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Quality programs are not without their costs; that is, we must recognize the underlying cost of quality 
that factors into a firm’s decision about how to best manage for quality. Although different stakeholders 
value different dimensions of quality, the dimension most useful for understanding the cost of quality is 
conformance quality, or the adherence of a product to its specifications or standards. For example, many 
people view the aesthetic quality of the Lexus R350 (Toyota Motor Corporation, Toyota City, Japan) 
automobile as outstanding. Nevertheless, if a batch of the cars is defective, those cars would fail the 
conformance-quality test. This problem illustrates both the way in which quality issues can lead to cost 
decisions as well as the broad and varied nature of the cost of quality. There are four broad categories of 
quality costs: prevention costs, appraisal costs, internal failure costs, and external failure costs:

•• Prevention costs are costs incurred to prevent defects and errors from occurring before manu-
facturing the product or delivering the service. The cost of training employees to properly use
manufacturing equipment is an example of a prevention cost.

•• Appraisal costs are the costs of measuring and inspecting products and services and the pro-
cesses used to produce them. For example, companies routinely inspect or test the raw materials
and parts they purchase to ensure that they meet quality standards. When Starbucks (Starbucks
Corporation, Seattle, WA) sends inspectors into the coffee plantations of Central America to
inspect crops, the company is incurring appraisal costs.

•• Internal failure costs are costs that result from defects or quality problems before the prod-
uct or service is delivered to the customer. For example, suppose a bank discovers a print-
ing error in the standard mortgage application forms it uses. The costs associated with
scrapping the forms and printing new ones before they are given to customers is an internal
failure cost.

•• External failure costs are costs that result from defects or quality problems after the product or
service has been delivered to the customer. When Suzuki Motors (Suzuki Motor Corporation,
Hamamatsu, Japan) recalled and fixed its XL-7 SUV because of a problem with its accelerator
cables, this was an external failure cost. Likewise, because of a decade-long, mismanaged problem 
with its cars’ ignition switches, in 2014, General Motors Company (Detroit, MI) announced the
need to recall nearly 11 million cars worldwide and took losses of US$1.2 billion.9

Table 5.1 lists some examples of the types of costs that fall into each category.

TABLE 5.1: Costs of Quality10

COST CATEGORY COST COMPONENTS

Prevention Costs Quality systems development

Quality engineering

Quality training

Quality circles (volunteer groups of employees who meet 
regularly to solve work-related quality problems)

Statistical process control

Supervision of prevention activities

Quality data gathering, analysis, and reporting

Quality improvement projects

Technical support provided to suppliers

Audits of the effectiveness of the quality system

Appraisal Costs Testing and inspection of incoming materials

Testing and inspection of in-process goods

Final product testing and inspection

Supplies used in testing and inspection

Supervision of testing and inspection activities

Depreciation of test equipment

Maintenance of test equipment

Field testing and appraisal at customer’s site

Internal Failure Costs Net cost of scrap

Net cost of spoilage

Rework labor and overhead

Re-inspection of reworked products

Retesting of reworked products

Downtime caused by quality problems

Disposal of defective products

Analysis of the cause of defects in production

External Failure Costs Cost of servicing and handling customer complaints

Warranty repairs and replacements

Repairs and replacements beyond the warranty period

Product recalls

Liability arising from defective products

Returns and allowances arising from quality problems

Lost sales arising from a reputation for poor quality

Outline the benefits 
and costs of creating 
quality products and 
services.

5.2

Prevention costs: 
the costs incurred to 
prevent defects and 
errors from occurring 
before manufacturing the 
product or delivering the 
service

Appraisal costs: the 
costs of measuring and 
inspecting products 
and services and the 
processes used to 
produce them

Internal failure 
costs: the costs that 
result from defects or 
quality problems before 
the product or service is 
delivered to the customer

External failure costs: 
the costs that result 
from defects or quality 
problems after the product 
or service has been 
delivered to the customer


