit when the most advantageous course of 
action is chosen from a range of alternatives. The effect 
of resulting changes in volume on costs and income is an 
element in most mianagerial decisions, and managerial think
ing often follows the marginal-cost approach. 

ii. Cost data are readily available in an easily obtainable and 
understandable form, appropriate for budgeting and planning. 
The total amount of fixed cost that must be covered is 
clearly shown. The effect on profit of a specific change 
in sales volume can be calculated in a moment. Since direct 
costs are essentially cash costs, cash budgeting is simpli
fied, 

5. Relative profitability, on a miarginal-incomie basis, of dif
ferent products or classes of sales is most useful, if not 
essential, for mianagement to know in order to decide which 
products to miake, which to promote and at what selling 
prices or discounts. 

6. Once the sales figure is known, operating income can be 
estimated closely, without knowledge of the level of plant 
operations or the changes in inventory, which would affect 
operating income under conventional methods. 

7. Direct costing is practical and useful in cost control. It 
lends itself to use with a well-organized and integrated 
set of monthly internal operating and cost control reports. 
Fixed costs should often be considered to be period costs 
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for purposes of short-range current operating decisions, 
and it is convenient to use statements developed on such 
a basis covering short periods, particularly for levels 
of mianagement below the top. The costs that can be con
trolled by the lower levels of mianagement, i.e., the 
direct costs, are segregated.3 

Therefore, the major areas in which direct costing can be most 

useful to mianagement are planning and control through more meaningful 

and frequent reports. Thus, the decision-miaking process of mianagement 

is better accomplished because of increased, timely informiation pro

vided by direct costing. 

Reports 

T 

One of the most readily discernible benefits of direct costing 

is the clarification of reports. With the removal of the over-or-

underabsorption of fixed costs attendant to absorption costing, pro

fits move in the same direction as sales volumes, other things being 

equal. Reports become more reasonable due to the fact that no profits 

accrue without sales. At the same time, the significance of period 

costs and their effect on profits is highlighted. The sales volume 

required to cover period costs are easily calculated from the report, 

and the importance of sales price and product miix are readily appar

ent.^ 

3Roger Wellington, "Direct Costing and Its Implications in 
Financial Reporting," The Canadian Chartered Accountant, LXVT, No. 5 
(1955), p. 278. 

^Frederick J. Math, "An Evaluation of Direct Costing," The 
Controller, XXV, No. 2 (1957), p. 61;. 
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As a result of using direct costing, the mianagement of a com

pany is furnished with periodic income and cost statements in which 

costs that vary with volume are distinguished from fixed costs. In 

miaking decisions on miany questions faced in business operations, such 

information concerning miarginal costs is essential. Direct costing 

provides this informiation directly from the accounts and eliminates 

the need to develop it by supplementary statistical compilations and 

analyses. It miakes it easier to weigh the imimediate effects of al

ternative courses of action, to choose realistic objectives, and to 

miake decisions on a practical basis,^ Thus, because fixed and vari

able expenses are separated and mianagement is provided with miarginal 

income within the reports themselves, it is but a short step to cal

culate break-even points, profit/volume ratios, budgetary information, 

etc. For example, because fixed expense is elimiinated on product cost 

sheets, the computation of the profit/volume ratio (a tool for measur

ing the profitability of specific products) is made readily available. 

In absorption costing, the product cost sheet does not permiit 

the calculation of the profit/volume ratio because fixed costs are 

hidden in the total miaterial, labor, and overhead costs. Thus, the 

only check possible on the profitability of the product is to calcu

late the indicated net profit as a percentage of the sales price. 

The analysis of costs to determiine those which are fixed and 

those which are variable is extremely useful, and is an essential 

ingredient of any costing system which is to be used as an aid to cost 

Wellington, The Canadian Chartered Accountant, LXVT, No. 5, p. 

277. 
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control, production planning, and pricing decisions. There is little 

doubt that miany financial statements produced by conventional costing 

procedures are quite unsatisfactory, because they do not permit the 

reader to understand the nature of costs and to miake accurate analyses 

of the causes for variations in profits. Under absorption costing 

systems which do not try to account for the difference between variable 

and fixed costs, it is, in fact, not possible to distinguish accurately 

the causes of cost and profit fluctuations from one period to the next.^ 

Frederick J. Math, writing in the Controller states that a miajor 

requirement in maintaining and improving the profitability of a busi

ness enteiprise is the availability of simple and easily comprehended 

analyses of cost-volume-profit relationships."^ Insofar as reports are 

concerned, management needs from accountants: 

1. Reports arranged so that they will more adequately pro
vide mfianagement with planning and control informiation. 

2. Remove the seemiing contradiction of increased profits 
with decreased sales, 

3. Costs reported so that the significance of cost-volume-
profit relationships will be easily comprehended and the 
need for interpretation removed, 

k» Figures presented dramatically so mianagement will act," 

Direct costing answers this problem by clarifying reports to mianagement 

as follows: 

^Michael A, Mackenzie, "Direct Costing: Its Significance for 
Financial Reporting," The Canadian Chartered Accountant, LXXVTII, No. 6 
(1961), p, 535. 

^Muth, The Controller, XXV, No, 2, p. 63. 

8lbid. 
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1. Removal of over-or-underabsorption of fixed costs, 
2. Profits move in the same direction as sales volumes. 

No profits accrue without sales. 
3. Significance of period costs and their effects on pro

fits is highlighted. 
h. Sales volumes needed to cover period costs are easily 

cal3ulated from the report, and the importance of sales 
price and product miix are readily apparent.^ 

The difference between an informed and an \minformed mianagement 

is often the difference between profit and loss. The day when business 

could be run by hunches—by the "seat of the pants"—if that day existed, 

is gone. Efficient mianagement means informed mianagement—and the ac

countant is a key figure in this respect. Management miust be provided 

with prompt information; stale figures are not only useless but are 

actually a liability, because mianagement gives them time and attention 

which should be devoted to current data. 

The preparation of accounting reports is not an end in itself, 

but rather a means to an end. Their purpose is to serve as valuable 

and useful tools in the hands of mianagemient, and to guide mianagement 

in miaking every-day business decisions. 

J, E. Trainer, in an article entitled "How Accountants Can Help 

Management Manage," states that "a little in the way of accuracy miight 

well be sacrificed in order to get reports in the hands of mianagement 

more promptly, because a prompt report with a small degree of inaccuracy 

is certainly more helpful than a late report which is accurate to the 

last penny,"-^^ So, the proponents of direct costing argue, although 

^Muth, The Controller, XXV, No. 2, p. 63. 

^^J. E. Trainer, "How Accountants Can Help Mianagement Manage," 
N.A.A. Bulletin, XL, No. 6 (1957), p. 72. 

file:///minformed
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direct costing does not produce an acceptable inventory valuation for 

external reporting, its contribution to the management function^ far 

outweighs the "smiall degree of inaccuracy" incumibent in its inventoiy 

valuation,-^^ 

Planning and Control 

Understanding the relationship between cost, volume, and profit 

enables management to choose its objectives on a more realistic basis 

and to miake decisions with greater assurance that objectives will be 

reached. Therefore, the development of this information under condi

tions of changing voliime and effective presentation of this informa

tion is an area in which the industrial accountant has an opportunity 

to make an important contribution. 

As was mentioned previously, this informiation is not provided 

by the periodic mianufacturing cost and income statements generally 

used because no distinction is made between fixed costs and variable 

costs. As a result miany supplementary schedules and statements are 

necessaiy. Often mianagement doesn't understand the interrelationship 

among these statements and hasn't the time to try to ferret out the 

information that he does need. Thus, mianagemient is faced with multiple 

•^The increased benefits offered management via direct costing 
techniques are a heavy factor in favor of this new concept. For the 
purpose of cost accounting itself is to provide informiation and anal
yses that will facilitate mianagerial decisions and afford control over 
costs. 

•̂ 2̂ 6 miight consider inventories valued under direct costing as 
inaccurate only to a "small degree," because, if such valuation is in
accurate at all, it is contended that it is a simple process to adjust 
such valuation to an absorption, total, cost basis. 
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sets of figures and cannot be as motivated or informed as it should be. 

Unwise decisions miay be miade because of this confusion. But, under 

direct costing, the continuing presentation, month by month, of the 

cost-volume-profit relationship provides a single tool for planning 

without the necessity for the addition of other data to assist in 

analyzing the profit and loss report. Keeping this relationship con

stantly before the men who are in position to take the required action 

cannot help but motivate mianagement to profit improvemient. What needs 

to be done is constantly presented in such fashion that the product 

mianager no longer delays planning on the basis that a particular 

month's report is out of focus because of an imbalance between sales 

and production, and that things will be righted in the next report. 

Thus, direct costing provides a stimiulus for prompt action. 

Planning future operations to meet established goals is a pri-

miary responsibility of mianagement, and miany companies have turned to 

direct costing to improve their planning procedures. Since the volume 

of production may fluctuate considerably, accurate knowledge of cost-

volume-profit relationships at various levels of sales will facilitate 

the evaluation process. 3 An evaluation of the profit consequences of 

changes in volume or product miix is facilitated when variable and fixed 

costs are separated. The cost-profit-volume relationships are readily 

available and fixed costs are separated. The cost-profit-volume rela

tionships are readily available in a direct costing system, but they 

must be constructed from a special analysis under absorption costing. 

^3K, S. Axelson, "How Management Uses Direct Costing," Manage
ment Review, L, No. 9 (196l), p. 56. 
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However, there is a limiit to the ranges within which this analysis is 

valid in direct costing, since extremely great shifts in volume will 

also induce variations in the total fixed costs; nevertheless, unit 

miarginal-income figures remain realistic over a wide range of volumes. 

In contrast, fixed mianufacturing costs are absorbed by production 

under the absorption costing method, and unit profit miargins are 

authentic only for the specific volume being considered at the time. 

Under direct costing, the use of the miarginal income figure is 

played to its strength. The sharper focus that is obtained on rela

tive profitability of product lines, types of customers, and terri

tories pinpoints the areas where management should concentrate its 

efforts and where to weed out the unprofitable itemis. This is especi

ally important when facilities are being used at near-capacity levels. 

Careful selection of possible courses of action under these circum

stances miaximiizes profits and assists in keeping the business in a good 

state of health. 

Incorporation of direct costing into standards provides an ex

cellent tool for acceptance of orders when the price represents some

thing less than total cost during periods of less than full production. 

Here the contribution to existing period costs provides an accurate 

basis for decision. When a company has idle capacity, it may be 

highly desirable to accept orders at a price which does not entirely 

cover both variable and fixed costs. In such a situation the total 

cost of producing the product is of little importance to mianagement. 

It is more likely that management needs to know the particular price 

which will cover variable costs and perhaps contribute something to

ward indirect fixed costs. 
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Direct costing can also assist in the appraisal of products 

earning miarginal profits, or those with a miarginal sales volume. The 

direct cost of a product represents, in effect, the out-of-pocket 

costs of production. When this figure is readily available for each 

product, mianagement can ascertain the contribution to fixed overhead 

which a product's sales will miake. Most companies have, in their 

product lines, some which show a loss in terms of total product cost. 

Where eliminating the product would have no beneficial effect on over

all profits, a company miay be better off to retain the line, even 

though no overall profit results, providing that some contribution is 

miade to fixed costs. The same is true of additional sales volume ob

tained at a lower price. The availability of direct cost data for 

each product permiits a realistic appraisal of the dollar contribution 

miade by such miarginal products or those products which are sold with 

marginal volumes."^ 

To assess miake-or-buy decisions adequately, a knowledge of the 

miarginal contribution is of primiary importance. If surplus capacity 

is available, the cost of cariying a product will be unchanged by a 

decision to purchase the article outside. However, it miight be possi

ble to miake a contribution to the cost of surplus mianufacturing capa-

15 
city through a detailed knowledge of the variable costs involved. 

The effects of increased competition, product obsolescence, 

automation, and the growing trend toward large, decentralized and 

l^ordon H. Cowperthwaite, "Direct Costing—An Aid to Management 
Control," The Canadian Chartered Accountant, IXXVIII, No. 6 (1961), 
p. U35.' " " 

l^Ibid. 
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diversified companies has led to a miajor shift of emphasis away from 

analysis of historical data to the newer field of forward planning. 

Here also direct costing is especially beneficial to mianagement because 

it can show, by use of this informiation, what will happen, as well as 

what has happened. The accountant, in addition to simply reporting 

accurately the results of operations, is now charged with the responsi

bility of aiding mianagement in determining what will be the result of 

any action taken. Instead of merely analyzing and criticizing what has 

already occurred, he is now in a position to analyze the relative 

merits of proposals before decisions are reached. The same informiation 

on cost-volume-profit relationships can be secured under an absorption 

costing system, but an arduous task of separation is required. 

In addition to specific decisions, direct costing aids in pro

fit planning, since the necessary data is readily obtainable from the 

regular financial statements. It likewise enables mianagement to select 

objectives realistically and then miake decisions with confidence that 

the objectives will be obtained. The miaking of profits is one of the 

primiary objectives of any business; and under direct costing, profit 

can be meticulously planned in advance. The separation of fixed and 

variable costs furnishes all the requirements for successful profit 

planning by e'stablishing budgets for period costs and delineating the 

17 
profit-miaking power of various products, territories, etc. 

l^onald E. Davis, "Direct Costing—Will General Acceptance Fol
low Management Acceptance," N.A.A. Bulletin, XLII, No. 1 (I960), p. 38. 

17Ibid. 

f 
<> 
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Further in this connection, the miarginal income figure which 

direct costing provides pinpoints the areas where mianagement efforts 

should be concentrated and where unprofitable itemis should be elimii

nated. This is especially true when output has reached near capacity 

levels. Careful selection from among alternate courses of action in 

1 o 

these circumstances results in a miaximiization of profits. 

In developing break-even analyses it is essential to have a 

clear understanding of the behavior of costs. That is, it miust be 

known whether the costs relate to production or volume, or whether 

•they relate to a period or the passage of time. Direct costing, be

cause it segregates period from product costs, leads to the calcula

tion of the break-even point and the miargin of safety. Since cost 

of sales is miade up of variable costs only, the difference between 

cost of sales and sales is the miarginal income or miarginal contribu

tion to the fixed expenses of the business. This is another way of 

presenting the complex relationship existing between cost, volume, and 

profit, and the calculation of the break-even point can readily be done 

by dividing the fixed expenses plus target amount of profit by the per

centage of sales which miarginal contribution represents. The resulting 

figure is the sales volume which must be achieved to cover the fixed 

expenses and provide the desired profit margin needed. 

The widespread use of these analyses attests to their value for 

mianagement planning and control. Companies of all sizes have found 

that the development of break-even analyses provides helpful information 

^%avis, N.A.A. Bulletin, XLII, No. 1, p. 38. 
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for essential decisions. For example, one of the chief advantages of 

break-even analysis is the development of the miargin of safety at "nor-

mial" (average) volume over a business cycle. If the break-even volume 

for an enterprise is too close to the "normial" volume, there is evidence 

that the organization miay be headed for trouble. Quite often, the re

action to this situation is that fixed costs are excessive although 

this miay not be the case. Other factors such as lack of adequate pric

ing, lack of effective selling technique, lack of efficient production 

resulting from inadequate labor control or efficient miachines could 

contribute to this situation.-'•° 

Break-even analysis is also valuable in assessing the level of 

fixed cost budgets and proposals for increases or decreases in them. 

Thus, the creation of new fixed costs, such as investment in new plants, 

miay create serious problems unless planning has been done with the help 

of break-even analysis.^*^ In this area, then, direct costing can be an 

invaluable aid by providing informiation on fixed and variable costs for 

analysis and control, and by expediting the timely preparation of 

break-even analyses for planning purposes. In this regard, the planning 

of internal operating activities is always conditioned by the external 

business climiate. For a practical example on this topic: A Canadian 

firm-using direct costing, reports that the continual reporting of the 

break-even point and the narrowing miargin of safety as the bottom of 

I9Brace C. Willis, "The Use of Break-Even Analysis in Management," 
The Canadian Chartered Accountant, LXXVI, No. 6 (1958), p. 52U. 

20ibid., p. 526. 
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the cycle is approached allows for advance planning of cost reductions 

instead of the all-too-comimon "crash program" approach.2^ 

Direct costing also facilitates the calculation of the profit/ 

volume ratio which is another valuable mianagement tool for planning 

and control. Under absorption costing, the only check possible on the 

profitability of the product is to calculate the indicated net profit 

as a percentage of the sales price. However, this relationship can be 

entirely miisleading to everyone concerned with mianagement. It miay per

suade a company to push a product which would result in net losses in

stead of net profits. For example, given the following figures 

whic h were calculated on an absorption cost basis, mianagement 

would tend to surely choose Product A. 

Absorption Costing Product A Product B 

Sales price $1.00 $1.00 
Manufacturing cost; variable and fixed 

(segregation unknown) .70 .80 
Gross profit $ .30 $ .20 

% on sales price 30^ 20^ a 

^Cowperthwaite, The Canadian Chartered Accountant, LXXVIII, 
No. 6, p. ii36. 

But when mianagement is presented with the same alternative given data 

developed under a direct costing system we miay find that their choice 

will be altered. Here we find tha Product B is the one to sell and 

not Product A. The situation could have been such that Product A 

would result in the higher profit/volume ratio, but without this anal

ysis it would not be possible to really know which product offers the 

21j. D. Goforth, "Management's Use of Direct Costing: A Case 
Study," Cost and Manat̂ ement (November, I960), p. 383. 



greater contribution. The reason for choosing Product B is that not 

one dollar of company profit can result until the entire fixed cost for 

the year is paid off. In order to pay it off, profit contribution is 

needed in as large amounts as possible, as quickly as possible. 

Direct Costing Product A Product B 

Sales price $1.00 $1.00 
Direct mianufacturing cost . . ,kO .30 
Contribution $ .6o $ .70 

Profit/volume ratio 6o^ 70^ « 

^Cowperthwaite, The Canadian Chartered Account
ant, LXXVIII, No. 6, p. U36. 

To demonstrate that pushing Product B would result in a higher 

profit, compare the following actions: 

Pushing Pushing 
Product A Product B 

Sales (in units) 
Product A 100,000 10,000 
Product B 10,000 100,000 

110,000 110,000 

Sales (in dollars) 
Product A $100,000 $ 10,000 
Product B 10,000 100,000 

Total sales $110,000 $110,000 
Variable costs 
Product A U0,000 30,000 
Product B 3,000 U,000 

Total variable costs. . . U3tOOO 3U,000 
Profit contribution $ 67,000 $ 76,000 
Fixed costs 50,000 50,00Q 
Net operating profit $ 17,000 $ 26,000 ̂  

aw. R. Wright, The Controller, XXII, No. 8, p. 381. 

By rigorously separating fixed and variable costs, and by writing 

off fixed costs as incurred, it is possible to get a true measure of the 

contribution of sales to profits and the impact of fixed costs on profits. 



Direct costing shows clearly the contribution resulting from sales to

wards paying for fixed overheads and profits. It also shows separately 

the total fixed costs for each period, and changes in the level of 

these costs and their relationship to volume can be accurately measured. 

Thus, direct costing leads to better control because it miakes it easier 

to understand variations since it isolates the miajor causes for change. 

The use of direct costing concentrates attention on the cost-

volume-profit relationship, permiitting close analysis of break-even 

points, of the effects of price changes and cost inefficiencies, and 

of changing product miix where the profit contributions of various pro

ducts are different. 3 

The forced segregation of expense into two accounts instead of 

one automiatically centers attention on the possibility of cost reduc

tion. Expenses need to be clearly classified as to those which vary 

directly with production and those which belong to the period. This 

separation brings an understanding of expense behavior to the produc

tion mianager, the industrial engineer, and the sales mianager, far be

yond their experience in developing the flexible budget. The examiina-

tion of an expense item for classification in the proper category 

forces investigation as to its actual need and amount. Expenses which 

have been accepted over the years as necessaiy at certain activity 

levels receive far more careful study before they are allowed because 

21; 
they are looked at in a new perspective. 

22Mackenzie, The Canadian Chartered Accountant, LXXVIII, No. 6, 

p. 533. 

^^Ibid. 

2UMuth, The Controller, XXV, No. 2, p. 65. 



Thus, direct costing information can be used as a basis of con

trol by managers engaged in a variety of activities within the organi

zation. The production manager receives a statement of his direct 

costs of production compared with his standard direct costs, and a 

schedule of his fixed charges, compared with the budget for these 

charges which he assisted in drawing up as a matter of policy. By 

analyzing this data the mianager can determine whether the goals that 

he set were realistic, whether production is being efficiently car

ried on, and areas in which costs miay be decreased. In other words, 

direct costing techniques can play a role in production control. 

The sales mianager receives similar informiation relating to sell

ing activities, according to territories and types of product, and is 

able to see the contribution miade by each area and product. He can 

then compare his actual fixed costs with his budget costs. Thus, 

more effective profit planning and control is available to the sales 

divisions through the use of direct costing data. The product line 

mianager gets the variable gross miargin expressed in profit dollars 

and in percentage of sales dollars as a standard. Actual data is com

pared with the standard and graphs may be prepared showing weekly and 

monthly progress in meeting standards. Ready infoiTnation thereby at

tained includes (1) how profit standards are being met, (2) the show

ing of future profits that will be generated by incoming orders, (3) 

the provision of a check on pricing incomiing orders, and (U) measuring 

the accuracy of forecasting.25 This highlights certain advantages of 

direct costing to mianagement: 

2^Harrison, The Cost Accountant, XXXIII, No h, p. 12li. 

f^^^J!rCHNOI,OGICAL^ COUi^PQr 
^ — ^ ^ — TEXAS 
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1. More meaningful profit and loss statements for manage
ment by relating profits to sales. 

2. Emphasizes cost-volume-prof it relationships. 
3. Profit motivation through highlighting of relative prof

itability of products, customers, and territories. 
U. Stimiulus to better control of expense. 
5. Ease in computing profitability of contemplated action.2^ 

General mianagement, too, is given the results of operations' in 

two sections, and is able to compare variable costs with standards in 

total and in detail, and the reasons for variations are stated simply 

and clearly. Further, the fixed costs of the business are compared 

with the budget, and it is veiy easy for the cost accountant to indi

cate why these results were obtained. It is correspondingly easy for 

mianagement, at all levels, to take any desirable and possible action 

to bring about the necessary changes. ' 

Direct costing has focused attention on the fact that period 

costs need to be budgeted on a step basis, recognizing a span of acti

vity levels. This close scrutiny uncovers cost reduction possibili

ties which formerly were not recognized. Fixed costs are fixed by 

mianagement decision. Since this is true, mianagement should be kept 

aware that policy and organizational changes can be effective in 

keeping costs in the period category at a minimum consistent with 

sound planning.'̂ ^ 

Budgets pose miuch the same problem as financial statements. The 

most usual form, the fixed budget, is prepared for a specific anticipated 

26Axelson, Management Review, L, No. 9, p. SS» 

27Harrison, The Cost Accountant, XXXIII, No. U, p. 126. 

28Math, The Controller, XXV, No. 2, p. 65. 
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level of activity, which miay or miay not be realized in the due course 

of events. When the activity level turns out to be higher or lower 

than the budget, mianagement is faced with a continual analysis of 

actual and budgeted results. Some companies have tried to avoid this 

situation by preparing a series of fixed budgets for miany possible 

operation levels. But it is mnich more useful to have a flexible bud

get in which every expense is reduced to its fixed and variable ele

ments. Direct costing is an aid in the construction and use of such 

flexible budgets. 

The direct costing method gives formial expression to the analy

sis of costs according to lines of responsibility. Fixed costs are no 

longer classified by departments or by function but by item of expense. 

This permiits the assignment of responsibility for their reduction or 

control to some individual.^ 

In general, separation of fixed and variable costs in the ac

counts and operating reports facilitates the use of standards, budgets, 

and responsibility reporting for supporting mianagement in its cost-

control efforts.30 

It is axiomatic that costs should be controlled by the people 

with authority to miake cost-incurring decisions. Direct costing aug

ments mianagement by exception, since the income statement and support

ing documents more readily indicate responsibility in accordance with 

organization structure. Fixed costs, reported separately, are shifted 

29Davis, N.A.A. Bulletin, XLII, No. 1, p. 36. 

30Axelson, Management Review, L, No. 9, p. 58. 
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to the level of mianagement where they belong; the foremian no longer 

is accountable for depreciation and rent over which he has no control, 

and the need for allocations is elimiinated, to the general relief of 

all.31 

Management can analyze operating statements with increased under

standing when the facts are subject to a more simplified treatment. 

Through this focus, the mianager can quickly recognize when results are 

trending out of line and initiate timely corrective action. 

Over long periods of time, or with comparatively stable sales 

levels, both direct and absorption cost systemis still produce about 

the same results. It is when the flow of costs and revenues varies 

from period to period that the systems fall out of synchronization. 

Pricing 

Pricing structure is important in the analysis of the product 

miix to identify uiprofitable lines that should be elimiinated and highly 

profitable lines on which sales effort should be concentrated. Cost 

miay be a starting point in establishing a selling price, but the rela

tionship between cost and price is not an inflexible one, owing to 

such influences as changing customer demand, the nature of the pro

duct, and competition. But whether the price is determiined by the 

miarket or set by the mianufacturer, miarginal-income analysis is critical 

in establishing the lowest acceptable price base; therefore, the better 

understanding mianagement has of cost-price relationships, the more in

telligent its price decisions will be. 

3lAxelson, Management Review, L, No. 9, p. 58. 
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As business becomes highly competitive, the ability to quote 

profitable prices quickly can spell the difference between profit and 

loss. Generally speaking, when business is good, prices can sometimes 

be increased, but when orders are slow, price reductions miay be in 

order. Under conventional absorption costing, however, the fixed costs 

are spread over an increasing number of units as production increases, 

and the fixed cost assigned to each unit is thus smialler. The reverse 

is also time; as production drops, each unit miust bear a larger portion 

of the fixed costs. This means that the cost base for quotation is 

highest at a time when competition is keenest. 

Without supplementary analysis, mianagement miay be in a quandry 

over pricing decisions when an absorption costing system is utilized. 

Even if the supplementary informiation can be supplied, in the case 

where informiation is needed for a decision to be made quickly, such 

data is often too technical and too tardy for the mianagerial decision. 

With direct costing, this cannot happen; mianagement knows that the 

total variable cost represents the point below which a price no longer 

contributes to the financial advantage of the business.32 

Generally speaking, there are four basic situations in which 

pricing decisions are miade and cost has a different role in each: 

1. Products miade to order. Costs have a very direct bearing 
on prices. The bid price is determiined "by adding certain 
mark-ups to cost estimates. These miark-up factors are re
duced when too miany bids are lost, and are increased when
ever it is felt that an adequate share of the miarket can 
be secured with the higher prices. 

32Axelson, Management Review, L, No. 9, pp. 57-58. 
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^' General competitive products. Prices are based on a mark
up on costs. They are usually set by a leading compaiy; 
the rest of the industry follows and its costs are used 
for selective selling (administered prices). 

3* Products with a price set by custom. Costs determiine the 
weight or quality of product that can be offered. The 
usual practice is to work backwards from the retail price 
to determiine the kind of product that can be offered. 
This miay mean developing better methods or substitute ma
terials . 

^« Products of standard quality and foi-m. Costs siirply tell 
mianagement whether to produce or not to produce. Thus the 
miarginal producer's costs at a given level of demiand deter
miine the miarket price,33 

In all these situations, direct costing techniques provide better data 

for pricing decisions, to achieve capacity levels, and to miaximiize 

profit by selective selling after capacity is reached. 

In most cases, using absorption costing, the accounting depart

ment watches the overhead rates. Whenever volume of production fails 

to absorb the total cost of a given cost center, the rates are re

duced. Carrying the logic of this method to an extreme, one of two 

situations will develop: (1) The product priced below the competitive 

level will increase its volume which will lower the costs per unit 

(the burden rate) resulting in an even lower price. This will cause 

volume to increase more, etc. (2) The product priced above the competi

tive level will find its volume dropping; this will cause unit costs 

to go up (and also prices), which will miake the product even less com

petitive, and the cycle continues. In the first case the company fails 

to miaximize profits within the plant capacity; in the second, the com

pany goes out of business. This miay be an extreme example, but it does 

33wilmur Wright, "Direct Costs Are Better for Pricing," N.A.A. 
Bulletin, XLI, No. 8 (I960), p. 18. 



happen in varying degrees among companies using absorption costing. 

Direct costing highlights the serious results that often come 

vdth price cutting, A comimon type of erroneous thinking is that, if 

prices are cut a certain percentage, all that is needed to compensate 

for the loss is to increase volume a like percentage. As price cutting 

is an attempt to gain volume from a competitor, it is important to meas

ure how far a cut can go before selling below costs. The following ex

ample gives us an illustration of the effects of attempted "volume 

grabbing" by two contractors. In each case a ten percent cut in price 

with a ten percent gain in volume is assumed. 

PROFIT EFFECTS OF EQUAL PERCENTAGE 
CHANGES IN VOLUME AND PRICE 

-10^ Price 
Brick Siding; Present +10^ Volume 

Selling prices 
20 squares @ $38.00 $760.00 
22 squares @ $3^.20 $752.UO 

Direct costs: 
Material $228.80 $2ii9.68 
Labor, 138.32 152.15 
Sales compensation (12^) 91.20 90.28 

Total direct costs $Ii58.32 $1|92.11 

Available for fixed costs and profit . $301.68 $26o,29 
Fixed costs 190.00 190.00 

Net jprofit $111.68 $ 70.29 « 

awright, "Direct Costs Are Better . . .," XLI, No. 8, p. 2ii. 

The effect for the brick siding job is a slash in profit from $111.68 

to $70.29, or $1̂ 1.39, while the insulation job dropped from $68.00 to 

$12.00, or $56.00. 5y careful analysis, one sees that, when prices 

are cut, the direct costs are not lowered save for the slight drop in 

salesmen's compensation. But on the other hand, when volume is increased. 



direct costs go up correspondingly, i.e., more material, more labor, 

more hauling, etc. 

Tr.o„T 4.- -10^ Price 
Insulation: Present ^10^ Volume 
Selling price: 

UpOO sq. ft. @ 20^ $800.00 
UUOO sq. ft. @ 18^ $792.00 

Direct costs: — — « - ^ 
^}^^^^'^ $260.00 $286.00 
i ^ ° °^ 232.00 255.20 
Sales compensation (15^) 120.00 118.80 

Total d i r e c t costs $612.00 $660.00 
Available for fixed costs and p ro f i t . $188.00 $132.00 
Fixed costs 120.00 120.00 

Net p r o f i t $ 68.00 $ 12.00 „ 

a Wright, "Direct Costs Are Better . . .," XLI, No. 8, p. 2k. 

Once it is understood how price cutting to gain volume seriously 

affects profits, one will move cautiously in price cutting activities. 

Also to be remembered is the fact that price cutting does not lull com

petitors to sleep; they will probably cut prices also, with the result 

that everybody suffers. And if this same price cutting is carried on 

throughout the company, disastrous results are quite possible. Thus, 

the iirportance of recognizing the effects of the interplay of price, 

cost, and volume is apparent.3^ 

One objection to direct costing, especially for pricing purposes, 

is that full costs mnist be known and covered (at least in the long run) 

in order for a business to survive. In April, 1953, N.A.C.A. Research 

Series No. 23 on direct costing referred to failure to provide a total 

cost as one of the disadvantages of direct costing: 

3^Charles Reitell, "Direct Costing Opens the Door to Profit 
Planning," N.A.A. Bulletin, XXXIX, No. 8 (1959), p. 11. 
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Complete mianufacturing cost is not determiined in the process 
of costing production and supplementary allocation of fixed 
overhead on normial or some other volume base mnist be miade to 
provide product costs for long-range pricing and other long-
range policy decisions.35 

Since that time, according to Wilmur Wright, "practical techniques for 

pricing with direct costs have not only eliminated this as a disadvan

tage but have also converted it into one of the greatest benefits of 

direct costing."^ According to William Thorn, in an article in the 

N.A.A. Bulletin, the first answer to this question is that "rarely are 

sales prices established for a product solely on the basis of a pro

duct cost estimiate prepared by the accountant. Usually miarket demiand 

and competition are the influencing factors in the setting of sales 

prices."37 However, if it is possible for a company to set their own 

prices, at least to some extent, the profit/volume ratio technique 

might well be employed rather than a miark-up on cost. For example, 

assume that forecasting procedures have resulted in a miaster profit 

budget that indicates a twenty-five percent aggregate contribution 

margin for the year. If a P/V ratio of twenty-five percent or more 

develops for each product being costed under direct costing, then it 

is logical to believe that the miaster profit goal for all products will 

be achieved. Thus, in effect, there is a miark-up on the direct costs. 

3%ational Association of Cost Accountants, Research Series No. 
23, XLI, No. 8, p. IO9I1. 

36v/rlght, "Direct Costs Are Better . . .," XLI, No. 8, p. 17. 

37Thorn, N.A.A. Bulletin, XXXIX, No. 8, p. 86. 
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which are traceable to the product, which affords a more objective 

pricing technique.38 

Over the long run, mianagement's pricing objective is to obtain 

prices for the company's products which will return costs and provide 

an adequate return on capital invested. For such a purpose, long-run 

normal or average cost of the product constitutes a better guide than 

does the cost which prevails in any given short period. One reason for 

this is that unit cost based upon short-period volume rises as volume 

declines and falls when volume rises. If mianagement should follow 

short-period average costs in pricing, it miight expect serious reduc

tions in its share of the miarket potential if it increased selling 

prices in a time when activity in the Industiy was falling. On the 

other hand, to lower prices when a temporary rise in volume occurs 

destroys the opportunity to recover losses suffered in periods of low 

volume.3° 

But, again, by using direct costing techniques for pricing pro

ducts, all this confusion and complexity can be avoided. With direct 

costing data, most pricing decisions can be miade by non-accounting ex

ecutives, using simple arithmetic.^ 

In this same vein, absorption costing advocates state that direct 

costing cannot successfully be used to price products, especially in the 

long run, since miany products use different proportions of the time of 

38Thom, N.A.A. Bulletin. XXXIX, No. 8, p. 88. 

39National Association of Cost Accountants, Research Series, No. 

22, p. 1709. 

^Owright, "Direct Costs Are Better . . .," XLI, No. 8, p. 20. 
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costly facilities, and, under direct costing, it is not known whether 

each product is carrying its fair share of burden since fixed manufac

turing costs are not allocated to products. The proponents of direct 

costing counter this argument through the use of standard direct 

costs. Under such a method, period costs are allocated to products 

or product groups as part of the profit planning operation at least 

once a year. However, they are allocated in total for the planned 

volume and sales miix. They are never unitized. It is the unitizing 

of period costs that miakes absorption costs confusing to operating 

managers because these unit costs are valid only with the assumed 

volume and miix. By showing the allocation in total, along with the 

forecasted volume and miix, this confusion is avoided. Operating mian

agement can see clearly the true interrelation of prices, costs, and 

volume. 

The profit plan for the company in the next example demonstrates 

how this works. Not only are period charges allocated to product 

groups, but capital employed is also allocated. This method permiits a 

realistic appraisal of both short-term pricing and long-range planning. 

By carefully selecting the product groups, the profit plan will show 

not only whether each product is carrying its fair share of burden, 

but also whether or not it is providing a proper return on capital 

employed. This is the true measure of profitability, according to most 

authorities. It would be noted that the profit plan has a columm for 

idle plant which permiits the use of a long-range volume basis for pro

duct pricing while, at the same time, providing realistic profit plans 

for the comiing year. This columm shows a profit in any year in which 
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PROFIT PUN (000 OMITTED) 

Line Line Line Idle 
Total X Y Z _ Plant 

Sales forecast . . . . $70,000 $10,000 $20,000 $1|0,000 0 
Direct cos t : 

Mater ia l . . , . , , . $30,000 $ 2,000 $ 8,000 $20,000 0 
Direct Labor and 

expense 23,000 3,000 6,000 ll|,000 0 

Total . $53,000 $ 5,000 $11;,000 $3U,000 0 
Margin . . . . . . . $17,000 $ 5,000 $ 6,000 $ 6,000 0 
% of sa les (P/V) . . . 2U^ 5o^ 30^ 15^ 
Planned period exp. . . 12,100 2,500 1|,000 5,500 100 
Net operating p r o f i t . $ U,900 $ 2,500 $ 2,000 $ 500 (100) 
% of sales 7^ 25^ 10^ 1,3^ 0 
Capital employed . . . $33,000 $10,000 $12,000 $10,000 $1,000 
^ return 15^ 25^ 16.7^ 5.0^ (lO^)a 

a-Wright, "Direct Costs Are Better . . ., XLI, No. 8, p. 20. 

the planned volume is above the selected normial percent of capacity 

and a loss when it is below normial. An example of the application of 

this technique would be to study Product Line Z. Such study should 

reveal that the product helps the short-term picture because of the 

six million dollar margin. However, the return on capital employed 

is so low that long-range plans miust be miade to improve the percent 

miargin or replace the line because at no projected volume, with the 

present profit/volume ratio, would there be an adequate return on capi

tal employed. 

Another method for pricing a product under direct costing is to 

divide the estimiated direct cost of the item to be priced by the com

plement of the profit/volume ratio for that product line. The product 

price will then be compared with other products of a simiilar type to 

see if there is a correlation in prices. If the price of the new pro

duct is too far out of line, the product will have to be redesigned. 
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the production methods will have to be reevaluated, or the product will 

have to be dropped. 

Thus, direct costing can be an aid in pricing in miany ways. Il

lustrated here are but a few examples, but individual companies adopt 

their own techniques to meet their own particular needs. 



CHAPTER IV 

THE FUTURE OF DIRECT COSTING 

When considering the future of direct costing, one miust con

sider it in the light of two perspectives. One such perspective is 

to consider the future of direct costing as a device for internal re

porting purposes, and the second concerns its prospects as a medium 

of external reporting. Both of these perspectives are distinct and 

yet interrelated. That is, direct costing miay well develop as an 

extremely useful tool for company mianagement and become accepted for 

internal purposes even though it does not find its way into the body 

of generally accepted accounting principles. However, at the same 

time, it is the widespread usage of accounting techniques that often 

determines their acceptability as principles of accounting. 

Where favor is apparent for direct costing, cost accountants 

are usually in the picture. They have been behind the majority of 

the miajor changes in cost accounting through the past thirty years 

CSC so, because of their more direct contact with nianageraent and their 

knowledge of the needs of business. 

Thus, any method which brings out internally the informiation 

necessary for mianagerial decisions is likely to be advanced by the 

cost accountants. However, a different situation is encountered when 

certified public accountants are a s k e d for their opinion. These 

^Charles F. Caufield, "A Favorable Appraisal of Direct Costing,' 
N.A.A. Bulletin, XL, No. h (1958), p. 22. 
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are also the men that will be instrumental in determining the ultimate 

acceptance or rejection of direct costing by the accounting profession. 

Consequently, some of their observations will be examined. 

I am definitely opposed to this system, even for interim 
statements, since product cost mnist always include all 
elements of cost.^ 

Direct costing is fine for handling internal managerial 
problems, but it should not be carried over into the 
financial statements, since costs mnist miatch revenues.^ 

But there are also certified public accountants who have advocated the 

system, at least in part if not totally: 

There is mnich to be said both pro and con, but the theory 
of the direct coster is basically sound and miakes excellent 
sense. It is worthy of careful study, since it appears to 
be an effective way to promote cost control through parti
cular knowledge of cost behavior patterns and more general 
knowledge of their effects upon profits.^ 

Direct costing's advantage, then, does not lie in being 
better than absorption costing or give better prices, but 
rather in giving mianagement more informiation and better 
indication of operating results. Accounting mnist provide 
business with the informiation required for efficient ad-
miinis tration. ̂  

The vital question to be considered is whether direct cost 
data is best for the purposes for which costs are used. 

^Robert Beyer, "Is Direct Costing the Answer?" The Journal of 
Accountancy, XCIX, No. k (1955), p. h9. 

3carmian G. Blough, "Accounting and Auditing Problemis," The 
Journal of Accountancy, XCIX, No. k (1955), p. 61;. 

^John A. Beckett, "The Pros and Cons of Direct Costing Con
trasted with Full Costing," The Journal of Accountancy, XCV, No. k 
(1955), p. 1̂ 86. 

^Ted R. Hosick, "Effect of Direct Costing on Asset Accounting, 
Income Reporting," The Journal of Accountancy, XCVI, No. h (1953), 
p . Ui|8. 
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The answer is, »Yes,» and given time, it will become the 
conventional method of cost accounting,° 

Thus, the accounting profession's opinion is split on the acceptance of 

direct costing. But even a split on an issue such as this is an en

couraging sign for those in favor of direct costing. For if these men 

are willing to accept it, then surely even more will accept direct 

costing as they become more familiar with it and more and more com

panies adopt its usage. 

Bulletin 1;3 

Accounting Research Bulletin k3 is comimionly recognized as the 

standard with which accounting techniques mnist comply if they are to 

be recognized as belonging within the body of "generally accepted ac

counting procedures." As was mentioned previously. Bulletin k3 lays 

down the principles which a^e to be applied in the valuation of inven

tories. The use of direct costing does not comply specifically with 

these principles; at best it is only condoned. Presently, then, direct 

costing is generally unacceptable as a method of valuing inventories. 

Does this mean, however, that there is little hope for the 

future of direct costing? Again, it mnist be remembered that it is 

quite possible for the future of direct costing to lie on two plains, 

but they will be discussed conjointly in this chapter. 

Although the application of direct costing in inventoiy valua

tion is not favored by Bulletin U3, it must be recognized that this bulletin 

^Raymond P. Marple, "Direct Costing and the Uses of Cost Data," 
The Accounting Review, XXX, No. 3 (1955), p. h36. 



is not the last word in the formulation of accounting principles. Ad

mittedly, at this time, the profession is in need of a broad set of 

principles which will be capable of consistency and uniformity of ap- • 

plication, and which will be instrumental in determining a more useful 

and accurate measurement of income without ignoring the utility of the 

balance sheet. Therefore, there is little doubt that Bulletin h3 will 

eventually be superseded as a guide to practicing accountants. 

Bulletin U3. in its preface, admdts that these bulletins were: 

The result of research by the comimiittee on accounting proce
dure directed to those segments of accounting practice where 
problemis were most demianding and with which business and the 
accounting profession were most concerned at the time. 

Some of these studies were undertaken to meet new busi
ness or economiic developments. Some arose out of the war 
which ended in 19l;3 and the problems following in its wake. 
Certain of the bulletins were amended, superseded, or with
drawn as changing conditions affected their usefulness. 

The purposes of this restatement are to elimiinate what 
is no longer applicable, to condense and clarify what con
tinues to be of value, to revise irfiere changed views require 
revision. . . .' 

Thus, this bulletin was published nearly ten years ago to clarify 

problems that had arisen during and after World War II. The problemis 

of today's business world are obviously somewhat different from the 

ones that prompted the American Institute of Accountants to action in 

1953. 

^American Institute of Certified Public Accountants, Accounting 
Research Bulletin 1̂ 3, p. 5. 
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The Tentative Set of Accounting Principles 

Due to the fact, previously mentioned, that the accounting pro

fession is in need of a set of definite principles, the A.I.C.P.A. has 

published a tentative set in order to arouse interest and action which 

will eventually lead to the adoption of a broad set of accounting prin

ciples. As some of these "principles" may eventually become the "canons 

of the accountants* art," they also mnist be considered in ar̂ r discussion 

of the future of direct costing. 

Basically there are two areas in which the new set of tentative 

principles miight have an effect upon direct costing. The first is in 

the procedures advocated for inventory valuation, and the second is in 

the area of revenue recognition. 

Without going into great detail, the area of inventory valuation 

will be examiined first. As was brought out previously, direct costing 

advocates charging all indirect mianufacturing expenses off to the per

iod rather than to inventory. However, there is no preference to an 

assumption in regard to the flow of costs (first-in, first-out; average; 

last-in, first-out). 

However, the section on inventory in the research study (pp, 27-

32) deals primiarily with elimiinating the necessity of miaking an assump

tion as to the flow of costs rather than with the charges that should 

be included in, or excluded from, inventory. That is, it is concerned 

with the method of measuring (future, past, or current exchange price) 

the value placed upon inventory in respect to exchange price. "Inven

tories should be measured by their most recently established current 
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value (realizable or replacement).^ By advocating the use of current 

replacement cost, the research bulletin thereby negates the necessity 

of miaking an assumption as to the flow of costs. 

Therefore, if the method of costing the inventories is reason

able, and the costs that have been charged to the inventories, in their 

various stages of completion, are current, this particular section of 

the research bulletin will not conflict with that costing method. This 

section on inventories, as a whole, holds no opposition to either direct 

costing or to absorption costing as long as the costs charged to inven

tories are at current levels. 

The second area in which the "principles" miay affect direct coat

ing is that of revenue recognition. Direct costing stipulates that 

profit is miade at the time goods are sold, and that the amount of 

profit is determiined by the goods sold in a particular period and the 

total of the miargin miade from their sale.^ However, the research bul

letin states that "revenue is the increase in the net assets of an 

enteiprise as a result of the production or delivery of goods and the 

rendering of services."l'^ It states further that 

revenues should be identified with the period during which 
the miajor economiic activities necessaiy to the creation and 
disposition of goods and services have been accomplished. 
. . . "Major economiic activity" is then identified with 

Robert T. Sprouse and Maurice Moonitz (eds.), A Tentative Set 
of Broad Accounting Principles for Business Enterprises (New York: 
American instituie of Certified Public Accountants, iyc)2), p. 50. 

9F. C. Lawrence, Marginal Costing, p. 2U. 

^^Sprouse and Moonitz, A Tentative Set . . ., p. U6. 
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production, and revenues should be recognized as production 
takes place. Where more than one period is required for com-

^ i o w i/®''!?'®!.''^^''^^ ̂ ® apportioned in relation to the 
amount of production accomplished each periodTlJ-

At first glance, then, it appears as though these concepts are 

incompatible. Yet upon closer examination, it seems that the tenta

tive "principles" would not hinder the acceptance of direct costing. 

The major opposition to direct costing in this area concerns the 

methods used in arriving at a particular amount of profit rather than 

the period of recognition. This latter concept (the period of recog

nition) is incidental to our problem, because (1) once it is estab

lished that proper procedures are being utilized in arriving at revenue 

and profit figures, adjustments can easily be made to allocate the 

revenue or profit between periods, and (2), as will be brought out, 

the period of recognition has little bearing where direct costing is 

applied, 

The research bulletin is not as concerned with the costs that 

should be charged to the product or to the period, or that profit 

should be calculated by using a particular method, as it is with the 

period in which that profit is shown, "Revenues should be identified 

llsprouse and Moonitz, A Tentative Set , . ., p, 1|7. 

•̂ T̂he bulletin devotes but three short paragraphs to this topic, 
and offers little that would help clarify the controversy over period 
and product costs. In speaking of product costs, it states that "they 
may be directly (underlining miine) identified with particular revenue-
producing transactions which have been recognized during the account
ing period." (Sprouse and Moonitz, A Tentative Set . . . > p. h9.) And 
the bulletin declares that period costs "miay be identified with the ac
counting period but cannot be directly (underlining miine) identified 
with particular revenue producing transactions." (Ibid., p. 50.) Unfor
tunately, the bulletin goes into no greater detail on this topic and thus 
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with the period during which the major economic activities necessaiy 

to the creation and disposition of goods and services have been ac

complished ."^3 Thus, the bulletin wants to recognize profit through

out the process of production. However, in industries with a reason

able rate of turnover within a period, it is miore reasonable, objec

tive, and practical to recognize profit at the point of sale. It ap

pears that the bulletin also implies this when it uses for its exam

ples industries wherein it takes more than one period to complete the 

production of goods, the miining industry, and so on. Now, the point 

is that direct costing does not apply to industries that miight have 

such difficulty in allocating revenues—industries engaged in the pro

duction of units that take more than one period to complete. 

Thus, it is found that there miay be a deviation in the period 

in which direct costing and the research bulletin want to recognize 

revenue and profit (at the point of sale vs. throughout the period 

of production), but this point is really incidental since direct cost

ing does not apply to the industries with which the new "principles" 

are primarily concerned. Again, the writer doesn't believe that the 

bulletin offers any dissension to the amount of revenue and profit 

recognized under direct costing. The research bulletin itself offers 

evidence in support of this hypothesis when, in relating its concept 

of revenue to that of Bulletin 1|3, it states that "the two definitions 

are compatible: 'Revenue results from the sale of goods and the 

does not give any clue to its interpretation of the key word "directly" 
in either definition. 

•^^Sprouse and Moonitz, A Tentative Set . . ., p. hi> 
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rendering of services and is measured by the charge made to customers, 

clients, or tenants for goods and services furnished to them.»"^ 

This discussion has been miade under the assumption that the 

fundamentals of the research bulletin be adopted. However, the bulle

tin's statement of policy offers this comment: 

Accounting research studies are designed to provide pro
fessional accountants and others interested in the develop
ment of accounting with a discussion and documentation of 
accounting problemis. The studies are intended to be infor-
miative, but tentative only. They furnish a vehicle for the 
exposure of miatters for consideration and experimentation 
prior to the issuance of pronouncements by the Accounting 
Principles Board,^^ 

It is apparent that these principles are quite tentative and miay be 

adopted with little change, completely revised, or discarded. For 

this reason, and due to the lack of support of these principles by 

the miajority of members of the advisory boards on the "postulates" 

and "principles," it seemis as though any definite pronouncement and 

ultimiate acceptance of a broad set of accounting principles will be 

a time in conu-ng. 

Based on this assumption and the previous hypothesis, it is 

the writer's opinion that this research study on tentative accounting 

principles, will have little or no effect upon the adoption and ac

ceptance of direct costing techniques anywhere within the near future. 

No definite conclusions can be miade in regard to the future by 

speculating on the effects of Bulletin 1|3 and the recent set of 

^American Institute of Certified Public Accountants, Commiittee 
on Termiinology, Bulletin No. 2, New York (March, 1955), p. 2. 

•^%prouse and Moonitz, A Tentative Set . . ., p. i. 
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tentative principles published by the American Institute, But pertmps 

the real harbinger of direct costing's success or failure comes from 

the business world itself. 

Management and the Business Commnmity 

Generally speaking, accounting is regarded as being utilitarian 

by nature. Consequently, accounting principles are closely related to 

how accountants do their work in practice. In discussing various defi

nitions of the word "principle," the American Institute of Certified 

Public Accountant's Comrraittee on Terminology states as follows: 

Initially, accounting postulates are derived from ex
perience and reason; after postulates so derived have proved 
useful, they become accepted as principles of accounting. 
When this acceptance is sufficiently widespread, they become 
part of the "generally accepted accounting principles" which 
constitute for accountants the canons of their art.^^ 

It is this close relationship between usefulness and accounting 

principles that offers the strongest likelihood of the ultimiate accept

ance of direct costing within the framework of generally accepted prin

ciples of accounting. Any judgment concerning the acceptability of 

accounting practices mnist consider at least four influences: manage

ment, the American Institute of Certified Public Accountants, the 

Securities and Exchange Commission, and the Internal Revenue Service. 

One problem in this respect is that acceptance by one of these is 

nearly always dependent on acceptance by the others.-'-' However, the 

l^American Institute of Certified Public Accountants, Comimiittee 
on Termiinology, Bulletin No. 1, Review and Resume, New York (1953), p. H. 

l^Davis, N.A.A. Bulletin, XLII, No. 1, p. 31. 
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impasse may not be as difficult as is thus suggested. If an increas

ing nuniber of companies overcome their hesitancy and adopt direct cost

ing for internal reporting purposes and so illustrate its "operating 

usefulness and theoretical soundness,"-^^ it miay be considered probable 

that the Institute would eventually accept direct costing. And if 

direct costing obtains the sanction of the independent public account

ants, it would seem that the approbation of the Securities and Exchange 

Comimission and the Ihtemal Revenue Service would follow closely. 

Surveys are showing more companies using direct costing as the 

years roll by. The research study on direct costing by the National 

Association of Cost Accountants in 1953 revealed seventeen mianufactur-

ing companies and one department store employing the technique. But 

a research project by the N.A.A. in I960 found 197 users. Of these 

users, about one-quarter were interviewed and twenty of these were re

porting externally on the direct costing principle. In only four cases 

did the independent public accountant mention its use in their certi

ficates and, in no case, did t h ^ raise any objection or take exception 

to its use.-'-" 

Another indication of a bright future for direct costing is 

provided through a study miade by James S. Early. One measure of mian

agement's acceptance of, and attitude toward, direct costing is the 

number of enterprises which have adopted direct costing, in one form 

l^National Association of Cost Accountants, Research Series No. 

23, XLI, No. 8, p. 109h. 

^^National Association of Cost Accountants, "Digest of N.A.A. 
Research Report No. 37: Current Application of Direct Costing," N.A.A. 
Bulletin (January, 1961), p. 7. 
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or another, for internal reporting. Mr. Early has attempted to ascer

tain the extent to which miarginal principles are employed by American 

industiy. For the basis of his survey, he used mianufacturing firmis 

rated as "excellently mianaged" by the American Institute of Management. 

Mr, Early's study revealed that these companies overwhelmiingly adhered 

to thie practice of miaking variable-fixed cost breakdowns available to 

mianagement for planning and decision miaking purposes. Moreover, in 

the miajority of cases, such breakdowns were extended to provide the 

same information by the individual functions of the business and by 

miajor products and product groupings.^^ 

According to F. C. Traver, if the trend of adopting direct cost

ing techniques continues, "it is only a miatter of time until the sheer 

weight of current practice will bring about a formial recognition of 

21 the principle." During this period of growth, it will continue to 

be very carefully scrutinized wherever an attempt is made to use it 

since it remiains, at this point, outside the famiily of recognized ac

ceptable practice. It mnist be very thoroughly examiined to assure the 

adequacy of the reports. This miay be a relatively long time in taking 

place in spite of the current trends and the enormous amiount of space 

being occupied by direct costing in technical publications today. 

Although direct costing principles mnist exclude some industries, 

such as large contractors, since their profits do not depend on ordinary 

cost-volume-profit relationships, this does not imply that there is 

20James S. Early, "Marginal Policies of 'Excellently Managed' 
Companies," The American Economiic Review (March, 1956), p. U26. 

21H. F. Taggart, The Accountinir Review, XXXVI, No. 2, p. U7. 
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anything inherently wrong with the system. It can be applied to most 

industries in this countiy.^^ The opposition to direct costing base 

their opinions miainly on the fact that it has not been generally ac

cepted, not on any real internal fault. There is little doubt that, 

since an ever-increasing number of companies are getting better re

sults through using this system, miore will switch to it, thus bringing 

about a recognition of its acceptability and importance. 

However, in the presentation of the case for direct costing, 

one technique is often used which may be making it harder for some 

to accept the method. This is the approach of comparing direct cost

ing profit statements with absorption costing and then concluding 

that absorption costing is entirely wrong. This seemis to place an 

unnecessary burden of proof upon direct costing as a prerequisite to 

belief and acceptance. It should be sufficient to establish that it 

is another basis which is logical, sound, and can serve mianagement 

well. 

It is not necessarily true, nor does it necessarily follow, 

that absorption costing is inherently wrong or weak, in spite of 

some companies' problemis with it. Too miany well-mianaged organiza

tions are getting what they need from a sound standard cost system 

using absorption costing, with flexible budgets and an economiical 

level of clerical costs, in order to dismiiss those methods completely. 

The main point is that one does not have to prove that absorption cost

ing is wrong in order to establish that direct costing is right. 

22Frank L. Traver, "Improving the status of Direct Costing for 
External Reporting," N.A.A. Bulletin, XLII, No. 1 (I960), p. 2U. 
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There can be little question of the value of direct costing. 

But its future many really depend more on " open-mindedness" than on 

any other single factor once its real value is established. Cost ac

countants sometimes spend a lifetime building up a system and the 

idea of changing is often unwelcome. Paul C. Taylor states that: 

We become a little stubborn in changing our concept of 
simple things like definitions. For example, it may be 
our preconception of what is and what is not to be in
cluded in product costs or in inventories, that seemis 
hard to change. But give us another fifteen or twenty 
years to overcome this type of lethargy, and I am will
ing to stick my neck out and say that, by that time, the 
great miajority of companies will be using direct costing.23 

Based on the fact that accounting is utilitarian in nature, and 

that our principles are mialeable in that they adjust to the recogni

tion of widely accepted and utilized techniques, it appears that the 

outlook for direct costing's future is quite bright. The forte of 

direct costing is, as we have seen, its utility. 

As long as there is a considerable body of variable costs, 

direct costing appears to be sound, even in theory. However, if any 

substantial portion of the variable costs is elimiinated, the method 

tends to lose its otherwise apparent utility and soundness. 

It must be recognized, therefore, that direct costing is not 

a panacea for every question concerning costs, nor can it absolutely 

replace the other cost systemis, but it is one more step in the never-

ceasing effort to bring into focus a clear picture of the cost 

23paul C, Taylor, "What Can We Expect of Direct Costing as a 
Management Tool?" N.A.C.A. Bulletin, XXXIV, No. 11.(1953), p. I5ii5. 
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relationships. This is not the final step, but it does seem inevi

table that direct costing is here to stay. 



CHAPTER V 

SUMMARY AND CONCLUSION 

Direct costing has grown primiarily because of management's need 

for data which will miore effectively portray the complex relationships 

between cost, volume, and profit. Although this has been the principal 

reason for the growth of direct costing, maiy of its proponents insist 

that it provides a better, more theoretically correct measuremient of 

net income than is possible under absorption costing. 

The miain deviation between direct costing and absorption cost

ing is in the area of revenue recognition. Absorption costing has al

ways miaintained that all mianufacturing costs, both fixed and variable, 

should be charged to the product, thereby miaking profit a function of 

both sales and production. Direct costing, however, stipulates that 

only the costs directly attributable to production, the variable costs, 

should be charged to the product. The fixed costs, on the other hand, 

should be charged to the period in which they are incurred since they 

are incurred as a result of mianagerial decisions and are not affected 

by production or changes in the volume of production. Several other 

arguments are also advanced in support of this method of costing al

though the above mentioned hypothesis is used as the first-line defense 

of the direct coster. 

Currently, however, direct costing is considered unacceptable 

as a method of valuing inventories for external reporting purposes by 

the American Institute of Certified Public Accountants, the Securities 

77 
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and Exchange Commission, and the Internal Revenue Service. The princi- . 

pal reasons for this unacceptance can be found in the stipulations re

garding inventoiy valuation as published in the American Institute's 

Research Bulletin li3. and in the general unwillingness of practicing 

accountants to accept changes in well-established accounting practices. 

Bulletin U3 opposes direct costing by stipulating that both fixed and 

variable mianufacturing overhead should be charged to inventory, whereas 

direct costing only charges the variable overhead to the product. 

This is not meant to djiply that the future of direct costing is 

a disparaging one. It miust be remembered that Bulletin k3 was a re

vision and restatement of previous bulletins that were published be

cause of the problems that arose during World War II and immiediately 

thereafter. But the problems that now face accountants and the busi

ness world are different; consequently, certain provisions of Bulletin 

k3 might now be quite outdated. 

It is partially for this reason and partially because account

ants presently have no definite set of officially adopted accounting 

principles that the American Institute has recently published the re

sults of research studies on the basic postulates of accounting as well 

as a broad set of tentative accounting principles. And there seemis to 

be no miajor deterrent to the application and acceptance of direct cost-

ing to be found within these statements. 

Direct costing can also find potential acceptance for external 

reporting through mianagement acceptance. Since accounting principles 

are utilitarian in nature, their existence quite often depends upon 

their actual application. Thus, since direct costing has found the 
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favor of mianagement, and more and more companies are switching to its 

use, it appears that there is substantially more than a remote chance 

of it eventually becoming accepted as a result of its general applica

tion. 

Even though direct costing is a relatively new concept and is 

still awaiting acceptance as a technique for external reporting pur

poses, its essential value lies in the reports that it miakes available 

for internal purposes—for mianagement on all levels. 

Direct costing clarifies reports to mianagement; it elimiinates 

certain technicalities that are inherent in absorption costing reports 

which are often beyond critical mianagement interpretation as a result. 

Because reports are currently presented in such a way that cost-volume-

profit relationships and miarginal analysis are highlighted, it insti

gates and expedites mianagerial action. 

Because of this "advanced" reporting, management is furnished 

with a tool that aids in decision miaking, specifically in the planning, 

control, and pricing areas. Within these areas, mianagerial use of 

direct costing information will vaiy from company to company as each 

will adopt its own techniques. A few methods of applying direct cost

ing data have been presented within this thesis to illustrate and give 

practical examples of the possibilities of direct costing as a mianage

rial aid. 

It is not meant to imply that direct costing is a panacea nor 

applicable for all companies in all industries. In some cases, espe

cially where large units are produced over a long period or where the 

company's cycle fluctuates rather violently, absorption costing will 
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prove most fruitful. In other cases a combination of both types of 

costing will be most advantageous if cost is not prohibitive. 

The ultimiate question of which procedure—direct or absorption 

costing—is most effective cannot be answered without appraising the 

factors surrounding the individual company. Thus, the real answer 

lies in which one is more effective for a particular business—^\diich 

one permits mianagement to miake the most accurate evaluation of current 

conditions within which the enterprise exists and to determiine with 

precision the direction in which it should grow. 
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