


UNIT 1 NATURE AND SCOPE 

Structure 
1.0 Objectives 
1.1 Introduction 
1.2 Need for Costing 

1.2.1 Limitations of Financial Accounting 
1.2.2 Costing and the Economy 

1.3 Definitions of Costing and Cost Accounting 
1.4 Objects of Cost Accounting 
1.5 Difference between Cost Accounting and Financial Accounting 
1.6 Advantages of Cost Accounting 
1.7 Installation of a Costing System 

1.7.1 Possible Difficulties 
1.7.2 Factors to be Considered . 1.7.3 Success of the System 

1.8 Let Us Sum Up 
1.9 Key Words ' 
1.10 Answers to Check Your Progress 
1.11 Terminal Questions 

1.0 OBJECTIVES 

After studying this unit, you should be able to : 

e describe the need for costing in modern economy 

e define 'costing' and 'cost accounting' 

,.Q specify the object's of costing 

'ddifferenfiate between cost accounting and financial accounting 

e explain the importance of costing 

C state the major considerations in the installation of a costing system. 

I. 1 INTRODUCTION 
I 

You know that Cost Accounting is a specialised branch of accounting. It is concerned 
with classifying, recording and ap6ropriate allocation of expenditure for the 
determination of costs of products and services and the ascertainment of the 
profitability. It also embraces the preparation of periodical statements and reports 
for purposes of controlling costs and managerial decision-making. In this unit we shall 
introduce you to the nature and scope of cost accbunting and discuss in detail the 
need for cost accounting, its definition and objects, the difference between cost 
accounting and financial accounting, the advantages of cost accounting, and the 
installation of a costing system in an organisation. 

1.2 NEED FOR COSTING 

Every economic activity, particularly an activity involved in the production of goods 
or in rendering service, involves some expenditurk. The expenditure may be in terms 
of materials, labour and other direct or indirect expenses. The major purpose of such 

. activities in a business enterprise is to earn profit. It is, therefore, necessary that all 
the three elements of the transaction (i.e. cost, profit and price)are clearly identified. 

' For example, a shoe factory launches a new sport shoe. It has to incur Rs. 20 for 
material, Rs. 30 for labour and Rs. 25 for other expenses (overheads) on every pair 
of shoes produced by the factory and supplied in the market. The factory has fixed 
the selling price of the shoes at Rs. 100 per pair. Thus, the cost of a pair of shoes is 
Rs. 75 (20 + 30 + 25), its selling price is Rs. 100, and the profit per pair is Rs. 25 
(100 - 7 3 ,  The management requires such information in respect of each product 

' manufactured and each activity undertaken by the organisation for purposes of 
planning, cost control and decision-making..But, the records maintained under 



financial accounting fail to provide the necessary information. Hence, the 
accountants developed a new system of accounting called 'cost accounting' undef 
which records of transactions are maintained in such a manner that detailed cost 
information is readily available in respect of each product, job, department, process, 
etc. In fact, various deficiencies and limitations of financial accounting gave rise to the 
need for cost accounting. 

1.2.1 Limitations of Financial Accounting 
1) It does not provide detailed operating information for each department, process, 

product, or other unit of activity within the organisation. It simply provides 
information in terms of income, expenses, assets and liabilities for the enterprise 
as a whole. 

2) It does not classify expenses into direct and indirect or fixed and variable. The 
costs are not assigned to the products at each stage of production so as to reveal 
controllable and uncontrollable items. 

3) It does not set up a proper system of control over the main elements of cost viz., 
materials and labour. Hence, the wastages and losses of materials go unchecked 
and utilisation of labour time remains uncontrolled. 

4) It does not establish standards or norms against which different cost items can be 
compared. 

5) It does not provide adequate costing information for fixation of selling price of 
various products manufactured or services provided by the organisation. 

6) It contains historical cost information which is compiled at the end of the 
accounting period. Hence, it becomes difficult to compile cost data at frequent 
intervals. 

7) Since product-wise cost and profit information is not available from-financial 
accounts, the analysis of causes for profit or loss cannot be effectively done. 
Financial accounts are at best like a thermometer which can only indicate the 
temperature of the body but cannot help diagnosis or cause analysis of its health. 

1.2.2 Costing and the Economy 
Let us now analyse the need for costing in a relatively wider perspective. Modern 
economy has a few characteristic features which further establish the necessity of 
costing. These can be summarised as follows : 

1) Global Competition : There is an ever increasing amount of competition in the 
market both internally and externally. Only those producers can meet the 
challenge who exercise stringent control over costs and follow sound pricing 
policies. 

2) Limited Resources : There has been an acute scarcity of resources which require 
an effective and economic utilisation by curtailing wastages and losses. 

3) Complex Management : The management of industrial organisations has become 
an extremely complex process demanding attention and action at every stage of 
operation and in every area of production. 

4) Fast Decisions : Correct and quick decisions are required on the basis of adequate 
information supported by reliable data. 

5') Special Responsibility : Every business shares a heavy social responsibility in 
terms of proper quality, reasonable prices, regular supply, etc. 

6) Optimum Profit : All business ventures aim at maximisation of profit which is 
mainly based on an efficient performance in financial, personnel, production and 
marketing activities. 

If we correlate the above factors, costing appears to be the only underlying link 
between different factors and the only unifying force behind business success. Costing 
aids pricing, checking of wastage, control of resources, management of processes, 
flow of data for decisions, discharge of social obligations and provides an opportunity 
for profit growth in the organisation. A large number of industrial establishments, 
therefore, have been showing an increasing confidence and reliance in the system of 
costing and have been applying it to the management of their different economic 
assignments. 



1.3 DEFINITIONS OF COSTING AND 
COST ACCOUNTING 

The term 'Costing' refers to the technique and process of ascertaining costs. It 
consists of principles and rules which are applied for ascertaining the cost of products 
manufactured and services rendered. The term 'Cost Accounting' refers to the 
process of accounting for costs. It begins with the recording of all incomes and 
expenditures and ends with the preparation of periodical statements and reports Tor 
ascertaining and controlling costs. Thus, cost accounting is more comprehensive a 
term which includes costing. In actual practice, however, these two terms are used 
interchangeably. Wheldon, after expanding the ideas contained in the definitions of 
'Costing' and 'Cost Accounting' has given an exhausting definition of Costing which 
reads as follows : - 
Costing is the classifying, recording and appropriate allocation of expenditure for the 
determination of the costs of products orservices; and for the presentation suitably of 
arranged data for purposes of control and guidance of management. 

At initial stages of the developrncnt of cost accounting, the Terminology published by 
the Institute of Cost and Managdnent Accounts (ICMA) of U.K. even distinguished 
between 'cost accounting' and 'cost accoun~ancy' and defined the latter as "the 
application of costing and cost accounting principles, methods and techniques to the 
science, art and practice of cost control and the ascertainment of profitability as well 
as the presentation of information for the purpose of managerial decision-making." 
But, now-a-days the term,, 'Cost Accountancy' is not used at all. Most of the authors 
use the term "Cost Accounting" and do not even recommend the use of 'Costing'. 
According to the latest Terminology published by the Institute of Cost and 
Management Accountants, "Cost accounting is that part of management accounting 
which establishes budgets and standard costs and actual costs of operations, 
processes, departments or  products and the analysis of variances, profitability or 
social use of funds." Thus, we can say that 

a) Cost accounting is a process of accounling for costs. 

b) It incorporates incomes and expenditures relating to the production of goods or 
services. 

c) It provides statistical data on the basis of which future estimates may be prepared. 

d) It serves as a basis of ascertainment and control of costs of products ar~d services. 

e) It involves the functions of (i) analysis, (ii) recording, (iii) establishn~ent of 
- budgets and standards, (iv) comparison, and (v) reporting. . 
I Check Your Progress A 

' 1) What is Costing? 

2) Define Cost Accounting? 

3) Give four examples of expenses which constitutc cost in a ready-made garments 
' faclory. 

Nnturc and Scope 



Basic Concepts 
4) State whether each of the following statements is True or False. 

i) Cost Accounting gets its basic data for estimates 
-. from the financial accounting system. 

ii) Cost Control means a lower amount of profit 
to the company. ................ 

iii) Customers get more satisfaction when they buy 
goods at reasonable prices. 

iv) If resources are scarce, cost of production 
will be low. ................ 

v) Cost Accounting is a comprehensive term which 
................ includes costing. 

vi) Cost Accounting provides data for managerial 
decision-making. ................. 

1.4 OBJECTS OF COST ACCOUNTING 

The main objects of cost accounting are as follows : 

1) To ascertain the cost of products and services; 

2) To aid in fixation of selling price or quotation for tenders; 

3) To analyse and classify the different elements of cost which constitute the total 
cost; 

4) To identify causes of wastage and apply appropriate course of action for checking 
the wastage; 

5) To control costs by analysis and comparisons; 

6 )  To communicate to the management all information relating to costs and 
facilitate managerial decision-making; 

7) To judge the relative efficiency of different departments, branches, products, 
units, plants and machinery and devise means o,f increasing their productivity; and 

8) To produce cost statements as and when required by the management for an 
interim review of production, sales and profit or to plan future activities. 

Thus the objects of coking establish the fact that it is an essential branch of 
accounting. It is the key to economy in cost of production and is an essential 
technique of ensuring efficiency in management. 

a 

1.5 DIFFERENCE BETWEEN COST ACCOUNTING . 
AND FINANCIAL ACCOUNTING 

The difference between Cost Accounting and Financial Accounting is as follows : 

Cost Accounting Financial Accounting 

1) Ascertains the cost of goods or 
services. 

Prcsents the operational results and 
financial position of the business. 

2) Serves the information needs of Provides financial information about the 
the management. company to itsshareholders, creditors, 

employees and the society at large. 

3) Need not be followed by a 
system of cxternal audit. 

Needs a system of independent audit 
to cnsure that the financial statements 
give a true and fair view of the state of 
affairs. 

4) Classifies expenses into material Transactions relating to all receipts 
cost, labour cost, fixed overheads and payments of the business are 
and variable overheads. classified into debit end credit entries. 

5) Shows expenses in a cost sheet, Consolidates all transactions into two financial 
process account, contract account or statements i.e., Trading and Profit & Loss 
some other statement of account. Account and Balance Sheet. 



I 

6j Does not form a basis for tax assessment Acts as a basis fordetermination of tax liabilities 
because this is not a record. of the business. 

7) Requires variance analysis to identify the Records only the actual transactions occurring in 
favourable or adverse differences between course of business operations. 
the standard cost and actual cost. 

8) Presents the cost information at frequent Presents financial information once or twice a year. 
intervals. 

9) Finds out the profit or loss on specific Gives the operational results of the 
products, branches, departments, jobs, entire business. 
or processes. 

10) Maximises future emciency of operations Uses accounting ratios to compute the major 
with the help of cost data used to exercise trends which havealready taken place in the 
control and check wastage. previous accounting period. 

11) Accounts also for physical units such as Follows only monetary units for recording 
labour hour, machine hour, etc. transactions in the books of account. 

Common Goal : Despite the differences of purpose and approach between Cost 
Accounting and Financial Accounting, both the systems have a cornmoil goal of 
continuously assisting the organisation they serve. In fact, the two are complementary 
to each other. In a developing enterprise, therefore, both the systems operate to the 

' 

advantage of the organisation and contribute to the smooth running of the business. 

1.6 ADVANTAGES OF COST ACCOUNTING 

Having learnt the need for costing, its meaning and objects, and the difference 
between Cost Accounting and Financial Accounting, it should not be difficult for you 
to list the advantage's of 'cost  Accounting-and appreciate it as an invaluable aid to 
management. 

An effective and organised system of costing helps : 

I) Continuous flow of information regarding production, cost, materials, labour, 
stores, plant capacity, etc., which assist output planning. 

2) ~dentifi'cation of unproductive activities, losses or wastage of resources, obsolete 
machinery and points of inefficiency which demand a quick remedial action. 

3) Compilation of correct and reliable cost data. 

4) Preparation of budgets and business forecasts. 
5 )  ~easuremen ' t  of efficiency of operations through establishment of standards and 

analysis of variances. 

6) F i~a t ion  of selling prices. 

7) Cost comparisons betwien different periods, products, departments or firms. 

8) Estimates of costs and revenue in advance. 

9) Inventory control anc; periodical stock-taking. 
10) Identification of idle capacity and the cost of working below the installed capacity. 

11) Ascertainment of cost and profit more frequently and examination of their causes 
in detail. 

12) Decisions on the basis of facts and figures and formulation of suitable policies for 
various matters such as 

'i) level of output 
' ii) make or buy decision 

iii) replacement or  modernisation of old equipment 
iv) shut down or continue during depression' 
v) introduction of new products or  elimination of old ones 
vi) acceptance of a special order 
vii) replacement of labour with machinery 

Because of the above' advantages of cost accounting, its use is no more restricted to 
manufacturing establishments. Now-a-days, costing is used by various institutions 
such as hospitals, transport undertakings, local authorities, offices, banks, 
educational institutions; etc. 



Basic Concepts 
Besides, costing is of considerable advantage to the consumers. They get products at 
reasonable prices due to proper costing system. TO the employees of the organisation, 
costing is beneficial in granting incentives to good work, bonus and higher wages. 
Costing helps the investors, bankers, lenders and shareholders in evaluating the past 
profitability and future prospects of the company. It ultimately benefits the economic 
development of the country as a whole because of effic'iency in industrial operations, 
effective mobilisation of resources, balanced utilisation of funds and timely 
achievement of targets. 

Check Your Progress B 

.1) Give four main objects of costing. 

d) .................................................................................................... 
2) State four major differency, between Cost Accounting and Financial Accounting. 

................................ ii) ............................ .:. ................................... :. 
iii) ................................................................................................... 

....... iv) ......................... .; .: ............................................................... 
3) Select and tick the most appropriate alternative to  fill in the blanks. 

i) Cost Accounting can .................... the future cost of production 
a) ascertain I 

b) forecast , 
c) analyse 
d )  estimate 

ii) Cost ~ c c o u n t i n ~  giYes information to the management for the purpose of 
.................... 
a) employees' welfare 
b) decisions 
s) efficiency 
d) profitability 

iii) Cost statements form part of the .................... accounts of a company. 
a) published 

. b) statutory 
c) internal 
d )  taxation 

iv) Costing is based on .................... figures. a 

a) estimated 
b) actual 
c) accurate 
d) projected 

v) Costing records must also be .................... by management. 
a) audited 
b) prepared 
c) verified 
d) analysed 

1.7 INSTALLATION OF A COSTING SYSTEM 

In view of the growing size and variety of organisations a single system of costing 
cannot suit every business. The principles and procedures of costing, therefore. have I 

I to be applied in each organisation according to its own characteristics and 
cnvirooment. In utller words, it is only a properly designed system of costing suitable 
to the organisation which can help its successful operation. 



Before introducing a system of costing, it would be advisable to conduct a preliminary 
investigation to assess the exact requirements of the business in respect of : 
(a) product, (b) organisation, (c) manufacturing process, and (d) selling and 
distribution methods. Moreover, it should ensure that 

i) the existing organisation is disturbed to the minimum; 
ii) the system is implemented gradually; 
iii) the process of costing designed for the organisation is compact and goes into 

meaningful details only; 
iv) the procedure is simple and economical to operate; and 
v) the system is able to generate periodical reports to various levels of management. 

The two other aspects which need a proper assessment before the installation of a 
system of costing are : 

1) What are the major objectives of costing in the business? For example, whether 
it is being introduced for fixing the prices or for instituting a system of cost 
control, or for both. 

2) What are the practical difficulties in the process of introduction of the system? . 
1.7.1 Possible Difficulties 
We must be conscious of the difficulties in introducing the system of costing and that 
they have to be overcome. These difficulties usually are : 

1) Inadequate support from top management and opposition to the system by some 
officers. 

2) Resistance from staff associated with the operation of the financial accounting 
system. 

3) Resentment at other levels in view of the additional work expected due to the 
costing system. 

4) Shortage of trained and qualified staff to handle the new system. 

5) Heavy costs involved in the process of installation. 

1.7.2 Factors to be Considered 
The following factors should be considered before the installation of a system of 
costing : 

1) Objective of the costing system 
2) Nature of the business 

3) Quality of the management 

4) Size and type of organisation, scope of authority, sources of information and 
reports to be submitted 

5) Technical aspect of the business 

6) Attitude and behaviour of the staff in extending co-operation to the systemand 
the organisation 

7) Impact of different operations on variable expenses 

8) Manner of reconciliation between cost and financial accounts and the possibilities 
of developing them into an integrated system of accounting through control 
accounts 

9) Quantum of information'needs and the process of collecting the data without 
much labou'r 

10) Nature of the product and the type of costing system which will suit the product 

11) Extent to which the importance of the system can be appreciated by the 
supporting staff and an awareness'created among them about the relevance bf 
regular data collection 

1.7.3 Success of the System 
The requisites of an effective system of costing are as follows : 

1) It suits the nature and requirements of the business. 

Nature and !hp 



B d c  Concepb 
2) It is simple and easy to operate. For this purpose, standard forms should be used 

and the objective of every record and report should be clear to all Concerned. 

3) It receives full cooperation of the staff. 

4) It ensures promptness and regularity in flow of required information for the 
preparation and presentation of costing reports. 

5) It is closely linked with the financial accounting system and makes it easier to 
reconcile the results obtained by cost accounts and financial accounts. 

6) It contributes to cost control effectively. 

7) It provides for comparison of estimates with the actual results. 
8) There is considerable amount of flexibility in the system s$, that it can easily 

adjust with the changing conditions or requirements of the business. 

9) The cost of installation and operation of the costing system is justified by the 
benefits derived from the system. 

Thus, the system of costing proposed to be installed in an organisation must be 
properly planned and introduced carefully so that it is competent enough to deliver 
the desired results. Much depends upon the manner in which the system operates so 
as to derive its best advantage. 

Check Your Progress C 

1) State four major factors which you will take into account for illstallation of a 
costing system in an organisation. 

................................ ................................................................ ii) :.. 
..................................................................................................... iii) 

.................................................................................................. iv) 

2) State the possible difficulties faced in introducing a costing system in an 
organisation. 

3) Answer YES or NO in case of the following statements. 

i) Costing produces information which may also be useful to the 
competitors of the business. YeslNo 

ii) Wastage of labour need not be checked in an effective 
system of costing. Yes/No 

iii) Cost records can assist verification of results shown by 
the financial accounts. Yes/No 

iv) There is a standard system of costing which suits all 
types of organisations. YeslNo , 

v) The cost of the costing system should be justified by the 
benefits derived from the system. Y es/No 

vi) The costing system should bc independent of the 
financial accounting system. Yes/No 

1.8 LET US SUM UP 

Costing is a specialised branch of accounting which is responsible for the 
ascertainment and control of costs of goods produced and the services provided by 
the business. Its need arose because of the limitations of the financial accounting and 
the complexities of managing a modern enterprise. 



Cost Accounting refers to the principles, methods and techniques used for the 
ascertainment and control of costs as well as the presentation of information for 

Nntwc and Scnpr ' 

managerial decision-making. Its main objects are (i) ascertainment of costs, (ii) 
fixation of prices, (iii) control of costs, and (iv) providing cost data for managerial 
use. Cost Accounting differs from Financial Accounting in respects of (i) the interests 
it serves, (ii) the objectives to be achieved, (iii) analysis of cost and profit, (iv) mode 
of presenting information, and (v) the periodicity of reporting. 

~or.installation of a costing system in any organisation, it must be ensured that (i) it 
suits the nature of the business, (ii) it is simple to understand and easy to operate, 
(iii) it is introduced gradually, (iv) it provides the necessary information promptly 
and regularly, (v) it is economical, and (vi) it is flexible. 

-- 

1.9 KEY WORDS 

Allocation : Distribution of expenditure among various cost centres. I 

Budget : An estimate of allocations in respect of expenditure and/or revenue during 
a given future period. 

Costing : The technique and process of ascertaining costs. 

Cost Sheet :A statement showing different elements of cost relating to a particular 
product or a job for a particular period. 

Cost Centre : A location, person, equipment or department for which costs may be 
ascertained and used for purposes of control. 

Direct Expenses : Expenses incurred in connection with material, labour, etc. which 
can be directly identified with items produced. 

Fixed Expenses : Expenses which do not increase or decrease with a change in volume 
of output. 

Idle Capacity : Unutilised production capacity of an enterprise. 

Installed Capacity : Total production capacity of an enterprise. 

Indirect Expenses : Overheads relating to manufacturing, administration, distribution 
or selling which cannot be directly identified with items produced and so have to be 
allocated on some rational basis. 

Overheads : All types of indirect expenses. 
Quotation : Minimum acceptable price offered for the supply of goods or services. , 

Reconciliation : Matching two results by locating the causes of difference and making 
them agree through appropriate adjustments. 

standard : Pre-determined level of performance or cost based on previous experience 
and a realistic assessment of the present situation. 

Unit Cost : Total cost divided by the output quantity. 

Variance : Difference between standard cost and actual cost. 

Variable Expenses : Expenses which increase or decrease in the same proportion as 
the increase or decrease in the output. 

1.10 ANSWERS TO CHECK YOUR PROGRESS 
1 

A 3 (a) Wages (b) Cloth (c) Buttons (d) Package 
4 (i) True (ii) False (iii) True - (iv) False 

(v) True (vi) True 

B ' 1 (a) Cost ascertainment (b) Cost control 
(c) Fixation of prices (d) Providing data for management decisions 

3 (i) d (ii) b (iii) c (iv) a (v) c 

C 3 (i) No (ii) No (iii) .Yes (iv) No (v) Yes (vi) No 

1.11 TERMINAL QUESTIONS 

1) Why d o  we need an effective system of cost accounting in a business enterprise? 
13, 



Basic Concepts 
2) Define 'Cost Accounting'. State its main objects. 

3) State the importance of costing in a modern economy. 

4) Differentiate between Cqst Accounting and Financial Accounting. 

5) What are the major advantages of Cost ~ccounting to a manufacturing concern? 

6) How can you instal a system of costing in a biscuit producing factory? What are 
the possible difficulties in installing such system? 

7) "Financial Accounting procedures are generally designed to ascertain the 
periodic profit or loss, but there are important limitations and deficiencies in the 
system." Discuss. 

8) How do Cost Accounting records help in the planning and control of business 
operations of an enterprise? 

Note : These questions will help you to undersiand the unit better. Try to write 
answers for them. But do not submit your answers to the University. These are 

I for your practice only. I 
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2.0 OBJECTIVES 

After studying this unit, you should be able to : 

@ define the term cost 

@ explain the concepts of cost unit and cost centre 

9 classify costs 

e describe the elements of cost 

ri give a proforma of cost sheet and identify the components of total cost 

@ describe different methods of costing and identify the industries to which each 
method is applicable. 

2.1 INTRODUCTION 

In Unit 1 you have learnt about the nature and scope of costing, the difference 
between Cost Accounting and Financial Accounting, and the advantages of installing 
a costing system in an organisation. You learat that costing is the technique and 4" process of aicertaining costs: In order to understand this process, one must gain. 
familiarity with certain concepts like cost, cost unit, cost centre, classification of costs, 
elements of cost and components of total cost. This unit mainly covers these aspects 
and gives a proforrna of cost sheet prepared for ascertaining cost and profit of each 
product manufactured by an organisation during a particular period. This unit also 
discusses various methods of costing and identifies the industries for which each 
method is considered suitable. 

-2.2 MEANING OF COST 

Cost means the amount of expenditure (actual or notional) incurred on, or 
attributable to, a given thing. In other words, cost indicate: : (i) an actual or 
estimated expenditure, (ii) a direct or'indirect.expenditure, and (iii) it is related to a 

. job, process, product or service. Exampl'es of expenses which constitute cost arc : 



Basic Concepts 
2) Define 'Cost Accounting'. State its main objects. 

3) State the importance of costing in a modern economy. 

4) Differentiate between Cost Accounting and Financial Accounting. 

5) What are the major advantages of Cost Accounting to a manufacturing concern? 

6) How can you instal a system of costing in a biscuit producing factory? What are 
the possible difficulties in installing such system? 

7) "Financial Accounting procedures are generally designed to ascertain the 
periodic profit or loss, but there are important limitations and deficiencies in the 
system." Discuss. 

8) How do Cost Accounting records help in the planning and control of business 
operations of an enterprise? 

Note : These questions will help you to understand the unit better. Try to write 
answers for them. But do not submit your answers to the University. These are 
for your practice only. 
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2.1 , Introduction 

. 2.2 Meaning of Cost 
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2.3.1 Functional Classification 
2.3.2 On the Basis of ldentifiability with Products 
2.3.3 On the Basis of Variability 

2.4 Cost Unit 
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After studying this unit, you should be able to : 

e .define the term cost 

e explain the concepts of cost unit and cost centre 

classify costs 

Q describe the elements of cost 

e give a proforma of cost sheet and identify the components of total cost 

e describe different methods of costing and identify the industries to which each 
method is applicable. 

2.1 INTRODUCTION 

In Unit 1 you have learnt about the nature and scope of costing, the difference 
between Cost Accounting and Financial Accounting, and the advantages of installing 
a costing system in an organisation. You learnt that costing is the technique and 

1 process of agcertaining cost;, In order to understand this process, one must gain. 
familiarity with certain concepts like cost, cost unit, cost centre, classification of costs, 
elements of cost and components of total cost. This unit mainly covers these aspects 
and gives a proforma of cost sheet prepared for ascertaining cost and profit of each 
product manufactured by an organisation during a particular period. This unit also 
discusses various methods of costing and identifies the industries for which each 
method is considered suitable. 

2.2 MEANING OF COST 

Cost means the amount of expenditure (actual or notional) incurred on, or 
attributable to, a given thing. In other words, cost indicate: : (i) an actual or 
estimated expenditure, (ii) a direct or'indirect.expenditure, and (iii) it is related to a 
job, process, product or service. Examples of expenses which constitute cost ilrc : 



(a) materials, (b) labour, (c) factory overheads, (d) administrative overheads, and 
(e) seIIing and distribution overheads. 

Cost is a wide concept. It does not give an exact meaning unless it is properly 
qualified. It is necessary, therefore, that both who ascertain cost and who use it as a 
base for certain decisions, interpret the meaing and contents of cost in a similar 

, manner. The main characteristics of cost are : 

1) The term 'cost' is not complete unless it is fully identified with its nature and 
category. 

2) Costs do not represent the same contents under every situation. 

3) No c o ~ t  is true, exact or accurate. It is a flexible concept; it does not mean the 
same thing under all circumstances. 

4) Cost may be ascertained in different ways by different persons. 

5) Costs vary with time, volume, firm, method or purpose. 

Thus cost has no fixed, certain or definite meaning. This may change according to its 
interpretation and the manner in which, or the purpose for which, it is ascertained. 
Cost must indicate its purpose and the conditions under which it is computed. If not, 
it may be vague, giving different meaning to different people. Hence, it must be 
related to a particular activity or commodity and expressed-for a given quantity or 
unit of goods produced or services performed. 

Cost and Loss : You should be able to distinguish between the terms 'cost7 and 'loss'. 
Cost actually signifies an expenditure incurred for securing some ,benefit to the 
business. If no benefit is derived from a particular expenditure, it is regarded as a 
loss. Cost of materials destroyed by fire or salary paid to a foreman during the period 
of strike are not~egarded as cost. These are examples of loss to the business. 

2.3 CLASSIFICATION OF COSTS 

We often come across a wide variety of costs. Unless we are fully familiar with their 
meaning and utility, we may not be effective in their computation, analysis 
comparison and control. 

There are various bases according to which costs have been c1,assified. These are 
(1) according to functions to which they relate,.(2) accordtng to their identifiabilit) 
with jobs, products, or services, (3) according to their variability with changes ih 
output, (4) according'to their association with product, or period, (5) according to 
their controllabi~it~, and (6) according to their relevance to decision making. The first 
three bases are considered important at the introductory stage and., therefore, havi 
been discussed here in detail. 

L3.1 Functional Classification 
The most common classification of costs in a manufacturing establishment on the 
basis of.functions to which they relate because costs have to be ascertained for each 
of these functions. On this basis, costs are c!assified into four categories : 
(i) manufacturing costs (production costs), (ii) administrative costs, (iii) selling costs, 
and (iv) distribution costs. 

Manufacturing Costs : Manufacturing costs refer to all expenditure incurred in the 
course of production from acquisition of materials to primary packing (packaging) of 
the finished product. It includes cost of materials, cost of Iabour, other direct 
expenses and factory overheads. These are also termed as 'production costs'. 

Administration Costs : Administrative costs include all costs that are incurred for 
general administration of the organisation and for the operational control. Some 
examples of such costs are i salaries of the office staff, rent of the office building, 
depreciation and repairs of the office furniture, etc. In fact, any expenditure which 
is not related directly to production, selling, distribution, research or development 
forms part of the administrative costs. 

Selling Costs : Selling costs are those costs which are incurred in connection with the 
sale of goods. Some examples of such costs are: cost of warehousing, advertising, 
salesmen salaries, etc. . - ,  



Distribution Costs : Distribution costs are those costs which are incurred on despatch 
~f the finished products to customer including transportation. Some examples of such 
30sts are : packing, carriage, insurance, freight outwards, etc. 

2.3.2 On the Basis of Identifiability with Products 
On this basis costs are divided into (i) direct costs, and (ii) indirect costs. 

Direct Costs : Direct costs refer to expenses which can be directly identified with a 
product, job or  process. For example, in case of materials used and labour employ6d, 
we can easily ascertain as to which product or job or process they relate. The same 
thing is not true of expenditure like rent of the building which is a common cost for 
various products manufactured in the factory and will have to be allocated to all 

' 

products on some rational basis. 

Indirect Costs : Indirect costs refer to those expenses which cannot be easily identified 
with a particular product, job or process. These are of a general, common or 
collective nature which are to be allocated to various products ~nanufactured in the 
factory. Some examples of such costs are : rent of the factory building, salary of the 
production manager,'wages paid to chowkidar, etc. ~ h e s e  costs have to be 
apportioned among different products on some rational basis. These are known as 
'overheads' o r  'oncosts' and can be subdivided into factory overheads, administrative 
overheads, selling and distribution overheads. 

2.3.3 On the Basis of Variability 
On this basis costs are classified into (i) fixed costs, (ii) variable co.sts, and 
(iii) semi-variable (or semi-fixed) costs. 

Fixed Costs : Costs which remain unaffected by changes in volume of output are 
termed as 'fixed costs'. For example, whether we produce 10,000 units or 15,000 units 
of a particular product during a particular period, the rent of the factory building or 
salary of the production manager will remain the same. Hence, the rent or salary is 
regarded as fixed cost. It should, however, be noted that fixed costs do n'ot remain 
fixed for all times to come. They remain fixed only upto a certain level of production 
capacity. If there is a change in the production capacity which require additional 
building and equipment, such costs will also increase. 

Variable Costs : Costs, which increase or decrease in direct proportion to changes in 
the volume of output are termed as 'variable costs'. For example, for 10,000 units of 
output, cost of materials consumed comes to Rs. 1,50,000. If the production is 
increased to 12,000 units (increase of 20%) the  cost of materials will increase to 
Rs. 1,80,000 (increase of 20%). It should be noted that the cost of material per unit 
of output has not changed. It remains the same i.e., Rs. 15 per unit. But, it is the 
total cost of materials which changes because of the change in the volume of output. 

Semi-variable Costs : Costs which increase or decrease with a change in volume of 
output but not in the same proportion as the change in the volume of output are 
termed as 'semi-variable costs'. In other words, these costs are partly variable and 
partly fixed and, as such, are also known as 'semi-fixed costs'. Depreciation and 
repairs of machinery are the best examples of such costs. Depreciation on machinery 
is caused partly by passage of time and partly by its usage. Hence, when production 
is increased the amount of depreciation also increases, but not in the same proportion 
as the increase in the volume of output. Take another example. If the quantity of 
goods sold increases, the remuneration of salesman may also increase. But, such 
increase will not be in direct p~oportion to the increase in sales because his 
commission on sales will increase while his salary remains the same. 

The classification of costs into fixed, variable and semi-variable is very helpful in 
estimating the total cost at .vaxious levels of activity and also in various managerial 
decisions, 

- 

Check Your Progress A 

1) what db you mean by the t&m 'cost'. 

......................................................................................................... 

Coocept of Cost and I(s 
Ascertainment 



2) Distinguish between 'cost' and 'loss' 

............................................................................................. ............ 
3) Give three examples of semi-variable cost!;. 

4) Distinguish between direct costs and indirect costs. 

State whether the following statements are True or  False. 
i) Costs may be ascertained in differeht ways by different persons. 

ii) The term 'cost' has a fixed, certain and definite meaning. 
iii) Rent of a factory building is a variable cost. 

iv) Salesmen salary is a fixed cost. 

v) All factory expenses can be identified directly with the prpducts 
manufactured by a factory. 

vi) Bad debts are selling costs. 

2.4 COST UNIT 

You know one of the main functions of costing is to ascertain cost per unit of output. ' 

This means that each economic activity has to be measured in identifiable units which 
may serve as the basis of costing. Such units for the purpose of costing may be as 
follows : 

1) unit of product (e.g., cost per book) 
2) unit of time (e.g., cost of generating electricity per hour), 
3) unit of weight (e.g., cost per kilogram of biscuits) 
4) unit of measurement (e.g., cost per metre of cloth or per square foot of 

construction), 
5) operating unit of scrvice (e.g., cost of running a bus per kilomcter). 

Thus, a &st unit is a unit of product, service or time in terms of which costs are 
ascertained or expressed. Cost unit will normally be the quantity of a product for 
which price is quoted to the customers. 

Selection of a cost unit, however, must be appropriate. Firstly, it sllould offer 
convenience in cost ascertainment. Secondly, it should be easier to associate expenses 
with cost units. Thirdly, i t  shoulcl be according to thc nature and practice of the 
business. 

Some examples of cost unit for .different products nnd services are given below 

ProductIActivity Cost Unit 

Wire 
Power 
Telephone 
Iron 
Transport 

Bricks 
Cement 
Paper 
Computer 
Printing 
Cars 

7 per metre 

per kilowatt hour 
per call 
per tonnelquintal 
per passenger per kilometer1 
per kilogram per kilometer 
per thousand 
per baglper torinc 
per reamlper kilogram 
per hour 
pcr thousand impressions 
per car 



Petrol 
- Television 

Pencils 
Gold 
Ship-building 
Nursing Home 

per litre 
per set 
per dozen 
per gramme 
per ship 
per bed per day 

1 2.5 COST CENTRE 

A Cost Centre is a location, person or item of equipment (or group of these) for 
which costs may be ascertained and used for the purposes of cost control. In other 
words, a cost centre may consist of either or a combination of the following : 

LOCATION : ~ a c / t o r ~ ,  Office, Warehouse, Stores, Sales Depot, etc. 

PERSON : Foreman, Salesman, Customer, etc. 
I I 

EQUIPMENT : Machine, Car, Truck, Crane, etc. 

In fact, the entire organisation may be divided into specified cost centres which jointly 
contribute to the total cost. Identification of cost centres helps us in 

1) ascertaining the centre-wise costs, 
2) comparing the centre-wise costs periodically, 
3) finding out the major trends of variance, and 
4) applying the techniques of control to check undue, undesirable or unexpected 

movements in costs. 

A cost centre is a convenient unit of the organisation. It segregates operations, " 

demarcates activities, and distributes expenses. This helps in fixing responsibilities 

i for every cost centre. 

1 Types of Cost Centres : Cost centre; may be divided into the following four types : 

1) Process Cost Centre (based on sequence of operations) 

2) Production Cost Centre (for regular production in a factory) 

3) Operation Cost Centre (where various operations are involved in the production 
process) 

1 ,  4) Service Cost Centre (for activities supporting the main production) 

1 Thus, identification or selection of cost centres depends on the nature and type of 

E industry, 
f 
i Check Your Progress B 
! 
1 1) Match the cost unit appropriate to the activitylproduct. 
j i) Transport 
i 

ii) House Construction 
i iii) Furniture 

iv) Advertising . 
P v) Nursing Home 

vi) Ice Cream 

vii) Shirt 

2) ~ef ine ' cos t  Unit. 

a) per sq, centimeter 

b) per job 

c) per contract 

d) per piece 

e) per ton kilometer 

f)  per bed per day 

g) per kilogram 

r 3) What do you mean by Cost Centre? 

Caacept of Cost and I t s  
Asmrtainment 



Basic Concepts -- 
4) State the objectives of identifying cost centres. 

2.6 ELEMENTS OF COST 

There are three main elements of cost : (1) materials, (2) labour, and (3) expenses. 

I 2.6.1 , Materials 
The term 'materials' refers to those commodities which are used as raw materials, 
co~nponents; or consumables for manufacturing a product. Materials can be direct or 
indirect. 

Direct Materials : All materials used as raw-materials or components for a finished 
product are known as 'direct materials'. Sugarcane for sugar, cloth for ready-made 

.garments, tyres for car are some examples of direct materials. Packaging'is also an 
item of direct materials cost. 

Indirect Materials : Consumables like lubricating oil, stationery, spare parts for 
machinery are termed as indirect materials. Such commodities do not form part of 
the finished product. 

2,6.2 Labour 
The workers employed fof converting material into finished product or for doing 
various odd jobs in the business are known as 'labour'. Labour can also be direct or 
indirect. 

Direct Labour : The workers who are directly involved in the production of goods 
are known as 'direct labour'. They may be labourers producing manually or workers 
operating machinery. The wages paid to such workers are known as 'direct wages' or 
'manufacturing wages'. 

Indirect Labour : The workers employed for carrying out tasks incidental to 
production of goods or those engaged for office work and selling and distribution 
activities are known as 'indirect labour'. The wages paid to such workers are known 
as 'indirect wages'. 

2.6.3 Expenses 
All expenditure other than.materia1 and labour are termed as 'expenses'. Expenses ' 
can also be direct and indirect. 

Direct Expenses : Other expenses which are incurred specifically for a particular 
product, job or service are termed as 'direct expenses'. Some examples of such 
expenses are : carriage inwards, production royalty, hire charges of special 
equipment, cost of special drawings, etc. These are also known as 'chargeable 
expenses'. 

Indirect Expenses : All expenses other than indirect materials and labour which 
cannot be directly attributed to a particular product, job, or service are termed as 
'indirect expenses'. Rent of building, repairs of machinery, lighting'nnd hcating. 
insurance are some 'examples of indirect expenses. 

The various elements of cost have been presented in the form of a chart in Figure 2.1 

Figure 2.1 : Elements of Cost 

I 
I 

Materials I 
Labour Expenses 

1 ,  
I 

1 
Direct Indirect Direct r--11 Indircct Direct r - 5  Indirect 



Concept of Overheads : All material, labour and expenses which cannot be identified 
as direct costs are termed as 'indirect costs'. ÿ he three elements of indirect costs viz., 
indirect materials, indirect labour and indirect expenses are collectively k'rtown i s  
'Overheads' or 'Oncosts'. 

Overheads are grouped into three categories : (1) factory (or manufacturing) 
overheads, (2) office (or administrative) overheads, and (3) selling and distribution 
overheads as shown in Figure 2.2. 

Figure 2.2 : Categories of Overheads 

Overheads 
(Indirect Costs) 

I 
I 1 

Factory Overheads Office Ovcrhcads Selling and Distribution 
Overheads 

Indirect ' T ~ r e c t  ' ,lnd;+re.ct 
1 n ~ T : ; ; ; ~  Materials Expenses Materials Expenses Matyials 

Indirect 
Labour 

It..Iiiea 
Labour 

lndirect 
Labour 

Concept of Coac and I&- 
Ascertainment 

Conversion Cost : The cost of converting raw materials into finished goods is termed 

I 
' as 'conversion cost'. This includes direct wages, direct expenses and factory 

overheads. 6. 

! 
i 
1 

! 
- 

2.7 .COMPONENTS OF TOTAL COST 

I Total cost of a product is the combination of direct costs (also known as prime cost) 
and indirect costs (also known as overheads). I Thus, the two main components of total cost are : (I)  Prime Cost. and (2) Overheads. 

,qhe prime cost which represents all direct costs, therefore, consists of direct 
materials, direct labour and other direct expenses. Overheads, on the other hand, 

t consists qf.factory overheads, office overheads, and selling and distribution , overheads? 
1 

I Total Cost Build Up 
.̂If we add various costs step by step, we get the following framework of total cost 
build-up. 

1) Direct Material + Direct Labour + Other Direct Expenses = PRlME COST 
2) Prime Cost + Factory Overheads = WORKS COST . 
3) Works Cost + Office and Administrative Overheads = COST OF 

PRODUCTION 

- 4) Cost of Production + Selling and Distribution Overheads = TOTAL COST or 
I' COST OF SALES L 

The above framework of total cost build-up is shown in Figure 2.3. 

Figure 2.3 : Total Cost Build-up 

Direct Materials 
-Direct Labour Prime Cost 
Other Direct Expenses 

Factory 
Overheads 

Factory Cost 

Overheads Cosl of 
Selling Sales 
& 
Distribution 
Ovcrhyads 



B d c  Concepts Thus, we get the following components of total cost: 

1 )  Prirtte Cost (also known as Direct Cost or First Cost) 

2) Works Cost (also known as Factory Cost) 

3) Cost of Production (also known as Office Cost) 
4) Cost of Sales 

Check Your Progress C 

1) Give four examples of other direct expenses. 

......................................................................................................... 

2) Give four examples of indirect expenses. 

......................................................................................................... 
3) Distinguish between direct and indirect wages. 

......................................................................................................... 
4) Fill in the blanks. 

i) Direct Materials + ...................... f Other Direct Expenses = Prime Cost 

...................... ii) Prime Cost + = Works Cost 

...................... iii) Works Cost + Office Overheads = 

iv) Prime Cost + ...................... + + ...................... - - ...................... 
Cost of Sales 

2.8 COST SHEET 

A Cost Sheet is a statement sl~owing various components of total cost which acts as 
a guide to pricing decisions and a basis for cost control. 

It is a presentation qf cost data incorporating its various elements in u classified 
manner. In view of its valuable contents, a cost sheet should be prepared properly. 
and at frequent intervals (weekly or monthly). 

Possible information which may be incorporated into a cost sheet in accordance with 
the requirements of tile business are : 

1) Name of the product cost centre or cost unit 
2) Period to which the statement relates 
3) Output for the period 
4) Details of varioi~s components of total cost 
5) Item-wise cost per unit 
6)  Changes in stock position 
7) Cost of goods sold 
8) Profit or loss position 

Proforma of cost sheet is given in Figure 2.4. .- 
Figure 2.4 : Proforma of Cost Sheet 

! .  I COST SHEET OF ................................ 
, . I  for the month ending ........................... :... 
j , ,. ' ......................... ! :  Output : units : 

Total Per Unit 
Rs . Rs . 

Raw Materials Consumed 
Opening stock of.raw materials 
Add : Purchases of raw materials 

,-- Less : Closing stock of raw materials 

22 
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Direct Labour I I 
Other Direct Expenses 

PRIME COST 

Factory Overheads 

WORKS COST I I 
Office & Administrative Overheads 

COST OF PRODUCTION 
(........... units) 

~ d d  : Opening Stock of Finished Goods 
(............ units) 

Less : Closing Stock of Finished Goods 
(............ units) 

COST OF GOODS SOLD 
(............ units) 

I Selling & Distribution Overhcacls 

COST OF SALES 
(........... units) 
PROFIT (LOSS) 

SALES/SELLING PlZlCE 

1 
Look at Illustration 1 and see how cost sheet is prepared from given costing data. 

Illustration 1 
From the folIowing particulars of a manufacturing firm, prepare the Cost Sheet 
showing (i) Prime Cost, (ii) Works Cost, (iii) Cost of Production, and (iv) Cost of 
Sales. 

Stock of materials on 1.1.1989 

Purchase of Materials 
6 

Stock of finished goods on 1.1.1989 (5,000 units) 

.Productive wages 

Finished goods sold (1,74,000 units) 

Works overheads 

Office expenses 

Selling and Distribution expenses - 
Stock of materials on 31.12.1989 

Stock of finished goods on 31.12.1989 (6,000 units) 
1 

Rs. 

40,000 

Solution 

Before preparing the Cost Sheet, we should work out the number of units produced 
during the year, 

Concept of Cnsl and h 
Ascertainmen 



Barlc Concepts Closing Stock 

Number of units sold 

Less : Opening Stock 

Number of units produced 

COST SWEET 
for the year ending 31.12.1989 

Raw Materials Consumed : 
Opening Stock 40,000 
Add : Purchases 11,00,000 

11,40,000 

Less : Closing Stock t 140000 

Direct Wages 
Other Direct Expenses 

PRIME COST 

Works Overheads 
WORKS COST 

Office Overheads 
COST OF PRODUCTION (1,75,MM units) 
Add : Opening Stock of Finished Goods (5,000 units) 
Less : Closing Stock of Finished Goods (6,000 units) 

Cost of Goods Sold (1,74,MXl units) 

Selling and Distribution Overheads 
COST OF SALES 
PROFIT 

SALES 

Output : 1,75,000 units 

Total Per Unit 

2.9 METHODS OF COSTING 

Though, in all cases, the basic principles and procedure of costing remain the same, 
but on account of the nature and peculiarities of their business, different industries 
follow different methods of ascertaining cost of their products and services. These 
methods can be sumqarised as follows : 

Job Costing : Under this method, costs are ascertained for each job or work-order 
separately. It is suitable for industries like printing, car repairs, foundries, painting 
and decoration, where each job has its own specifications. 

Contract Costing : This method is used in case of big jobs described as 'contracts'. 
The contract work usually involves heavy expenditure, stretches over a long period, 
and is undertaken at different sites. Hence, each contract is treated as a separate unit 
for purposes of cost ascertainment and control. Contract costing (also termed as 
Terminal Costing) is most suited to industries like ship-building, construction of 
buildings, roads and bridges. 

~ a t c h  Costing : Where work-orders are arranged in batches and the units produced in a .- 
batch are-uniform in nature and design, each batch is regarded as a job and treated 
as a separate unit for purposes of costing. In such a situation, the method of costing 
adopted is known as 'batch costing.' It is generally used in industries like 
pharmaceuticals, bakery, toy manufacturing, etc. 

Unit Costing : Under this method costs are ascertained for convenient units of output. 
I t  applies to products which are turned out by continuous manufacturing activity and 
can be expressed in identical quantitative units. It is suitable for industries like brick , 



making, mining, cement manufacturing, dairy, flour mills; etc. This method is also 
'Single Output Costing'. 

Process Costing : In case of some industries, a product passes through different stages 
of production called 'processes' and each process is distinct and well-defined. The 
output of each process is used as a raw material for the next process and may also 
be a marketable commodity. Take the case of cotton textile mill where the finished 
product (cloth) passes through three distinct processes viz., spinning, weaving and 
finishing. The output of spinning process is yarn which is used as a raw material for 
the weaving process and the output of weaving process (coarse cloth) is transferred 
to finishing process. Yarn and coarse cloth can also be sold to other textile mills which 
may not have adequate spinning or weaving facilities. In such a situation, it becomes 
necessary to ascertain the cost at each stage. This helps in comparing cost with the 
market price as well as in cost control. The method employed for ascertaining the 
cost at each stage of production is termed as 'Process Costing'. It is used in case of 
chemicals, paints, textile and food products. 

Operating Costing : This method is used for ascertaining the cost of operating a 
service such as bus, railways, water supply, nursing home, etc. In such organisations, 
the unit of cost is a service unit e.g., in case of buses the unit of cost is passenger 
kilometer, in case of nursing home it is per bed per day. According to the latest 
Terminology, this is called 'Service Costing'. 

Multiple Costing : Where a produce comprises many assembled parts (or 
components) as in cases of motor car, typewriter, television, refrigerators, etc., costs 
have to be ascertained for each component as well as for the finished product. This 
may involve use of different methods of costing for different components and so it is 
known as 'multiple' or 'composite' costing. 

Uniform costing : The practice of using a common method of costing by a number 
of firms in the same industry is known as 'Uniform Costing'. Thus, it is not a separate 
method of costing. It simply refers to a common system using agreed concepts, 
principles and standard accounting practices. This helps in making mter-firm 
comparisons and fixation of prices. 

It should be noted that the two basic methods of costing are : (1) Job Costing, and 
I (2) Process Costing. The other methods discussed above are simply variants of these 

j two methods. 

,I 
check Your Progress D 

4) Name the two basic methods of costing. 

......................................................................................................... 

2) Which.method of Costing would you recommend for the following industries? 
i) ship-building ...................... 
ii) Toy Making ...................... 

...................... iii) Oil Refinery. 

iv) Sugar ...................... 
...................... v) Brick Making 

...................... vi) Construction of Bridge 
. . 

vii) Road Transport ...................... 
viii) Furniture ...................... 

2.10 TYPES OF COSTING 

Coocept of Cost and .Its 
Ascerlainrneat 

While method of costing refers to the process and practice of ascertaining costs of 
products and services, the type of costing refers to the technique of analysing and 

,presenting costs for purposes of control and managerial decisions. The types of 
'costing (also known as techniques of costing) generally used are as follows : 

A .  

I 



Bsric Concepts 
Marginal Costing : It refers to the technique of costing which emphasises the 
distinction between fixed and variable costs and calculates the cost of a job or a 
product without taking fixed costs into account. I t  allocates only variable costs (direct 
materials, direct labour, other direct expenses and variable overheads) to production 
and is also known as 'Variable Costing'. 

Absorption Costing : It refers to the technique of costing under which full costs are 
charged to production i.e., both fixed and variable costs are included in the cost of 
products. 

Historical Costing : It refers to a system of cost accounting under which costs are 
ascertained only after they have been incurred. In other words, the accounting is done 
in terms of actual costs and not in terms of predetermined or standard costs. Most 
organisations follow this system of accounting for costs. 

Standard Costing : It refers to the system of cost accounting under which costs are 
determined in advance on certain predetermined standards. These are known as' 
standard costs which indicate the level of costs that should be attained under a given 
set of operating conditions. The standard costs are compared periodically with the 
actual costs and underlying causes for variances are analysed so that corrective action 
may be taken where necessary. 

Thus, having adopted a method of costing suited to the nature of activity in which 
the undertaking is engaged, there is then a choice open with regard to the way in 
which the costing information is to be presented for control.purposes. Either 
'marginal costing' o r  'absorption costing' may be employed and either 'actual costs' 
or 'standard costs' may be adopted to ascertain and account for costs. 

2.111 LET US SUM UP - 

Cost ascertainment is an important process of accounting. Cost means an amount of 
expenditure (actual or notional) incurrcd or attributable to a product, job, process, 
or service. Cost is a flexible concept. It may vary with time, volume, firm, method 
or purpose. It should also be distinguished from the tcrnl 'loss' which refe s an 
expenditure incurred without deriving any benefit therefrom. 

Costs can be classified in various ways. On the basis of functio~~s to which they relate, 
costs are classified into manufacturing costs, adniinistrativc costs, and selling and 
distribution costs. On the basis of their identifiability with products, costs can bc 
classified into direct costs and indirect costs. On the basis of their variability in 
relation to nature of output, costs can be classified into fixed costs, variable costs and 
semi-variable (or semi-fixed) costs. 

The two concepts which serve as the basis for cost computation are : (i) cost unit, 
and (ii) cost centre. Cost unit refers to that quantity of a product in terms of which 
costs are ascertained e.g., per kilogram, per dozen, per piece, etc. Cost centre refers 
to the division of organisation into convenient segments with defined responsibilities 
to which initial allocation and apportionment of various costs can be made and which 
can be used for the purpose of cost control. It can be a department, a person or an 
item of equipment. 

'There are three basic elements of cost : (i) materials, (ii) labour, and (iii) expenscs. 
They may be direct or indirect. Indirect costs including indirect materials, indirect 
labour and indirect expenses are known as 'overheads'. Ovcrheads are usually 
classified into factory overheads, office overheads, and selling and distribution 
overheads. 

The main components of total cost are prime cost, works cost. cost of production and 
cost of sales. These are actually the stages to determine the total cost and lacilitate 
control. 

There are various methods of costing. These are (i) job costing, (ii) contract costing, 
(iii) batch costing, (iv) unit costing, (v) process costing, (vi) operating costing, 

.. . (vii) multiple costing, and (viii) uniform costing. Every organisation xiopts the 
method which suits the nature of its products and the technique of production ilscd. 

26 



2.12 KEY WORDS Concept 

Conversion Cost : Cost of converting materials into finished products. It includes 
direct labour, direct expenses and factory overheads. 

Cost Centre : A convenient costing segment to which initial allocation and 
apportionment of various expenses can be made. 

Cost of Sales : Total cost of a product including selling and distribution expenses. 

Cost Unit : The quantity in terms of which the cost of a product is ascertained. 

Rime Cost : Cost of direct expenses including those of materials and wages. 

Semi-variable Cost : Expenses which change with changes in output, but not in the 
same proportion. 

Standard Cost : A predetermined cost based on a technical estimate for material, 
labour and overheads for a selected period of time and for prescribed set of worbing 
conditions. 

Works Cost : Prime cost plus factory overheads. 

2.13 ANSWERS TO CHECK YOUR PROGRESS 

A 5 (i)True (ii) False, (iii) False (iv) True 
(v) False (vi) True 

B 1 (i) e (ii) c (iii) b (iv) a 
Cv) f (vi) g (vii) d 

C 4 (i) Direct Wages (ii) Factory Overheads (iii) Cost of Production 
(iv) Factory Overheads, Office overheads, Selling and Distribution Overheads 

D 2 ' (i) Contract Costing (ii) Batch Costing 
(iii) Process Costing (iv) Process Costiilg 
(v) Unit Costing (vi) Contract Costing 
(vii) Operating Costing (viii) Job Costing 

, 

2.14 TERMINAL QUESTIONS 

1) Define the term 'Cost Centre'. Analyse the importance of selecting suitable cost 
centres. 

2) Why do we need to qualify 'cost'? Discuss. 

3) "Costs may be classified according to their nature and characteristics." Elaborate 
on this statement and clarify the meaning of fixed, variable and semi-variable 
costs with examples. 

4) what are the different methods of costing? State the industries to which they can 
be applied. 

p. 5) State tlie main characteristics of the following methods of costing and indicate in 
which industry each would be suitable : 

a) Process Costing 
b) Job Costing 
c) Output Costing . 

of Cost and Its 
Ascertainment 



Besic Concepb 6) The  foilowing iigurks relate to Rising Star Co. : 

Rs. 

Wages 3,000 

Factory Expenses 4,000 

I Office Expenses 5,000 
I. 

Materials 6,000 

Selling Expenses 3,000 

Distribution Expenses 3,000 

Sales 24,000 

Output 2,000 units 

Number of units sold 1,500 units 

You are required to compute : 

a) Prime Cost 
b) Works Cost 
c) Office Cost (Cost of Production) 
d) Total Cost 
e) Cost per unit 
f) Profit during the period 
g) Profit per unit 

Answer : a) Rs. 9,000 b) Rs. 13,000 c) Rs. 18,000 
- d)Rs.24,000 e) Rs. 12 f )  Rs. 6,000 

g) Rs. 3. 

Note : These questions will help you to understand the unit better. Try to write 
answers for them. But do not submit   our answers to the University. These are for 
your practice, only. . 

SOME USEFUL BOOKS 

Arora, M.N. 1988. A Text Book of Cost Accountancy. Vikas Publishing House Pvt. 
Ltd., New Delhi (Chapter 1-2). 

Bhar, B.K. 1990. cost Accounting : ~ e t h o d s  and Problems. Academic Publishers, 
1 Calcutta (Chapter 1-2). 

\ 

,h.laheshwari, S.N. and S.N. Mittal. 1990. Cost Accounting : Theory and Problems. 
Shree Mahavir Book Depot, Delhi (Chapter 1). 

I 
Nigam B.M.L. and G.L. Sharrna. 19W. Theor2 and ~ e c h n i ~ u e s  of CostAccounting. 
Himalaya Publishing House, Bpmbay (chapter 1-3). 

Owler- L.W.J. and J.L. Brown. 1984. ~ h e l d o ~ ~ s  Cost Accounting. ELBS, London 
' (Chapter '1-2). 

1 

* 



ECO-I0 ELEMENTS OF COSTING 
Course Conlpo~~ents  

13LOC1< UNI'I' NO. PliINT MATERLAI, 

Basic Concepts 

Nature and Scope 

Concept of Cost and its Ascertainme~lt 

Ma tel-ials and Labour 

Procurement, Storage and Issue of Materials 

Ilivento~y Control 

Preic.ing Issue of Materials 

Labour 

0ve1-heads 

Classi'fication and Dist~.ibution of Overheads 

Absorption of Factory Overheads 

Treatment of other Overl~eads 

Methods of Costing 
UniL Costing 

l<ecorlciliation of Cost and Financial Accou~its 

Job and Conlract Costing 

Process Costing 





I Structure 
I 

Objectives 
Introductio? 
Direct and'hdirect Materials 
Material 'Control 
3.3.1 Definition 
3 3 . 2  Objectives 
3.3.3 Advantages 
3.3.4 Basic Requirements 
Purchase Procedure 
3.4.1 Centralised Purchasing 
3.4.2 Decentralised Purchasing 
3.4.3 Steps Involved in Purchase 
Storage of Materials 
3.5.1 Functions of Storekeeping 
3.5.2 Location and Lay-out of Stores 
3.5.3 Issuc of Materials 
3.5.4 Treatment of Surplus Materials 
Let Us Sum Up 
Key Words 
Answers To Check Your Progress 
Terminal Questions 

After studving this unit you should be able to: 
a define aAddistinguish between direct and indirect materials 
9 define material control and state its objectives 
a explain the steps involved in connection with the purchase of materials 
a explain the objectives and functions of storekeeping 
a explain the procedure involved in connection with the issue of material. 

3.1 INTRODUCTION 

Material constitutes an important part of the cost of production of an article. It is, 
therefore, necessary to exercise proper control over the procurement, storage and 
issue of materials. In this unit you will study the procedure and documents involved 
regarding the purchase of materials, its storage and issue to the various production 
orders. 

. . 

\ 3.2 DIRECT AND INDIRECT MATERIALS 

If you analyse the cost of production of any articles, you will find that materia!s 
constitute an important component of the cost of production. They account for 
nearly 60 per cent of the cost of production of a large number of private and public 
sector organisations. The materials can be divided into two categories: (1) Direct 
materials; and (2) Indirect material's, 

The materials which can easily be identified and attributed to the individual units 
are known as 'direct materials'. These materials form part of the finished product. 
Leather used in the mgnufacture of shoes and yarn required for the production of 
cloth are examples of direct materials. All costs which are incurred to obtain direct 
materials are known as 'direct material cost'. Indirect materials, on the other hand, 



Materials and I.ehnur do not form part of the finished product and cannot be conveniently and accurately 
allocated to a particular unit of product. Examples of such materials are: consumable 
stores, cotton waste and lubricating oils, required for the maintenance of machines, 
etc. Costs associated with indirect materials arc known as 'indirect malcri;il costs' 

The grouping of materials into direct and indirect sometimes become a matter of 
convenience. Materials of small value which should actually be rermcd as direct may 
be treated as indirect for the sake of simplicity. For instancc, in thc manufacture of 
shirts, the thread forms part of the shirts and hence should be classified as dircct 
materials. But, considering the time and expense involved in measuring the thread 
required for each shirt, it is desirable that the cost of thread bc treated as indirect 
material cost. Similarly in the manufacture of shoes, the cost of nails used is treated 
as indirect material cost. 

323 
As stated earlier, materials constitute an important part of the cost of production of a 
product. It is, therefore, important to keep a strict control over the cost of materials. 
Any savings made in the cost of material? will go a long way in reducing the cost of 
production and improving the profitability of the concern. It is essential to keep a 
proper control over materials and supplies from the time orders for materials are 
placed with the suppliers until they have been consumed. Proper control of materia1 
can make asubstantial contribution to the efficiency of a business. 

3.3.1 Definition 
Material control may be defined as the regulation of the functions of an organisation 
relating to procurement, storage and usage of materials in such a way as to maintain 
an even flow of production without excessive investment in material stock. Thus, 
materials control involves control of three important functions viz., procurement, 
storage and usage. It has been rightly pointed out that just as the handling of cash is 
of utmost important in the case of a non-marlufacturing business, an efficient 
handling of materials is of vital importance in tha case of a manufacturing business. 

3.3.2 Objectives 
The following are the main objectives of material control. 

1) There should be a continuous availability of all types of materials in the factory 
so that production may not be help up for want of any material. I 

2) Over stocking of materials should be avoided. By doing so the various losses 
caused by overstocking can be avoided. 

3) Materials should be purchased on the most favourable terms. This helps in 
effecting maximum economy in the cost of buying of course, the quality should 
not be sacrificed at the cost of lower price. 

4) Purchase of materials should be of the right quality consistent with the standards I 
prescribed in respect of the finished'product. 

5) Materials should be properly stored so as to prevent losses during storage. 

6) ~h~ management should'be frequently provided with.information regarding the 
cost of materials and the availability of stock. , 

3.3.3 Advantages 
The main advantages of a good system of material control are as follows: I 

1) It ensures unrestricted and continuous supply of materials and may be greatly 
helpful in preventing production delays. 

2) It minimises capital investment in the stock of rn8terials. 

3) It considerably reduces the cost of storage and issuing of materials. 

4) 1't eliminates wastage and loss of materiais arising on account of spoilage, 
filferane, theft, etc. I_-_. 



5) I t  is immensely helpful in introducing the system of perpetual inventory control 
by which accurate ascertainment and valuation of closing stock are facilitated. 

6) It ensures the purchase of materials at reasonabl? prices. ' 

7) It aids management in initiating and formulating proper purchase policies 
regarding materials. 

~ 3.3.4 Basic Requirements 
Materials control extends to all spheres of materials management viz., buying, 
receiving, inspection, storage consumption and accounting. The following are the 
basic requirements of a good system of materials control. 

1) There should be proper co-ordination of all departments which are involved in 
the purchasing, receiving, testing, approving, storage of materials and payment of 
price. 

1 2) The purchase of materials should be centralised. i 

3) Proper forms should be used with regard to receipt, issue and transfer of 
materials from one job to another. 

4) There should be a budget for materials and supplies so that economy in 

I purchasing and use of materials is realised. 

5) A system of internal check should be introduced in order to have proper check 
on the purchases of materials, and supplies. 

6) A well arganised system of storage of materials should be undertaken in order to 
avoid deterioration, pilferage, wastage and evaporation of materials. 

7) There should be a system of perpetual inventory so that it is possible to find out 
the quantity and value of materials in stock at any point of time. 

8) Minimum limit for each item of material should be fixed below which the stock is 
not allowed to drop. Similarly, the maximum limit should be fixed above which 
the stock should not be kept. 

9) There should be a proper system for the issue of materials so that there will be 
delivery of materials*on requisition to the department, processes or jobs in the 
right quantity and at the moment they are needed. 

10) Information about availability of materials should be made continuously available 
to the management so that planning of production may be done keeping in view 
the inventory balances in stores. Information about obsolete and defective stock 
should also be given to the management from time to time so that steps may be 
taken for the disposal of such stock. 

Check Your ~ro&ss A 
1) Select the correct answer in each of the following cases: 

i) In most of the industries, the most important element of cost is 
a) Material 

1 b) Labour 
c) Overheads 

ii) Direct material is a 
a) Fixed cost 
b) Variable cost 
c) Semi-variable cost 

iii) Direct material is a 
a) Manufacturing cost 
.b) Administration cost 
c) Selling and distribution cost 
d) Any of the above 

iv) Which of the following items of cost should not be treated as direct material 
a) Electricity representing 90% of the total cost 

I b) Sand paper used in production 
I c) Thread used in stitching garments 

d) All of the above 

Procurement, Storage and 
Issue 



Mpterials and Labour 2) Define materials control. 

............................. ................................................................................................................ 

SE PROCEDURE 

You should know that purchasing is the most significant step in the process of 
material control. In order to ensure that the required materials are available at the 
right time, in the right quantity and at the right price, there should be a separate 
purchase department under the control of a purchase manager. 

Keeping in view the size and the requirements of an organisation. The function of . 
purchasing can be either centralised or decentralised. Let us study these two systems 
in detail. 

. ,. 
3.4.1 Centralised Purchasing ' 

Under centralised purchasing purchases are made at one central point for the whole 
organisation and from that central point materials are issued to respective 
departments or jobs as, and when requ,ued. ]in other words, r~,ntralisatior? nf 
purchasing refers to the placement of authority for the whole purchasing function in . 
the purchasing department headed by the purchase manager. In medium sized and 
Pig companies purchasing function is generally centralised. 

Advantages 
I) ~entralised purchasing brings about econonlies in purchasing. Higher trade 

discount or economies in transport can be obtained because the quantity 
involved will be large. 

2) The buying staff concentrates on purchases alone and develops' specialised 
knowledge and skill leading to expert and economical buying. I 

3) ItBnsures consistent policy with regard to purchases. It avoids haphazard buying 
and the ~onse~uent'effect on the finances of the concern. 

4) Centralised purchasing facilitates the maintenance of one complete set if records 
for'purchase transactions which enables the management to exercise a better and 
effective control over purchases. 

5) It relieves the departmental heads of the responsibility of procuring variety of. I 

materials. They can thus concentrate on the functions assigned to them. 

6) Centralisation of purchasing is helpful to the vendors. Their selling costs are 
reduced as they can easily co-ordinate and supply goods to a single buyer instead 
of large number of buyers. 

Disadvantages 
, , 1) The procedure adopted for the purchase of material\ i s  less flexible which may 

cause undue delays in obtaining supplies. I 

2) The administrative cost of setting up a separate purchase department is likely to 
be quite high. 

I 
I 3) There are chances of misunderstanding betwcer~ the departmcnt which requires 
1 the material and the purchasing department with the result that wrong purchase 

8 of material can be made. , a d ,  . 

I 
i 
i 



3.4.2 Decentralised Purchasing 
Decentralised purchasing is the reverse of centralised purchasing. Each department 
makes its own purchases. Decentralised purchasing is also known as 'localised 
purchasing'. 

Procurement, Storage and 
Issue 

Advantages 
1) It is quite flexible and can be quickly adjusted in accordance with the changed 

requirements of a particular plant. 

2) In case of emergency, localised purchasing is best suited and purchases can be 
procured more quickly. 

3) Technical requirements of each plant can be'ascertained. 

Disadvantages 
1) As compared to centralised buying, it offers lesser economy in purchasing. 

2) There are problems of co-ordination among various departments of the 
organisation and it usually leads to unplanned buying. 

3) Uniformity in prices may not be ensured because every departmental head may 
not posses the calibre of an expert buyer. 

After analysing the merits and demerits of both the systems, it can be said that 
centralised purchasing is decidedly better than decentralised purchasing. However, 
neither of them is considered wholly satisfactory in the case of all types of concerns. 
Centralised purchasing is eminently suited to a concern operating only one plant. It is 
also suitable for a concern operating two or more plants located not far away from 
one another and producing more or less homogeneous products. However, a 
manufacturing concern which operates several branches or factories at different 
places and manufactures different products requiring different types of materials, can 
have decentralised purchasing and different factories can meet their requirements by 
making purchases in the local markets. 

3.4.3 Steps Involved in Purchase 
Although the details of the purchase procedure may vfery with individual concerns, 
the foUowing.are.the various steps which are usually followed in connection with the 
purchase of materials. 

1 Purchase Requisition 
A form known as,'purchase requisition' is commonly used as a formal request to the 
purchase department to order goods or services. The purchase requisition serves the 
dual purpose of authorising the purchasing department to make a purchase and 
provides a record of the description and quantity of materials required. 

The purchase requisition is prepared by the storekeeper for regular stock materials 
and by the departmental head for special materials not stocked as regular items. 
Regular purchase requisitions are prepared when stock is reduced to re-order level, 
i.e., the level when the order for replenishment should be p,laced. The requisition is 
approved by an executive. 

Purchase requisitions are generally prepared in triplicate. Ttre original copy is sent to 
the purchase department, the record is retained by the storekeeper Or the executive 
initiating the purchase requisition and the third copy is sent to  the costing 
department. 

The purchase requisition contains the requisition number, date, department, code 
number, description and quantity of materials required, signature of the person 
initiating the requisition and signature of one or more executives approving the 
purchase requisition. 

speciden form of purchase,quisition is given in Figure 3.1. 9 



Materip15 and 1.abcj11r 

No. .......... 

Figure 3.1: Specimen of Purchase Requisition 
/ 

PURCHASE REQUISITION 
................ Date 

Date by which materials are 
required ................ 

................ ........... Requested by Checked by Approved by ........... 

2 Selecting the Supplier 
Having decided to purchase the material, the purchase department invites tenders or 
quotations for the supply of materials. On receipt of the quotations from the 
suppliers, a ccrmparative statement known as 'schidule of quotations' should be 
prepared so that a suitable supplier may be selected. 

.I 

Remarks 

1 

While making the selection, the purchase manager should not machanically identify 
the supplier whose quotation is the lowest. He should judiciously decide with whom 
he has to place the order and in doing so he must consider such factors as price, 
quality, time of delivery, dependability of the supplier, discount, credit facility, terms 
of payment, etc. 

Quantity 

The specimen of the comparative staterngnt .. of quotations is given in Figure 3.2 

Code No. Serial No. 

Figure 3.2: Specimen of Schedule of Quotations 
COMPARATIVE STATEMFNT O F  QUOTATIONS 

............. Tender No. 

Description 

Purchasing clerk Purchase Officer 

Material ............. Date ............. 

3 purchase Order 
After choosing the supplier, the purchase department prepares a purchase order for 
the supply of stores. The order is the waitten authorisation to the supplier to supply I 

the particular material or materials. The'purchase order is an important document 
not only from the legal point of view, but fron? the accounting point of,view also. It is 1 

the evidence of the contract between the buyer and the supplier that binds both the 1 

buyer.and the supplier to the terms und,er. which the order is placed.,It also gives I 

authority to the receiving department to receive the materials ordered for and to the ; , 
account department to accept the bill from the supplier for payment. 

I 

Serial 
No. 

The purchase order should contain such particulars as date, name and address of the 
supplier, description and sjxdication of the material, quantity ordered, date, time , 
and place of delivery, price, terins of payment, transport charges, packhg and 
shipping instructions, the name and address of the buyer, and the signature of the 
purchase manager. 

, The number of copies of the purchase order depends upon the size of the 
organisation. A large concern usually issues five copies. o f  these the original copy is , 

sent to the supplier, the second to the receiving department, third to the department 
initiating ihe purchase requisition, the fourth to the accounts department and the fifth 
copy is retained iq the purchase department. The copy retained in the purchase 
department is used to check the progress of the order and to ensure that the 
delivery promise's are adhered to. 

Rate 

A specimen of the purchase order is given in Figurp 3.3. 
I .  - - 

Name of the 
supplier 

Quantity Terms of 
delivery 

Time of 
delivery 

Remarks 



Figure 3.3: Specimen of Purchase Order 

PURCHASE ORDER 

Datc ............. 

Requisition No. 

(Name and address of supplier) 

Please slipply the following items in accordance with thc terms and conditions mcntioncd hcrcin. 

Discount ...................... 
Terms of payment ...................... 
Condition regarding empties ...................... 
Excise duty and sales tax ...................... 

Packing and despatching instructions .......................... 

Code No. Quantity Item No. 

For X Y Z Co. Ltd. 

Description . 

(Signature) 
Chief Purchasing Officcr 

4 Receiving and Inspection of Materials 
The receiving department is responsible for taking delivery of packages and to get a 
physical verification of the contents. When the packages are received, the rweiving 
official gets them opened and makes 9 detailed verification of the contents. After the 
contents of the packages have been checked, the details of the materials received are 
entered in a Goods Received Note. Five copies of the note are prepared. One copy is 
kept by the receiving department while the remaining copies are routed to the 
purchase department, the department originating the purchase requisition, the stores 
department, and the accounts department. 

Remark\ Price 

The form of the Goods Received Note is given in Figure 3.4. 

- 

Total 

Figure 3.4 : Specimen of Goods,Received Note . . .  
GOODS RECEIVED NOTE 

...... Supplier's name ................... G.R. No 

........... Purchase order No. ..................... Date 

Where the Sactory has a separate inspection department, its main functiqn is confined 
to testing the material received, for quality and specifications. The engineer or the . 
chemist may be called to check the quality of the materials. He is to ensure that the . 
quality is according to the purchase order. After checking the quality of the materials, 
the department will submit a report as to the quality and if some of the materials are 

- -.-.-- -- .. 1 I 

Remarks 

........... Received by .......................... Inspected by 

Storekeeper .......................... 
Stores ledger posted by .......................... 

Quantity received Item No. Amount Code No, Description Quantity ordered 



Malerials und I.uhor~r rejected, the reasons therefore. An unfavouable inspection report is utilised by the- 
purchasing department in obtaining adjustments or an authority for the return of 
goods to the vendor. This forms the basis for' the issue of a debit note. 

5 Checking and Passiug of Bills for Payment 
Invoice is the document giving details of goods supplied and the amount to be paid. 
Invoice received by the purchase department is forwarded to the Accounting 
Department to check the authenticity as well as the arithmetical accuracy. The 
quantity and the price mentioned in the invoice are checked with reference to goods 
received note and the purchase order respectively. For Adjustment of discrepancies. 
the inspection report and goods returned note should be compared with the invoice, 
It is equally necessary to check extensions and totals. 

If the contents of the invoice are found to be correct, an endorsement to that effect is 
made on it with a rubber stamp. With the signature of the purchase manager, the 
invoice is passed on to the accounts department for payment. 

Check Your Progress B 
1) Indicate whether the following statements are True or False. 

i) Purchase requisition note is prepared by the purchasing department. 

ii) Purchase order is prepared by the stores department. 

iii) Original copy of the purchase order is sent to the supplier. 

iv) Goods re~eived note is prepared by goods receiving department. 

v) Payment of the invoice is made by the purchase department. 

2) List the steps involved in purchase of materials. 

3) What do you mean by centralised purchasing? 

I 

3.5 STORAGE OF MA LS 

After the purchase, receipt and inspection of materials, the next most important step 
in̂  the process of material control is concerned with' the storage of materials which is 
termed as 'storekeeping', Storekeeping is that aspect of material control which is 
concerned with the physical storage of goods. For carrying the task of storekeeping, a 
separate stores depaitment under the charge of a storekeeper'is set up. The 
storekeeper should have the technical knowledge and experience in stores routine 
and the ability of. organising v a r i w  activities relating to the storage of goods. An 
efficient system of storekeeping should: 

4 .  

1) . Ensure uninterrupted supply of materials and stores without delay to various 
production and s k c e  depmments of the organisation. 

2) Prevent overstocking and understocking of materials. 

3) Minimise the cost of storage. 



4) Prevent all kinds of stores from theft, deterioration, evaporation and, pilferage. 

1 5) Ensure an effective utilisation of available sforage space and workers engaged in 
i the process of storekeeping. 

6) Develop a system of providing necessary information about the material items 
in the stores as and when required. 

I 3.5.1 Functions of  Storekeeping 

I The following functions are performed by the stores department: 

1 Receipt of matefial from the goods receiving department and ensuring that every 
Item.of stores received by a storekeeper is duly supported by a indent, a 
purchase order, an inspection note and a goods received note. 

1 2) Issue purchase requisition to the purchase department when the stock of material ~ reaches the re-order level. 

I 3) Maintain proper record of receipt, issue and balance of all items of materials, 
and check the bin card balances with the physical quantities ul the bins. 

I 
1 4) Placing and arranging materials received at proper and appropriate places and 
1 adhering to the golden principle of storekeeping, i.e., aplace for everything and 

I everything in its place. 

5) Issue stores, against proper authorisation, in right quantity of right specification, 
and at the right time. 

I 
I I 6) Minimising the storage handling and maintaining costs. 
I ~ 7) Ensuring that the stocks neither exceed the maximum level nor go below the 
I 
I minimum level at any point of time. 
I 

I 8) Preventing the entry of unauthorised persons into the stores. 

I 9) Co-ordination and supervisio~l of staff in the stores department. 

10) Carrying out a regular review of the items of stores in hand for locating slow 
moving and non-moving items so that-the necessary steps may be taken for their 
disposal before they become obsolete. 

I 3.5.2 Location and Lay-out o f  Stores 
The location of stores department should be undertaken very carefully. The 
management should keep in mind various important considerations before selecting 
proper site for locating the stores department. It should be close to the receiving 
department so that the transportation charges can be minimised. At the same time, 
there should be an easy access to all other departments of the factory, roads, railways 
siding and wharf. 

Proper lay-out of stores is also of vital importance. Lay-out refers to the internal 
arrangement or placement of materials inside the stores. It aims at effective utilisation 
of space available for storage of materials. The stores should be divided into racks 
which should be sub-divided into small spaces. All these spaces are known as bins. 
For every kind of material a bin is allotted. All bins should be serially numbered. 

The stores department should be equipped with racks, shelves, boxes crates, barrels, 
4 drums, cylinders and other receptacles for storing the different items. The receptacles 

'9 should be arranged in such a way as to make the fullest utilisation of available space. 

I At the same time, they should be easily accessible. Enough space s h a i d  be provided 

I .for the movement of trucks, conveyors, lifts and other mechanical devices. 

i 
I A proper location and lay-out would ensure economy in materials handling, 

transportation costs, minimise wastage, ensure effective supervision and control. 

i 

Procurement, Storage and 
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3.5.3 Issue of  Materials 
I 

All items in stores are meant issuance to various production departments. Thc 
I procedure for the issue of materia.1 is normally laid down by the management. 



The storekeeper should not issue the materials unless a properly authourised material 
requisition is presented to him. The requisition is prepared by the foreman or the 
head of the department. It is prepared in triplicate, two copies are sent to the stores 
departm&t and the third copy is retained by the requisitioning department for its 
own reference. On receipt of the materials requisition, the storekeeper issues the 
necessary materials against the signatllres of the person receiving the materials. One 
of the copies of the materials requisition is used by the sto~ekeeper for making the 
necessary entries in the bin card. The othw copy is sent to the costing office for . 
pricing the issues and makiqg the necessary entries in the stores ledger. 

- 

A specimen of the materials requisition is given in Figure 3.5 

1 Figure 3.5: Specimen nf Materials Requisition 

I MATERIALS REQUISITION 

Depattrnent ............. .'............ 

Job No ........................ 

Serial No. ............................... 

Date ....................................... 

1 I I I I I 

.......................... Authorised by  Received by ........................... 
.......................... Storekeeper's signature Checked by .......................... 

You will notice in the above specimen of materials requisition that it contains 
information regarding the date, requisition number, description, quantity of the 
material, name or job order number or work order number or process on which 
material is to be used, and the signatures of the person receiving the materials. The 
entries in the rat6 and amount columns of the requisition slip are made by the costing 
office. 

Bill of materials 
Material requisition slip considerably increases the work-load, both in the production 
department and the stores department. Production may be delayed if requirements 
are not submitted in time or if the materials are not available in stock. The use of the 

' bill of materials overcomes all these difficulties. 

Bin card No. Code NO. Quantity 

A bill of materials is a standard list (also called specification list) of all materials 
required for a particular work order, job or process. It is prepared by the production 
department on receiving the order. It can be used as a substitute for materials 
cequisition. It provides advance intimation to the storekeeper about the requirements 
of different jobs or work orders. 

Description 

The bill of materials serves the following purposes: 
1) The clerical work involved in preparing a number of requisitions is 

considerabably reduced and there is economy in the use of stationery. 

Stores ledger folio No. 

2) The cost of transportation involved in receiving the required quantity of every 
type of material is also proportionately reduced since all the materials required 
for a particular job can be transported to the receiving department only once. 

3) It serves an advance intimation to the storekeeper and constitutes an 
authorisation for the issue of materials. 

Rate 

4) It may also be used as an authorisation for procurement of materials if these are 
not available in stock. Thus it eliminates the need for the issue of purchase ' 

requisitions for procuring materials not available in stock. 

Amount 

5 )  It may be used as a basis for passing accounting entries in the stores ledger. 

6) The procurement and issue of materials can be planned in advance to avoid 
delays in.production and deliveries. 



Sometimes materials may be issued in excess of the requirement for a particular job 
or work order. This may be done either to facilitate convenient handling or 
sometimes it may not be possible always to ascertain exactly the quantity of material 
that will be required. This would result in a surplus of material at the work site. We 
can dispose of the surplus in two days. We can either return the surplus material to 
the stores or transfer the  ater rial to some other job or jobs where those materials 
have been requisitioned. 

Return of Materials: The document used for return of excess materials to the stores 
is known as 'materials returned mote' or 'shop credit note'. The form of the 
materials returned note is similar to that of material requisition slip. But to 
distinguish between the two, forms of different colours are generally used. The 
materials returned note is prepared in duplicate. One copy is retained by the 
department returning the material and the other copy is kept by the storekeeper who 
gets it along with the material returned. The materials returned note is forwarded to 
the costing office where the necessary credit for value of materials returned is given 
to the particular job. 

Transfer of materials: Sometimes excess materials in relation to a job or work order 
may become useful to another job. In such a case, a material transfer note should be 
prepared transferring the material from one job to another. This obviates the need to 
return the excess materials to stores and draw the same again. 

You should note that the direct transfer of material from one job to another is 
undesirable and should be discouraged as far as possible. It is, however, justified 
when an urgent job has to be completed and it is necessary to appropriate the surplus 
materials in order to avoid the delay which may be caused if the normal routine of 
returning the material to stores and then getting them reissued is followed. But, all 
such transfer of materials must be accompanied by a Materials Transfer Note which 
is signed by the foreman of the sending and receiving dcpartments and forwarded to 
the costing office where the necessary adjustments shall be made in the respective job 
accounts. If a transfer of the material is made without the knowledge of thc costing 
office, it will result in excess debit to one job and lower debit to another. As such the 
true costs of jobs cannot be ascertained and cost comparison would be misleading. 

Check Your Progress C 
1) Fill in the blanks in the following. 

i) ......... items should be stored as near as possible to the department requiririg 
them. 

ii) Materials should be issued by the storekeeper against ......... 
iii) A list of all materials and parts required for a particular job is called ......... 
iv) ......... is a document which records the return of unused materials. 

v) .... :.... is a.document dn which is recorded the transfer of materials from one 
job or department to another. 

2) List any three hnctions of store keeping. 

UP 3.6 LET US S 

Procurement, Storage and 
Issue 

Materials are divided into two broad categories: direct and indirect. Direct materials 
can be easily identified with the finished product whereas indirect materials cannot be 



Materials end Labour so identified. However, sometimes materials of small value, though forming part of 
the finished product are treated as indirect for the sake of simplicity. 

Since materials constitute an important part of the cost of production, itis important 
to keep a proper wntrol over them from the time orders for materials are placed 

- with the suppliers until they have k e n  consumed. Proper control over material can 
make a s i m c a n t  contribution to tht efficiency of business. Materials control 
involves the wntrol over the procurement, storage and usage of materials. 

The responsibility for the purchase of materials is entrusted to a separate purchase 
department under the charge of. a purchase manager. The purchase function may be 
centralised or decentralised. Centralised buying is decidedly better than the 
decentralised buying due to relative merits of the former over the latter. However, 
neither of them can be considered as wholly satisfactory in the case of all types of 
concerns; ' h e  purchase departmerit adopts a standard procedure for the purchase of 
materials. It involves (i) receivihg purchase requisition (ii) inviting quotations (iii) 
(iii) selecting the supplier, (iv) placing the order, (v) receiving<he materials and 
transferring them to stores, and (vi) passing bills for payment. 

Storage is the art of preserving raw materials and finished goods in the stores in the 
best possible manner. The stores department should be located as near as possible to 
the goods receiving department. It should have facilities for the storage of all types of 
goods in such a manner so as to avoid the possibility of loss in storage. Tbe issue of 
materials from stores should be on the basis of properly authorised materials 
requisition slip. Surplus materials issued to a job may either be returned to stores or 
transferred to some other job where the same materials are required. Accordingly, 
the shop will prepare the materials returned note or the materials transfer note. 

3.7 KEY WORDS 

Bill of Materials : A standard list of materials and components requi~cd for a 
particular work order. 

Centralised Purchasing : Purchase of materials by a specialised department. 

Decentralised purchasing : Purchases to be made by individual departments. 

Goods Received Note : A document prepared by the receiving department on 
receipt of materials. 

Lay-out of Stores : Internal arrangement or placement of materials inside the stores. 

Material Control : Regulating the functions of procurement, storage and usage of 
materials in such a way as to maintain an even flow of materials to production and 
avoid excessive investment in stock of materials. 

 ater rials Returned Note : A document used for the return of excess materials to 
the stores. 

Materials Requisition Slip : A document on the basis of which materials are issued 
by the storekeeper. 

Materials Transfer Note : A document used for the transfer of materials from one 
job to another. 

Purchase Order : A request made by the puichaser to a supplier to dcliver certain 
goods of requisite quality and quantity at the terms and conditions agreed upon. 

Purchqse Requisition Slip : A document requesting the purchasing department to 
_ purchase certain materials. 

Storekeeping : Function of maintaining stores. 

3.8 ANSWERS TO CHECK YOUR PROGRESfi 

A 1 i) a ii) b iii) a iv) d . . 



B 1 i) False ii) False iii)-True iv) True v) False Procuren~ent, Storage and 
Issue 

C 1 i) Bulky 
ii) Materials Requisition 
iii) Bill of Materials 
iv) Materials Returned Note 
v) Materials Transfer Note 

mAL QUESTIONS 

1) What do you understand by direct material and indirect material? Give 
examples. 

2) What do you understand by materials control? Give its main objectives. 

1 3) What are the important requirements of an efficient system of material control? 

1 4) Distinguish between centralised purchasing and decentrdlised purchasing. 

5) Outline the routine for the purchase and receipt of stores noting the important 
documents involved. 

6) What is a Goods Received Note? Give its specimen form and state the purpose it 
serves. 

~ 7) Describe the functions of the stores department. 
I 

8) State the procedure for the issue of materials. 

9 )  State the documents used in connect.ion with receipt, issue, transfer and return of 
materials from production to stores. 

I 

I 10) Under what circumstances should surplus material be t ransfe~~ed to.another job? 

1 Note: These questions will help you to understand the unit better. Try to 
I write answers for them. But do not submit your answers to the I 

University. .These arc for your practice only. 
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After studying this unit, you should be able to: 
define the term inventory control and List its objectives 

e enumerate the various techniques of inventory control 
e explain the various stock levels, and the methods of their calculation 
9 define the term ordering quantity and list the factors on which it depends 
r explain the record maintained by the store keeper and the costing department 
e define perpetual inventory system and explain its advantages 
e determine the stock turnover ratio to determine the fast and slow moving stocks. 

4.1 INTRODUCTION 

You have learnt that inventories constitute a significant part of the total production 
cost of a product. An inadequate stock of inventory leads to holding up of 
production thereby leading to customer dissatisfaction, loss of revenue etc. Excessive 
investment in inventory, on the other hand,leads to locking up of capilal results in 
losses due to deterioration and obsolescence of products. Thus, control of inventory 
will go a long way in reducing the cost of production and improving the profitability 
of a concern. In this unit you will study the various methods by which a firm exercises 
proper control over inventories and avoids losses arising from understocking and 
overstocking of materials. 

4.2 NIEANING AND OBJECTIVES OF INVENTORY 
CONTROL. 

4..2.1 Meaning 
Inventory control includes control over raw materials, stores supplies, space parts, . 

* partly finished goods and finished goods. It is a system which ensures the required 
quantity of inventories of the required quality, at the required time and with the 
minimum amount of capital. The function of inventory turnover is to obtain 
maximum iaventory turnover with sufficient stock to meet all requirements. The 
quantum of inventory to be kept is decided after taking into consideration the 
availability of finance, the quantum of discount allowed, the cost of storage and 
storage space available etc. 1 

- .  



4.2.2 Objectives 
-1e main objectives of inventory control are as follows: 

i) To provide continuous flow of inventory for efficient and uninterrupted flow of 
production , 

ii) To  avoid excessive investment in inventory and consequently reducing carrying 
costs 

@) To keep ,surplus and obsolete items to the minimum 

iv) To relieve. the management in taking inventory decisions for various items of 
inventory from time to time. 

The following are the common techniques of inventory control: 

1) ABC analysis 

2) Setting of various stock levels 

3) Economic order quantity 

4) Use of perpetual inventory records and continuous stock verification 

1 5) Use 6f control ratios and review of slow and non-moving items. 

' 4.3.1 ABC Analysis 
, 

For the purpose of exercising selective control over matcrials, manufacturing 
concerns find it useful to divide materials into three categories. An analysis of the 
annual consumption of materials of any organisation would indicate that a handful to 
top high value items (less than 10 per cent of the total nufnber) will account for a 
substantial portion of about 70 per cent of total consumption value. Similarly, a large 
.number bottom items (over 70 per cent of the total number of items) account for 
only about 10 per cent of the consumption value. Between these two extremes will 
fall those items the percentage number of which is more or legs equal to their 
consumption value. Items in the top category are treated as 'A' items, items in the 
bottom category are called as 'C' category items and the items that lie between the 
top and the bottom are called 'By category items. Such an analysis of materials is 
known as 'ABC analysis' or 'Proportional parts value analysis'. 

The logic behind this kind of anlaysis is that the management should study each item 
of stock in terms of its usage, lead time, technical or other problems and ils relative 
money value in the total investmcnt in inventories. Critical kc., high value items 
deserve very close attention and low value items need tn be devoted minimum 
expense and effort in the task of controlling iventories. 

The material manager by concentrating on 'A' class-items is able to control 
inventories and show visiblc results in a short span of time. By controlling 'A' items 
and do~ng a proper inventory analysis, obsolete stocks are automatically pinpointcd. 
ABC analysis also helps in reducing the clerical costs and results in better planning 

. and improved inventory turnover. ABC analysis has to be resorted to because equal 
attention to A, B and C items will not be worthwhile and would be very expensive. 

. . The following steps will explain to you the classification of the items into A, R and C 
categories. 

1 I I) Calculate the unit cost and the usage of each material over a given period. 

1 1 2) Multiply the unit cost by the estimated usage to obtain the net value. 

3) List out all the items by rupee annual issues and arrange them in the descending 1 value. 

a 
1 4) Accumulate value and add up number of items and calculate percentage on total 

i inventory in value and in number. 

4 
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Materials and Labour 
- 

5) Draw a curve of percentage items and percentage value. 

6) Mark off from the curve the rational limits of A,B and C categories. 

The graphical representation of ABC analysis is shown in Figure 4.1. 

0 ll l rX,  30% 

Percenl:~gt ul to t i l l  Qul ln t~ ty  

Figure 4.1: ABC Analysis 

Check Your Progress A 
1) Indicate whether the following statements are True cr  ~alse :  

i) In ABC analysis 'A' group of items consist of those inaterials 
............. the vlaue of which is not high but which are used in large quantities 

ii) ABC analysis is based on the principle of management by 
exception. ................ 

2) Define Inventory Control. 

3) List the main objects of inventory control. 

............................................................................................................................................. 

4.3.2. Stock Levels 
You know that the maintenance of proper stock of each item of stores is one of the 
main functions of stores department. If large quantity of stores is maintained it would 
lead to huge investment, large space coverage, dangers of deterioration in quality, 
etc. On the other hand, less stock will result in frequent purchases, higher costs, loss 
of production etc. It implies that there is always a limit to the minimum and 
maximum quantity of materials in stores. 



In order to ensure that the optimum quantity of material is purchased and stored, Inventory Control 

neither more nor less, the storekee+r applies scientific technique of material 
management. Fixation of certain levels for each item of materials is one of such 
techniques. The following levels are generally fixed: 

1) Minimum stock level 
2) Maximum stock level 
3) Re-ordering level 
4) Danger level 

Re-ordering level 
You should know the level at which the storekeeper will initiate the requisition for 
the purchase of materials for fresh supplies. This level is referred to as 're-order level' 
or 'ordering level'. This level normally lies between the maximum and minimum 
stock level. This level will usually be higher than the minimum stock level to cover 
for emergencies as abnormal usage of material or unexpected delay in delivery of 
fresh supplies. The fixation of this level normally takes into consideration the lead 

'time (period of supply or re-order period), rate of consumption and the economic 
ordering quantity. 

Re-ordering level can be calculated according to any one of the following formulas: 

Re-order level 

Re-order level 

= Maximum consumption X Maximum 
re-order period 

OR ' 

= Minimum level + consumption during 
the time required to get fresh deliveries 

The following illustrations 1 and 2 will explain to you the calculation of the re-order 
' level. 

, Illustration~l 
Calculate the re-order level from the following information: 

; Maximum consumption -- 400 units per week 

,I Minimum consumption - 250 units per week 

Re-order period - 4 to 6 weeks 

Solution 
Re-order level = Maximum consumption X Maximum 

re-order period 
= 400 X 6 - 2,400 units 

Illustration 2 
Find out the order level from the following information: 
Maximum stock - 2,500 units 

Minimum stock - 1,000 units 

Time required for receiving the material a 10 days 

I Daily consumption, of material .- 50 units 

Solution 
' Re-order level -- Minimum stock level + consumption 

during the period required for fresh 
delivery - 1,000 + 50 X 10 

= 1,000 + 500 - 1,500 units 

Minimum Stock level 
Minimum stock level points to the level of an .item of material below which the stock 
in hand is not normally allowed to fall. In other words, it refers to the minimum 
quantity of a particular item of materials which must be kept in stores at all times. 2 1 

b 



Materials and Labour' This limit is fixed so as to avoid the possibility of suspension of production due to . 
shortage of material. In fixing this level the following important factors, among others 
are taken into consideration: 

i) . Lead tirne i.e., time lag between indenting and receiving of material 

.ii) Rate of consumption of material during the lead tirne 

iii) Re-order level 

Minimum stock level can be determined by applying the following formula: 

Minimum'stock level = Re-order level-(Normal 
consumption X Normal re-order 
period) 

Illustraion 3 will explain to you the calculation of the minimum stock level. 

Illustration 3 
Calculate the minimum stock level from the fallowing ddta: 

Net normal consumption = 400 units ,per week 

Normal re-order period = 5 weeks 

Re-order level = 3,500 units 

Minimum stock level = Re-order level-(Normal~consumption x 
Normal re-order period) " 

'y 3,500 - (400x5) 

= 3,500 - 2.000 = 1,500 units a 

Maximum stock level 
It is that quantity of material above which the stock of any item should not be 
allowed to exceed. The main object of fixing the maximum stock level is to avoid 
undue investment in stock and to use the working capital in a proper way. 

Maximum stock level is fixed by taking into consideration the following factors: 

I )  Amount of working capital available 

2) Normal rate of consumption of materials during the lead time 

3) Time necessary to obtain deliveries 

4) Availability of storage space 

5 )  Economic ordering quantity 

6) Cost of carrying the inventory 
I a 

7) Possibility of loss due to evaporation, deterioration etc. 

8) Extent to which price fluctuations may b,e important. 

9) Possibility of change in fashion, habit etc., which may necessitate the change in 
the specification of materials 

10) Incidence of insurance costs which may be important for some materials. 

The following formula is generally used for the calculation of mximum stock level. 

Maximum stock level = Re-order level + Re-order 
, .  quantity-(Minimum consumption X 

Minimum re-order period) 
I 

Danger level 
' This is generally a level below the minimum level. When stock reaches this level, 

urgent action is needed for replcnishrnent of stock. If no emergency steps are taken 
to restock the materials, the stores will be complet'ely exhausted and normal 
production stopped. A t  this level no further issues are made by the storekeeper 
except on special requisition approved by the works manager. The level is generally 
calculated by taking into account the time required to get the materials by the 



quickest possible means of transport i.e., minimum time required for obtaining 
supplies from any possible source. It is calculated as follows: 

= Average consumption X Maximum 
re-order period for emergency 
purchases 

Inventory Control 

Average stock level 
Average stock level is usually calculated with the help of the following formula: 

1(~inimum stock level + ~ - u m  stock level) 
2 

Depending upon the availability ;f information average stock level cah also be 
calculated as follows: 

1 1 

Average stock-level = Minimum stock level + 2 Re-order 
quantity 

Illustration 4 will explain to you the calculation of the various stock levels. 

1 Illustration 4 
1 From the foUowing information, calculate: 

/ b) Minimum stock level 

I c) Maximum stock level 
I 

Re-order quantity , - - 30,OO'O units 

I Time required for delivery = 2-4 months 

1 Maximum consumption = 8,000 units per month 

Normal consumption 5,000 units per month 

Minimum consumption = 3,000 units per month 

Solution 
a) Re-ordering level 

= Maximum consumption X Maximum re-order period 
= 8,000 X 4 = 32,900 units 

b) Minimum stock level 
= Re-order level-(Normal consumption X Normal re-order period) 
= 32,000 - (5,000 X 3) 
+= 32,000 - 15,000 = 17,000 units 

NOTE: Normal re-order period = = 3 months 

c) Maximum stock level 
= Re-order level -I- Re-order quantity-(Minimum consumption X Minimum 

re-order period) 
= 32,000 + 30,000 - (3,000 X 2) 
= 32,000 + 30,000 - 6,000 
= 62,000 - 6,000 - 56,000 units 

4.3.3 Re-Order Quantity . 

It is helpful to determine in advance to how much should the storekeeper buy when 
.the stock reaches the re-order level. This quantity is known as 're-order quantity' 
(ROQ). The quantity ordered must be such that when the same is received the stock 
level will not exceed the maximum stock to be carried at any point of time. 

The re-order quantity is also referred to as the economic order quantity. It is called 
'economic order qugntity' (EOQ) because the purchase of this size of materials is 
most economical. Purchase of material larger than the economic order quantity of 
material will result in increase in' the carrying cost. If on the other hand small - 
quantities of materials are purchased at frequent intervals the ordering cost will 
increase and will lead. to disruption in the production dbe t o  inadequate inventory. 
The economic order quantity is fixed at such a level as to minimise the cost of 

-- 



Materials and Labour ordering and carrying the stock. It is the size of the order which produces the lowest 
cost of material ordered. 

Carrying cost includes the interest on investment,obsolescence losses, space costs, 
storage charges such as warehouse rent, insurance, heating and lighting expenses on .-, 
stores staff, pilferage, breakage etc. The cost of ordering is independent of the size of ' 

the order and includes-rnsptsdue to extra purchasing, handling and transportation \ 
costs, higher price due to small'o~der quantities, frequent stock outs, resulting in 
disruption of production schedules, overtime and extra set up time, loss of sales and i 

customer goodwill etc. 

The economic order quantity can be calculated by making use of the following 
formula: 

2UO 
EOQ = J-T-" 
where EOQ = Economic order quantity 

U = Annual usage in units 
0 = Cost of placing one order including the cost of receiving the 

goods 
I = Cost of carrying one unit of inventory for one year 

Diagram representing the konomic Order Quantity is shown in Figure 4.2 

+Units -+ 
Figure 4.2: Economic Order Quantity 

Assumptions in the calculation of economic order quantity 
The calculation of economic order quantity is subject to the following conditions: 

1) The quantity of the item to be consunled during a particular period is known. 

2) Cost per unit is known and is constant. Further quantity discounts are not 
involved 

3) Ordering cost and carrying cost are known. They are fixed per unit and will 
remain the same throughout 

4) Quantity ordered is delivered immediately. The following illustration will explain 
- to you the calculation of economic order quantity. 

Illustration 5 
From the following particulars calculate the economic order quantity 

' Annual usage = 6,000 units , 

Cost of the material per unit - Rs. 2.50 

Cost of placing and receiving one order = Rs. 15.00 -. 

Annual carrying cost of one unit = 20% of inventory value 



Solution 
Economic order quantity 

U = 6,000 units 

Inventory Control 

0 -. Rs. 15.00 per unit 

I = 20% of Rs. 2.50 to Rs. 0.50 

Substituting the values in the above formula 

EOQ = 1- 
0.50 

= 600 units 

Check Your Progress B 
1) Indicate whether the following statements are True or False: . 

i) When maximum stock level is fixed, the 
stock in hand should never exceed this level. ................. 

ii) Re-ordering level is always fixed some where 
between maximum and minimum stock levels. ................. 

iii) Minimum stock'level is the level of materials 
at which a new order for material is to be placed. 

iv) Economic order quantity is the reorder quantity. ................. 
. -. 

2) How do you compute average stock level? 

............................................................................................................................................. 

............................................................................................................................................. , 

; > 

' 3) ~ i s t ' t he  assumptions made while fixing the re-order iuantity. 
I 

4.3.4 Stores Records 
. In order to exercise 1;roper control over materials, it is necessary to record the 

physical movement of every item of materials. One of the main functions of the 
storekeeper is to maintain records for receipts, issues and balances of various items of 
materials. Bin card and stores ledger are the two~important stores records that are 
generally kept for making a record of the various items of stores. 

Bin Card 
A bin card provide? a quantitative record of the receipts issues and balance of 
material. A bin is a place where the goods are stored. A bin may be a shelf, an 
almirah, open space etc. depending upon the nature of .the commodity. These cards 
are usuallyattached to or place near the bin so that receipts and the issues may be 
entered therein as soon as they take place. Separate bin cards are prepared for each 
item of stores and if two different materials are kept in one almirah,.two bin cards 
one for each item are prepared, treating the almirah as two bins. 

The bin card provides a continuous record of thebsiock in each bin and assist the 
storekeeper to control the stock. For each material the m&um stocks to be held , 
are noted on the card. Where the materials are ~f a kind requiring advance ordering, - 



Materials and Labour an ordering level is also indicated therein so that fresh supplies may be o~dered 
before theminimum is reached. These cards also provide-an independent check on 
the stores ledger. 

In large organisations, the storekeeper also maintains 'store control cards' which are . 

similar to bin.cards and are kept by him close at hand. This obviates the difficulty of ' 
going to bins for obtaining the necessary information as and when required. 

A specimen of the bin card is given in Figure 4.3. 

Figure 4.3 : Specimen of Bin Card 

BIN CARD 

.......... ........................... Name .. 
Description .............................. .,. 
Bin No. ...................................... 
Location code ............................. 

......................... Stores ledger folio 

....... ................................. Maximum level ..; 

..... ................................ Minimum level ...:.... 
............................................ Ordering level 

Re-order quantity .................................... ..... 
Unit ............................................................ 

Stores ledger is generally maintained in the form of loose leaf cards. These cards 
should be serially numbered to obviate the risk of removal or loss. 

A specimen of the stores ledger is given in Figure 4.4. 

I Figure 4.4: Specimen of Stores Ledger 

i STORES LEDGER 
ABC CO. Ltd. I 

Receipts 

........ .......................... 
8 ,  

Name .. Maximum level ....................... .. ............. 
................................. Description Minimum level ............................................ 

I , _  Location code' ........................... Ordering level ........................................... 
I , I  Re-order quantity .............................. .. ....... 

, . 
, , #  . . Unit ............ ; ..................................... .:., .... 

Stores ledger I 

This ledger is kept in the costing department and is identical with the bin card except 
that the receipts, issues and balances are shown along with their money values. i 
Stores ledger contains an account for each class of material and facilitates 
ascertainment of all details relating to the material in minimum time. It provides a 
continuous record of stores received and issued and discloses the balance in hand at 
any time both in quantity and value. It thus furnishes management with a perpetual 
inventory. 

Date 

Issues Balance 

Quantity G. R. No. Date Qty. Req. No. 

Audit 

Qty. Date Initials 



Bin Card Stores Ledger 
I 

1 Bin Card is not an  
accounting record 

1 Stores ledger is the basic 
accounting record. 

2 It is a record of quantity only 2 It is a record of both quantity 
and value 

1 3 It is kept inside the stores 1 3 It is kept outside the stores . 
4 It is maintained by the storekeeper 4 It is maintained by the 

costing department 

5 Each transaction is 5 Transaction may be posted 
Individually posted Periodically and in total. 

It should be noted that documents like goods received note, materials requisition slip, 
materials keturned note, etc. also form part of stores records. 

I Check Your Progress C 

j 
1) Fill in the blanks. 

~ i) Stores ledger is maintained in the ................. 
I ~ ii) Bin Card is a record of only. ................. 
I ................. 1 iii) Bin Card is maintained by 

I iv) Quantities of materials on hand as shown by bin cards should agree with 
quantities actually on ................. 

~ 
2) Indicate whether the following statements are True or False: 

' 

i) Bin Card shows the quantity and value of 
.................. material at any moment of time 

1 ii) Bin cards are not a part of accounting~ecords ................. 
iii) The bin card and stores ledger are written up 

................. with the help of same basic documents 

iv) Stores control card is used as an alternative 
................. to bin card. 

v) Documents like materials requisitidn and goods 
received note also for& part of stores records 

4.3.5 Perpetual Inventory System 
In order to facilitate regular checking and to obviate closing down of work for stock 
taking, a method of recording stores balances after each receipt and issues, is 
adopted. This method is known as perpetual inventory system. Bin cards and the 
stores ledger help the management in maintaining this system as they make a record 
of the physical movements of the stock on the receipts hnd issues of materials and 
also reflect the balance in the stores. To ensure the accuracy uf perpetual inventory 
records, physical verification of stores is made by a programme of continuous 
stock taking. 

\ 

It is advisable that a number of items should be counted and checked daily or at 
frequent intervals and compared with the bin cards or stores ledger. 

The actual stock of material should not differ from the recorded stock under normal 
' circumstances. However, differences do arise on account of the following reasons 

which may be classified as unavoidable and avoidable causes. 

The usual unavoidable causes are: 

i) Shrinkage and evaporation 

ii) Climatic conditions causing deterioration, e.g., absorption of moisture, etc. 



Mmtehls and Labour iii) Losses arising out of breaking up bulk material as in case of sawing wood. 

iv) Losses due to accident, fire, etc. 

The avoidable causes are: 

i) h r s  in posting or calculation of receipts, issues or balances on bin cards or on 
stores ledger. 

ii) Pilferages and breakages 

iii) Entering transactions in the wrong bin card or in wrong stores ledger. 

Advantages 
The following are the advantages of the perpetual inventory method : 

1) It is possible to prepare monthly and quarterly profit and loss statements and 
balance sheet without physical inventory being taken for all the items. This is 
possible because the figure of the closhg stock can be taken from the bin cards 
or the stores ledger. 

s 2) It obviates the necessity for physical checking of all items of stores at the end of 
the year and thereby avoids dislocation of production. 

3) Actual stock can be compared with the authorised maximum and minimum 
levels, thus keeping the stock within the prescribed limits. The disadvantages of 
excess stock q e  avoided and capital tied up in stores material cannot exceed the 
target. 

4) The method has a moral effect on the staff, makes them disciplined and careful 
and acts as a check against dishonest actions. 

5) As the work or recording and continuous stock taking is carried out 
systematically and without undue haste, the figures are more reliable. 

h 

6) Dicrepancies and errors are protnrtly discovered and remedial action can be ', 
taken to prevent the+ reoccurrence in the future. 

7) A detailed and more reliable check on the stores is obtained. 

8) Stock figures are available for insurance purposes. 

9) It reveals the existence of surplus, obsolate and slow moving material and hence 
remedial action can be taken. 

10) A system of internal check remains in operation. Bin card and stores ledger act 
as a cross check on each other. As such the errors are detected as and when they 
are committed. 

4.3.6 Inventory Turnover Ratio 
It is one of the techniques for exercising control over inventory. The ratio expresses 
the relationship between the cost of the material consumed to the average inventory ' 

held during that period. The ratio is calculated as follows: 
Cost of material consumed during the period 

Inventory turnover ratio Cost of average stock held during the period 

' Average stock can be calculated by adding opening and closing stocks and then 
dividing it by two. 

I Opening stock + Closing stock 
Average Stock = - 2 
The inventory turpover ratio indicates the index of the efficienk or inefficiency 
with whicb inventories are maintained. It is in the best interest of the organisation 
to compare the turnover of different types and grades of material as a measure of 

.detecting stock which does not move regularly thereby minimising capital or 
investment in undesirable stock. A low ratio indicates bad buying, accumulation of 
obsolete stock, carrying of too much stock etc. On the other hand a high ratio is an 
indicator of fast moving stock and less investment in stock. 

Illustration 6 will explain to you the ca1cu)ation of inventory turnover ratio and 
28 . indicate the period for which the average inventory is held. 



illustration 6 
Calculate the inventory turnover ratio for the year 1989 from the following 
information and express the same in number of days the average inventory is 
consumed for each material and comment on the purchasing procedure. , 

Opening stock 

Purchases during the period 

Closing stock 

Material X Material Y 
Rs. Rs. 

Solution 

Material X Material Y 

Cost of material consumed 
opening stock 

Add purchases 

Less closing stock 20,000 40,000 

3,0'0,000 1,00,000 

Average stock 
opening stock 

Closing stock 

Average stock 

20,000 40,000 
60 000 1 00 000 = > = Rs. 30,000 ' = Rs. 50,000 

Inventory turnover ratio 

Cost of ~ o o d s  sold 
Average inventory 

3 00 000 1 00 000 
= j0,io0 = 10 times jO,i)OO = 2 times 

Thus material X is fast moving and material Y is slow moving. Stock level of material 
Y may be refixed considering the turnover ratio and purchases of this time may be 
reduced. 

Check Your Progress D 

1) Fill in the blanks. 

i) A method of recording stores balances after cvcry receipt and issue to 
facilitate regular checking and to obviate the closing down for stock taking is 
know as .................. 

ii) The two perpetual inventory records are .................. 
iii) Perpetual inventory system acts a ................. on staff in the stores. 

iv) Physical verification of stores undcr perpetual invcntory.system is 
called .................. 

V) Difference in. actual stock and recorded stock arisesbn account of 
................. ................. some causcs and causes. 

2) What is the purpose of calculating inventory turnover rate? 

Inventory Control 



Materials and Labour 
4.4 LET US S 
Inventory control is a system which ensures the required quantities of inventories in 
stores so that materials are available at the required time and with the minimum 
amount of investment. 4 proper control over inventory goes a long way in reducing 
the cost of production and improving :he profitability of concern. 

Some of the common techniques of inventory control are (i) ABC analysis (ii) Setting 
of various stock levels, (iii) Economic order quantity (iv) Us6 of perpetual inventory 
records and continuous stock verification (v) Use of control ratios and review of slow 
and non-moving stock. 

Under the ABC analysis, the material manager by concentrating on 'A' class items is 
able to control inventories and show visible results in a short span of time. ABC 
analysis helps in reducing clerical cost and results in better planning and improved 
inventory turnover. 

Fixation of various stock levels for each item of material is one of the scientific 
techniques of material management, and helps to ensure that optimum quantity of 
material is purchased, and stored neither more nor less. 

The fixation of economic order quantity helps in the determination of the quantity of 
material for which order should be placed when the stock reaches the re-order level. 
The economic order quantity is fixed at a level wliich minimises the cost of ordering 
and canying the stock. 

The perpetual inventory control system is a method of recording stores balances after 
each receipt and issue, to facilitate regular checkhg and to obviate closing d o h . o f  
work for stock taking. 

lnventory turnover ratio expresses the relationship between the cost of the material 
consumed to the average inventory held during that period. The number of times an 
inventory is used within a particular period is a good measure of the efficiency of 
material control and material utilisation. Thus knowing the turnover of different 
items it is possible to avoid keeping capital locked up in undesirable stocks. 

4.5 KEY WORDS 

Inventory control: A system which ensures the provision of the required quantity of 
inventories of the required quality at the required time with the minimum amount of 
investment. 

ABC analysis: A system of stock control based on the annual consumptidn vaipe. 

Maximum level: It represents the maximum quantity above which stock should not 
be held at any time. 

Minimum level: It represents the minimum quantity of stock that should be held at 
all times. 

Danger level: Normal issues of stock are usually stopped at thislevel and made only 
under specific instructions. 

Ordering level: The level of stock at which indents should be placed for replenishing 
stocks. 

Re-order quantity: It is the quantity to be ordered when the stock reach the 
re-order level. It is also called economic order quantity. 

Lead time: Time lag between the indenting and receipt of material. It is also called 
re-order period. 

Carrying cost: Cost of holding the material in the stores. 

Ordering cost: Cost of placing an order for the purchase of materials. . 

Bin card: Is a card which provides a continuous record of the receipt, issues and 
balance of each item of materials. 

Stores ledger: A record kept in the costing department which contains information 
.. 



regarding r-ipts, issues and balance of each item of material along with their money 
values. 

Perpetual inventor. ' system: A system of ascertaining current balance after 
recording every receipt and issues of materials through stock records. 

Stock hutnover ratio: Ratio of the value of material consumed during a period to the 
average value of inventory during the period. 

4.6 ANSWERS TO CHECK YOLTR PRBBGPUESS 

A 1 i) False ii) True 

B 1 ' i) True ii) True iii) False iv) True 

C 1 i) Cost Accounting Department ii) quantitites iii) storekeeper iv) hand 

2 i) False ii) True iii) True iv) False v) True 

D 1 i) perpetual inventory system ii) bin card and stores ledger iii) moral check 
iv) continuous stock taking v) avoidable, unavoidable 

Questions 

1) What do you understand by inventory control? What are its objectives? 

2) What do you understand by ABC analysis'? How is lhc cvntrol of stores items 
effected through ABC analysis? 

3) Explain the terms minimum level, maximum level, and ordering level of stock, 
What are the factors that govern the fixation of these levels. 

1 4) What is economic order quantity? How is it calculated'? 

I 5)  What is a bin card? Give its specimen form and discuss its utility. 

1 6) What is meant by perpetual inventory control system. Describe its advantages. 

7 )  What is meant by invenlory turnover? Discuss the importance of inventory 
turnover ratio in the control of inventory. 

Exercises 

I I )  Two components A and B are used as follows: 

I Normal usage 50 per week each 

I Minilnu111 usage 25 per week each 

I Maximum usage 75 per week each 

I Re-order quantity A 300 B 500 

1 Rc-order period A 4 to 6 weeks, B 2 to 4 weeks 

1 Calculate for each component 

1 a) Re-order level b) Minimum level c) Maximum level. 
I 
I (Answer: A a) 450 units b) 200 units c) 650 units 

B a) 300 units b) 150 units c) 750 units 

/ 2) Calculate economic ordering quantity from the following particulars: 

1 Annual usage 6,000 units 

1 Cost of material per unit Rs. 20.00 

Cost of placing and receiving 
one order' Rs. 60.00 

Annual carrying cog of one ullit I 1 0 ' ~ e r  cent of inventory value 

(Answer 600 units) 

Inventory Control 



Materials and Labour 3) From the following data for an accounting year calculate the inventory turnover 
and express the same in number of days the average inventory is consumed for 
each material 

Material X Material Y 
Rs. Rs . 

Opening stock 

Purchases during the year 

Closing stock 

(Answer: ~nventory turnover ratio X = 7 tinies Y = 3 times 
Number of days average inventory is consumed X = 52 days, 
Y = 122 days) 

Note: These questions will help you to understand the unit better. Try to write 
answers for them. But do not send your answers to the University. 
These are for your practice only. 



IT 5 P M C ~ G  ISSUE OF , 

MATERIALS 

Structure 

Objectives 
Introduction 
Ascertaining the Cost of Materials 
Problem in Pricing the Issue of Materials 
Methods of Pricing 
5.4.1 First in First Out Method 
5.4.2 Last in First Out Method 
5.4.3 Weighted Average Price Method 
5.4.4 Pricing of Materials Returned to Vendors 
5.4.5 Pricing of Materials Returned to Stores 
5.4.6 .Treatment of Shortage of Materials 

Let Us Sum Up 
Key Words 
Answers to Check your Progress 
Terminal Questions/Exercises 

5.0 OBJECTIVES 

After studying this unit you should be able to: 
e ascertain the cost of materials issued for production 
e identify the problems associated with pricing the issue of materials 
e list the various methods of pricing ,- 

assess the pros and cons of FIFO, LIFO and weighted average methods of pricing 
e prepare the stores ledger under FIFO, LIFO and weighted average ,methods. 

You have learnt that the stores ledger is one of the important store records which is 
maintained by the costing department and that in addition to  quantities it also 
records the prices at  which the materials have been received and issued. As for the 
receipts of materials, they may be recorded at prices at-which they are purchased 
after making necessary adjustment for discounts, transportation charges, cost of 
containers, etc. But, when it comes to the issues of materials, the problem arises with 
regard to the price at which each issue should be recorded becahse different 
consignments of materials might have been purchased at different prices. For this 
purpose, accountants have developed a number of methods based on various 
materials flow assumptions. In this uniit, you will learn about these methods of pricing 
the issue of materials and also the preparation of stores ledger account according to  
some of the prominent methods. 

5.2 ASCERTAINING TIHE COST OF MlAl"EXULS 

The basic document used for ascertaining the cost of materials received is invoice. It 
contains the basic price as well as thje items like discount, freight, insurance, sales tax, 
cost of containers, etc. Theorganisation also incurs some expenditure of cartage, 
receiving, inspectingand storage of materials. Now the question arises as to which of 
these items should be taken into ac:coun& in arriving at the cost of materials. Let us 
discuss them one by one. 

Cash biscount: Cish discount re,presents an allowaqce made by the supplier if the 
uayments of bills are made within the spec:ified period. Opinions differ as regards the 



Materials and Labour 3) From the following data for an accounting year calculate the inventory turnover 
and express the same in number of days the average inventory is consumed for 
each material 

Opening st&k 

Material X Material Y 
Rs. Rs. 

Purchases during the year 5,200 4,600 

Clasing stock 600 1,600 

(Answer: Inventory turnover ratio X = 7 tinies Y =: 3 times 
Number of days average inventory is consumed X = 52 days, 
Y .- 122 days) 

Note: These questions will help you to understand the unit better. Try to write 
answers for them. But do not send your answers to the University. 
These are for your practice only. 



PNCmG THE ISSUE OF 
MAT LS 

Structure 

Objectives 
Introduction 
Ascertaining the Cost of Materials 
Problem in Pricing the Issue of Materials 
Methods of Pricing 
5.4.1 First in First Out Method 
5.4.2 Last in First Out Method 
5.4.3 Weighted Average Price Method 
5.4.4 Pricing of Materials Returned to Vendors 
5.4.5 Pricing of Materials Returned to Stores 
5.4.6 Trcarment of Shortage of Materials 

Let Us Sum Up 
Key Words 
Answers to Check your Progress 
Terminal Questions/Exercises 

After studying this unit you should be able to: 
a ascertain the cost of materials issued for production 
a identify the problems associated with pricing the issue of materials 
a list the various methods of pricing , 
a assess the pros and cons of FIFO, LIFO and weighted average methods of pricing 

prepare the stores ledger under FIFO, LIFO and weighted average 'methods. 

5.1 INTRQDUCTIQN 

You have learnt that the stores ledger is one of the important store records which is 
maintained by the costing department and that in addition to  quantities it also 
records the prices a t  which the materials have been received and issued. As for the 

I receipts of materials, they may be recorded at prices at.which they are purchased 
I after making necessary adjustment for discounts, transportation charges, cost of 

containers, etc. But, when it comes to the issues of materials, the problem arises with 
regard to the price at which each issue: should be recorded becahe different 
consignments of materials might have been purchased at different prices. For this 
,purpose, accountants have developed a number of methods based on various 
materials flow assumptions. In this uniit, you will learn about these methods of pricing 

1 the issue of materials and also the preparation of stores ledget account according to  

I some of the prominent methods. 

I 

5.2 ASCERTAINING TlHE COST QF MATERIALS . 

The basic document used for ascertaining the cost of materials received is invoice. It 
contains the basic price as well as the items like discount, freight, insurance, sales tax, 
cost of containers, etc. Theorganisation also incurs some expenditure of cartage, 
receiving, inspecting and storage of matc:rials. Now the question arises as to which of 
these items should be taken into acxount! in arriving at the cost of materials. Let us 
discuss them one by one. 

Cash Disconnt: Cash discount represents an allowance made by the supplier if the 
payments of bills are made within the specified period. Opinions differ as regards the 33, 



method of treatment of such discount in cost accounts. One view is that cash 
discount, being in the nature of purely a financial transaction, should be completely 
excluded from cost accounts. The other view is that if cash discount is always earned 
for prompt payments, it may be considered in finding out the final rate for materials 
in cost accounts. 

Trade Discount: Trade discount is shown in the invoice as a deduction from the 
purchase price. If the consignment consists of one item only, the entire trade discount 
is deducted from purchase price. Hence, no difficulty arises with regard to its 
treatment. If, however, the consignment consists of a number of items, the amount of 
discount should be apportioned among all the items cov~red by the consignment on 
the basis of the purchase price of each item. In any case, the net amount after 
deduction of trade discount is taken as the purchase price. 

Quantity Discount: Quantity discount is allowed as an incentive for bulk purchasing. 
The rate of discount varies with the quantity purchased. From the point of view of 
the supplier, an order for a lafge quantity reduces his selling and distribution cost. 
Thus, a part of the savings enjoyed by a supplier out of the large orders is passed on to 
the purchaser by means of quantity discount. From the point of view of the buyer, 
quantity discount is in the nature of a price reduction. Hence, the amount of discount 
may be adjusted in the same manner as the trade discount. 

Transportation Charges: Sometimes, the terms of supply provide for free delivery at 
the premises of the purchaser. In that case, the price is inclusive of the transportation 
charges. But, in most cases, the transport costs are paid by the purchaser. These. 
should be  added to the invoice price in order to arrive at the cost of materials. But, 
for the sake of convenience, the transportation charges may be regarded as an item 
of factory overheads and absorbed accordingly. 

Custom, excise duty, sales tax, etc.: As stipulated in the contracts, the supplier adds 
several items such as sales tax, excise duty, custom duty, octroi, etc. t o  the invoice 
price. These expenses should be added to the cost of purchases, if they can be 
directly allocated to the particular materials. 

Receiving, inspection, storage, material accounting and purchase department 
expenses: These expenses cannot be easily allocated to the materials. Hencz, they are 
treated as  factory overheads and recovered on the basis of the value of direct 
materials issued or as general overheads to be apportioned to the various cost-centres 
on the basis of the value of materials issued. 

Cost of Containers 
Materials are normally supplied by the suppliers in containers. They may or may not 
make a separate charge for them. Then, these containers may be either returnable or 
non-returnable. The cost of the containers can be treated in any of the following 
ways: 

a) If the supplier hhs not charged the cost of containers in which materials have 
been supplied, there is no need to add any amount in this regard to the cost of 
matepals. But, if the containers have some realisable value, the same should b e  
estimated and deducted from the cost of ma1;erials. Alternatively, it may be 
deducted from factory overheads. 

b) If the supplier has charged the cost of containers and these containers are 
non-returnable, iheir cost (minus realisable value, if any,) should be included in 
the cost by materials. 

c) Where the cost of the containers has been charged by the supplier and these 
containers can be returned to the supplier, the difference between the cost of the 
containers and the amount credited by the supplier on  the return, will be added 
to the purchase price of the materials. 

d) where the supplier agrees to give full credit for the cost of the containers charged 
,by him on their return, the cost of these containers will not be added to the 
purchase price of the materials on the assumption that the containers will be 
returned to  the supplier and the& amount recovered fully. 

Illustration 1 will explain t o  you the calculatipn of purchase price of materials. 



1 From the following invoice received from a supplier, calculate the material cost per 
Prichg the Issue of 

Materials' 

I unit: 
Quantity 

150 kgs 
100 kgs 

Particulars Rate 
Rs: 

Material x 10.00 per kg 
Material y 12.00 per kg 

Less trade discount 

Amount 
Rs. 

1,500 
- 1,200 

2,700 
90 

2,610 
Add: 

Cost of containers (capacity of each 50 kgs) 60 
Cartage and carriage 75 
Octroi duty @ 1% 27 

2,772 

I Terms 
I i) 50h cash discount for payment within a week 

ii) Return value of containers Rs.9 each 
1 

Solt~tiun 
Statement showing the calculation of material cost: 

Material x Material y 
Rs . Rs. 

lnvoice price 1,500 1,200 
Less: Trade Discount (divided in the ratio of invoice 

price i.e., 5:4) 50. 40 

1,450 1,160 

Add i) Cost of containers (divided in the ratio of 
quantity i.e., 150: 100) 

,Actual cost 60 
. Return value 45 

15 

ii) Cartage and carriage (in the ratio of quantity 
i.e. 150: 100) 

iii) Octroi duty (in the ratio of invoice price) 

Cost per kg. 

45 30 
15 12 

1,5 19 1,208 

1,519 1,208 

150 kgs. 100 kgs. 

Notes: .= Rs. 10.13 = Rs. 12.08 
I 

i) Cash discount being a financial item,has been ignored. 
I 
I ii) It has been assumed that containers have been returned. 

i 5.3 PROBLEM M PRlCING.THE ISSUE OF 
MATERIALS 

The fixation of the price at which issues of materials are to be charged to production 
is important from the point of view of ccst accoun~ing. I$ prices remain constant for a 
long time, there is little difficulty in pricing the issue of materials. But, in practice, we 
find that #he prices of materials continae to fluctuate on account of changes in the 
value of money, changes in the world commodity prices, buying from different 
sources, and differences in the quantity discounts. Hence, different consignments of 
materials may be bought at different prices during an accounting period. The 
problem, therefore, is that which of these prices should be used for pricing the 
materials issued to production from time to time. 1s it the price of the first, or the 

A second consignment or the average of the two? 



M~lterbls and Lboar  Fot example, 200 kg. of rpaterials K was bought at Rs. 30 per kg. On January 10 
and 300 kg. was bought at Rs 32 per kg. on January 16. On January 18,250 kg. 
was issued to production. Now the question arises ai to whether the 250 kg. of 
material K be charged to production at Rs.30 or Rs.32 or Rs.31, the average price. 
To  solve this problem, a number of methods based on certain materials flow 
assumptions, have been developed. You will study these methods in detail in Section 
5.4 of this unit. However, a good method of valuing material issues should satisfy the 
f~llowing conditions: 

a) The issue price should recover the cost of materials. 

b) The issue price must reflect the current market price. 

c) The issue price should not Gause any significant variation in cost from period to 
period and from job to job. 

d) The issue price should not necessitate heavy adjustments at the time of valuation 
of closing stock. 

e) It should be simple and easy to operate. 

The various methods used for the pricing of the material issues can be classified as 
follows: 

I) Actual Cost Methods 
.a) First in First out (FIFO) 

b) Last in First out (LIFO) 
c) Specific price 
d) Highest in First out (HIFO) 
e) Base stock method 

11) Average cost methods 
a) Simple average 
b) Weighted average 
c) Periodic simple average 
d) Periodic weighted average 
e) Moving simple average 
f) Moving weighted average 

111) Notional cost methods 
a) Standard price 
b) Inflated price 

IV) Market price methods 
a) Replacement price 
b) Net Realisable price 

Of the methods listed above, FIFO, LIFO and weighted average are the most 
common methods. Hence we shall discuss them here in detail. 

5.4.1 First in First Out Method 
This method assumes that materials received first are to be issued first. Under this 
method the price of the earliest consignment is taken first and when that 
consignment is exhausted, the price of the next consignment is adopted, and so on. 
In other words, when a requisition for a certain type of materials is presented to the 
storekeeper, he will apply the cost price of the first lot of materials received, provided 
the same is still on hand. If the quantity required is more than the units remaining . 
from the first lot, he uses the cost price of the second lot, then the third and fourth 
until the total quantity requisitioned is issued. This method is based on the principle 
that materials should be issued in the order of receipts and at the actual cost. 

It should be noted that the physical issue of stores need not be in the above order, as 
generally it is neither possible nor necessary to do so. This arrangement is only for 
the purpose of accounting. As the materials purchased first are charged off first, the 
value of c l w g  stock conforms, more or less, to the current market price. 



Solution , STORES LEDGER ACCOUNT 
(Under weighted average method) 

. . 

........................ ................................... Name Maximum level 

Description ......... : ................. 

Location code ......,................ 

Minimum level ........................ 

Ordering level ......................... 

.................... Re-order quantity 

Datc 1 Receipts 1 Issues 1 Balance 

G.R.N. 1 Qty. 1 Rate 1 Amount I R.S. 1 Qty. Amount Rate Amount I ze 1 Rs. 1 " I No. Rs. Rs. No. 1 Rs. I Rs. 

Jan 1 I - 
Jan. 8 

Jan. 13 

Jan. I8  

Jan. 23 

Jan. 25 

Jan. 3 1 



Mhterials and Loboilr This method is suitable in times of falling prices because the materials charge to 
production will be high while the cost of stock replacement will be low. But in case of 
rising prices, if this method is followed, the charge to production will be low leading 
to higher profits and higher tax liability. 

illustration 2 will explain to you as to how the issue of the materials are priced under 
this method. 

Illustration 2 
In a factory, the following purchase and issues were made during the month of 
Account January, 1988. Prepare the stores Ledger Account under FIFO method. 

I Date Purchases Issues 
Units Rate (RsJ 

Jan. 1 500 5.00 - 
Jan. 8 300 5.10 - 
Jan. 13 - - 600 
Jan. 18 400 5.20 - 
Jan. 23 - - 300 
Jan. 25 500 5.10 - 
Jan. 31 - - 200 

Advantages \ 

The following are the advantages of FIFO Method: 

1) It is simple to understand and easy to operate. 

2) Since materials are charged to production at actual cost, no profit or loss arises 
by reason of adopting this method. 

3) It is a good inventory management system since the oldest units are used first 
and inventory consists of latest stock. 

4) Closing stock generally represents fair valuation of stock, as it would consist of 
recent purchases of materials. 

I 

I 

I , 

[ 
I 

I 

I 

I 
I 
$ 3  

i i 
I i 3 8 

Disadvantages 
This method suffers from the following disadvantages: 

1) The number of calculations complicates the accounts if the prices of material ' 

purchased fluctuate considerably and increases the possibilities of errors. 

2) Usually more than one price has to be adopted for each issue. 

3) Comparison of one job with another may be difficult because issues to one job . 
may be charged at prices different from the other. 

4) In a fluctuating market, the effect of the current market price is not revealed in 
the cost of issues. 

5.4.2 Last in First Out Method 
Under this method, the price of the latest consignment is taken into consideration for 
pricing the issues of materials. This method is based on the assumption that materials 
received last are issued first. Thus, when a requisition is received for certaifl 
materials, the storekeeper will charge the cost price of the latest consignment. If the 
quantity required is more than the units remaining from the latest consigGent, he  
will apply the cost price of the consignment immediately preceding the last'lot and 
SO on. 

This method is suitable in.times of rising prices because the materials charged to I 

production will be higher leading to lower profits and lower tax liability. The cost of 
production will also be closer to current prices. 

Look at Illustration 3 and ske how issues of materials are priced under LIFO method. 
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Solution STORES LEDGER ACCOUNT 
(Under LIFO Method) 

.. Name ..................... .. .......... 

Description ............................ 

Location code ....................... 

........................ Maximum level 

........................ Minimum level 

Orde&g level ......................... 

.................... Re-order quantity 

Receipts Issues I Balance 



Materials and Labour Illustration 3 
Based on data given in Illustration 2, prepare the Stores Ledger Account under thc 
LIFO method. 

Advaniages 
The following are the advantages of pricing the material issues under LIFO method. 

1) It is simple and useful when transactions are few. 

2) Since issues are based on the actual cost, no profit nor loss arises by using this 
method. 

3) Production is charged at most recent prices so that cost of production reflects 
current price levels. 

4) During the period of rising prices, profits ace lowered down since production is 
charged at current prices. The tax liability is thus reduced. 

5) This method will iron out fluctuations in profits over a period of changing price 
levels. 

Disadvantages 
1) Sometimes more than one price has to be adopted for pricing a single requisition. 

2) As in the case of FIFO method, calculations become complicated and 
cumbersome when rates of receipts are highly fluctuating. 

3) When prices are falling, it will lead to low charge to production. 

4) As in the case of FIFO method, a substantial difference is likely to be shown in 
the cost of two jobs, solely because the stock of one happened to be drawn a few 
minutes before those for the other. Thus it makes the comparison between 
different jobs very difficult. 

5) Closing stock is valued at a cost which does not represent current conditions. 

5.4.3 Weighted Average Price Method 
Under actual cost methods whether it is FIFO or LIFO, you have to assumc certain 
order of the outflow of materials which may or may not be observed in actual 
practice. Hence, it is advocated that the issue of materials should be valued a t .  
average price. This average may be a simple average or a weighted average. The 
weighted average is considered more desirable as it also takes into account thc 
quantities bought at each price. The weighted average price is calculated by dividing 
the total cost of materials in stock by the total quantity in stock prior to each issui. 
Thus, 

Value of material in stock 
Weighted average price a Quantity in stock 

It is important to note the average price under weighted average method has to be 
calculated each time materials are received in stores and not when they are issued. 
Thus, under this method, as soon as a fresh lot is received, a new price is calculated 
and all the issues are then taken at this price until the next lot of material is received. 

In periods of heavy fluctuations in prices, the weighted average method gives' better , 
results because it tends to smooth out the fluctuations in prices by taking the average 
of the prices of various lots in stock. This method of pricing of material also recovers , 
the cost price of materials from production. 

. lllustration 4 should help you to understand the pricing of issues of materials at 
weighted avenge price. , 

Illustration 4 , 
Based on the data given in Illustration 2, prepare the stores Ledger Account on , 
weighted average price method. . I 

I 
1 

-- 
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Solutionz STORES LEDGER ACCOUNT 
(Under Weighted Average Method) 

................................... Name 

Description ...................... ...., 

....................... Location code 

...................... Maximum level t. 

Minimum level ........................ 

Ordering level ......................... 

Re-order quantity ..................... 

Date 

Jan. 1 

Jan. 8 

Jan. 13 

Jan. 18 

Jan. 23 

Jan. 25 

Jan. 31 

Receipts 

G.R.N. 
No. 

- 

- 

- 

- 

- 

- 

- 

Issues Bal;~nce 

Qv 

500 

300 

- 

400 

- 

500 

- 

1.700 

Qty. 

500 

800 

200 

600 

300 

800 

600 

600 

R.S. 
No. 

- 

- 

- 

- 

- 

- 

- 

Rate 
Rs. 

5.00 

5.10 

- 

5.20 

- 

5.10 

- 

Qty. 

i 
- 

- 

600 

- 

300 

- 

200 I 

1.100 

Rate 
Rs. 

- 

- 

5.0375 

- 

5.1458 

- 

5.1172 

Amount 
Rs. 

2,500 

1,530 

- 

2,080 

- 

2,550 

- 

8.660 

Kate 
Rs. 

5.000 

5.0375 
5.0375 

5.1458 

5.1458 

5.1178 
5.1178 

Amount 
Rs. 

- 
- 

3,023 

- 

1,544 

- 

1,023 

5,590 

Amount 
Rs. 

2.500 

4,030 

1,007 

3,087 

1,543 

4,093 

3,070 

3.070 



Materials and Labour 
. . 

Advantages 

1) It is logical and consisterkt. 

2) Cost comparisons are rendered easier. 

3) When fluctuate considerably, it will smooth out fluctuations. 

4) Calculation of the new price arisesonly with the new receipt in stock, all 
subsequent issua are then charged at this price until ' l h e , n e i  Lot is received. 

I)isadvantages 

1) This method requires tedious calculations. For instance to get the benefit of the 
method, average prices are to be calculated upto four or five decimal points 
which is very much laborious. 

I 2) Material cost does not represent the current prices. 

1 3) Closing stock also may not represent current market prices. 

4) Fresh calculations will have to be made every time fresh purchases are made. 
This will mean much of arithmetical work and is likely to cause error. 

It is the weighted average cost method which is mostly used by different organisations 
because it satisfies most of the conditions of a good method of valuing material 
issues. 

5.4.4 Pricing of Materials Returned to Vendors 
Materials which are not according to specifications or are found to be of 
substandard quality, are returned to the vendor. If such qaterials are not sent to the 
stores and are returned to the vendor by the receiving section itself, a debit note is 
sent to the vendor after making the necessary adjustments in the invoice value of the 
goods. However, if such goods have bken included in stock, the returns have to be 
recorded in the issue column of the stores ledger account and valued at the price at 
which they were received. Alternatively, they may be treated as a normal issue of 
materials and valued according to the method of pricing used. Thus, 

i) If FIFO method is followed, the price will be that of the oldest stock on the date 
of return. 

ii) If LIFO method is followed, the materials will be valued at the price of the latest 
receipt. 

iii) If the average price is followed, the returns should be valued at the average price. 

5.4.5 Pricing of Materials Returned to Stores 
Some materials issued to a job may become surplus. These should be returned to the 
stores. The materials so returns are recorded in the bin card as well as in the stores 
ledger. The general rule for recording such returns in stores ledger account is to value 
them at the price at which they were originally issued and then they should be 
included in the next requisition and issued at the same price, unless given otherwise. 
However, if the company is following the weighted average price method, the 
returned materials should be recorded at the price at which they were originally 
issued and then a new average &st should be worked out as if the materials returned 
were a new purchase. Sometimes, the rate of original issue is not given. In such a 
situation, it should be taken as belonging to the latest issue of materials and recorded 
accordingly. 

5.4.6 Treatment of Shortage of Materials 
If any shortage of materials is noted on making a physical verification of stock of 
materials, it should be entered in the issue column of stores ledger and valued in 
accordance with the method adopted for pricing material issues. 

Look at Illustration 5 and study how returns and shortage are recorded in the stores 
Ledger Account. . 



Illustratioo 5 
1 The particulars of receipts and issues of materials in a factory in August 1987 are as 
1 under: 

August 0 1 
" 02 
" 03 
" 04 
" 05 
" 09 
" 10 
" 11 
" 12 
" 13 
" 16 
" 18 

20 
" 22 
" 26 
" 29 

Opening balance 1,500 kgs. @ Rs. 12 per kg. 
Issued 100 kgs. 
Issued 250 kgs. 
Issued 300 kgs. 
Purchased 400 kgs. @ Rs 12.50 per kg. 
Issued 300 kgs. 
Purchased 200 kgs @ Rs. 12.50 per kg. 
Issued 300 kgs. 
Returned from workshop issued on 3rd August 20 kgs. 
Issued 450 kgs. 
Purchased 500 kgs. @ Rs. 13.00 per kg. 
Issued 400 kgs. 
Returned from workshop issued on 9th August 60 kgs. 
Issued 300 kgs. 
Purchased 400 kgs. @ Rs. 12.00 per kg. 
Issued 200 kgs. 

Pricing of issues is to be done on FIFO basis. A shortage of 10 kgs. was noticed on 
16th August. Prepare thc Stores Ledger Account for the month of August, 1987.' 

NOTES: Ret~rrned from Workshop: The returris from worksliop are entered in the 
rcceipt column and valued at the rate at which they wcre originally issued. 
In this illustration, there are two returns from workshop on 12th and 20th 
August respectively. These are to be valued at the rates at which they were 
originally issued, that 'is, rates charged (Rs. 12) on 3rd and 9th August 
respectively. Further, the 20 units returned on 12th August havc been 
included in the issuz made on 13th August; and 60 units returned on 20th 
August have been included in the issue made on 22nd August. 

Pricing the Issue of 
Materials 

2) Shortage: Shortage has been entered in the issue column and has been treated 
just like other issues. It is to be valued at the rate as per the method adopted, the 
FIFO, LIFO etc. treating the shortage as one of the issues, 

I Illustration 6 

1 From the following rccord of the receipt and issues of coal and stores verification 

i report, calculate the prices of issues charged out under weighted average method. 

I 1990 
April 11 Opening balance: 100 tons O Rs. 50 per ton 

" ' 5 IssBcd 60 tons 
" 6 Received 120 tons O Rs. 50.50 per ton 

I " 7 Issued 50 tons (the stock verification report reveals a loss of 1 ton) 
I 

" 8 Received back from completed job 2 tons previously issued @ Rs. 50.25 
i 

per ton. 
1 " 9 Issued 80 tonnes. 
6' 

Check Your Progress A 
1) State whether the following statements are True or False. 

i 
First in First Out method of valuing materials issues is 

................. suitable in times of rising prices. 
1 According to LIFO method of pricing, issues are close to 

................. I current economic values. . 
I Weighted-average method of pricing stores involves 

add in^ ill the different prices and dividing by the number of such 
1 ................. pric~'. 

2) Fi in the blanks. 

i) Fist  in First Out method of valuing material issues is suitable in times of 
................. prices. 

................. ii) Last in First Out method is suitable in times of prices. 
iii) Weighted average method of valuing material issues is suitable when 

prices ................. 4 3 



. . 
Materials and Labour AdvantPges 

1) It is logical and consisteht. 

2) Cost comparisons are rendered easier. 

3) When prices fluctuate considerably, it will smooth out fluctuations. 

4) Calculation of the new price arises only with the new receipt in stock, all 
subsequent issues are then charged at this price until the,next lot is received. 

1) This medhod requires tedious calculations. For instance to get the benefit of the 
method, average prices are' to be calculated upto four or five decimal points 
which is very much laborious.. 

1 2) Material cost does not represent the current prices. 

I 3) Closing stock also may not represent current market prices. 

4) Fresh calculations will have to be made every time fresh purchases are made. 
This will mean much of arithmetical work and is likely to  cause error. 

It is the weighted average cost method which is mostly used by different organisations 
because it satisfies most of the conditions of a good method of valuing material 
issues. 

5.4.4 Pricing of Materials Returned to Vendors 
Materials which are not according to specifications or are found to be of 
substandard quality, are returned to the vendor. If such materials are not sent to  the 
stores and are returned to the vendor by the receiving section itself, a debit note is 
sent t o  the vendor after making the necessary adjustments in the invoice value of the 
goods. However, if such goods have &n included in stock, the returns have to be 
recorded in the issue column of the stores ledger account and valued at the price at 
which they were received, Alternatively, they may be treated as a normal issue of 
materials and valued according to the method of pricing used. Thus, 

i) If FIFO method is followed, the price will be that of the oldest stock on the date 
of return. 

ii) If LIFO method is followed, the materials will be valued at the price of the latest 
receipt. 

iii) !f the average price is followed, the returns should be valued at the average price. 

5.4.5 Pricing of Materials Returned to Stores 
Some materials issued to a job may become surplus. These should be returned to the 
stores. The materials so returnid are recorded in the bin card as well as in the stores 
ledger. The general rule for recording such returns in stores ledger account is to  value 
them at the price at which they were originally issued and then they should be 
included in the next requisition and issued at the same price, unless given otherwise. 
However, if the company is following the weighted average price method, the 
returned materials should be recorded at the price at which they were originally 
issued and then a new average &st should be worked out as if the materials returned 
were a new purchase. Sometimes, the rate of original issue is not given. In such a 
situation, it should be taken as belonging to the latest issue of materials and recorded 
accordingly. 

5.4.6 Treatment of Shortage of Materials I 
If any shortage of materials is noted on making a physical verification of stock'of 
materials, it should be entered in the issue column of stores ledger and valued in 
accordance with the method adopted for pricing material issues. I 

I 

Look at Illustration 5 and study how returns and shortage are recorded in the stores 
Ledger Account, -. 



1 illustr.ti00 5 
The particulars of receipts and issues of materials in a factory in August 1987 are as 
under: 

~ u g u s t  0 1 Opening balance 1,500 kgs. @ Rs. 12 per kg. 
" 0 2  Issued 100 kgs. 
" 03 Issued 250 kgs. 
" 04 Issued 300 kgs. 
" 05 Purchased 400 kgs, @ Rs 12.50 per kg. 

09 Issued 300 kgs. 

/ " 10 Purchased 200 kgs & Rs. 12.50 per kg. 

I " 11 Issued 300 kgs. 
i " 12 Returned from workshop issued on 3rd August 20 kgs. 
1 " 13 Issued 450 kgs. 

I 
" 16 Purchased 500 kgs. @ Rs. 13.00 per kg. 
" 18 Issued 400 kgs. 
" 20 Returned from workshop issued on 9th August 60 kgs. 
" 22 Issued 300 kgs. 
" 26 Purchased 400 kgs. @ Rs. 12.00 per kg. 
" 29 Issued 200 kgs. 

Pricing of issues is to  be done on FIFO basis. A shortage of 10 kgs. was noticed on 
16th August. Prepare the Stores Ledger Account for the month of August, 1987.' 

NOTES: Returned from Workshop: The returns from worksliop are entered in the 
rcceipt coluinn and valued at the rale at which they wcre originally issued. 
In this illustration, there are two returns from workshop on 12th and 20th 
August respectively. These are to be valued at the rates at which they were 
originally issued, that 'is, rates charged (Rs. 12) on 3rd and 9th August 
respectively. Further, the 20 units returned on 12th August have been 
included in the issue made on 13th August; and 60 units returned on 20th 

( August have been included in the issue made on 22nd August. 

2) Shortage: Shortage has been entered in the issue column and has been treated 
just like other issues. It is to be valued at the rale as per the method adopted, the 
FIFO, LIFO etc. treating the shortage as one of the issues. 

Illustration 6 
From the following record of the receipt and issues of coal and stores verification 
report, calculate the prices of issues charged out under weighted average method. 

1990 
April I Opening balance: 100 tons Q Rs. 50 per ton 

" ' 5 Isshcd 60  tons 
" 6 Received 120 tons @J Rs. 50.50 per ton 
" 7 Issued 50 tons (the stock verification report reveals a loss of 1 ton) 
" 8 Received back from completed job 2 tons previously issued O Rs. 50.25 

per ton. 
" 9 Issued 80  tonnes. 

Check Your Progre'ss A 
1) State whether the following statements are True or False. 

First in First Out method of valuing materials issues is 
................. suitable in times of rising prices. 

According to LIFO method of pricing, issues are close to 
................. current economic values. 

Weighted-average method of pricing stores involves 
addini .ill the different prices and dividing by the number of such 

................. price<. 

2) Fill jn the blanks. 

Pricing the Issue of 
Materials 

i) First in First Out method of valuing material issues is suitable in times of 
................. prices. 

................. ii) Last in First Out method is suitable in times of prices. 
iii) Weighted average method of valuing mgterial issues is suitable when 

prices .............a,.. 4 3 



Solution 
. . 

STORES LEDGER ACCOUNT 
(Under FIFO Method) 

........................ Maximum level 

Minimum level ........................ 

Ordering level ......................... 

Re-order quantity .................... 



- - 

Pricing ,fhe 1w11c of 
Muterials 
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For ascertaining the cost of materials, the purchase price of materials needs certain . 
adjustments like cash discount, cost of transportation, cost of containers, etc. 

o ate rids may be purchased at different rates from time to time. Hence, when they 
are issued to production a problem arises with regard to the price at which they 
should be recorded. This can be done at actual cost, at average cost, at notional cost 
or at market price. Accordingly, a number of methods of pricing the issues have been 
developed. Of these, FIFO, LIFO, and weighted average price are the three 
prominent methods. 

Under FIFO (First in First Out) method of pricing the materials, the cost of the 
earliest consignment is taken first and when that consignment is exhausted, the price 
of the next consignment is adopted and so on. This method of pricing is suitable in 
times of falling prices. 

Under LIFO (Last in First Out) method, the cost of the latest consignment is taken 
first and when that consignment is exhausted, the price of previous consignment is 
adopted. Materials cost under this method is closer to current price level. 

Under weighted average method, the price is calculated by dividing the total cost of 
the materials in stock by the total quantity. This method oT pricing of materials gives 
better results because it tends to smooth out fluctuations in prices by taking the 
average of prices of various lots in stock. This method is mostly used by several 
organisations because it satisfies most of the conditions of a good method of valuing 
material issues. 

5.6 KEY WORDS 

FIFO (First in First out): A method of pricing the issue of materials at actual cost in 
the chronological order of the purchases. 

LIFO (Last in First Out): A method of pricing the issue of materials at actual cost in 
of the latest purchase and when that lot is exhausted, the price of the previous 
consignment is adopted, and so on. 

Weighted Average Price: The prioe which is calculated by dividing the total cost of 
materials in stock from which the materials are issued by the total quantity of 
materials in that stock. 

I 

5.7 ANSWERS TO CHECK YOUR PROGRESS 

A 1 (i) False (ii)   rue (iii) False 
2 (i) falling prices (ii) rising prices (iii) fluctuate considerably 

5.8 TERMINAL QUESTIONStEXERCISES 

Questions 
1) Discuss how you would treat. discount, transportation costs, and the cost of 

-, containers for ascertaining the cost of materials. 

'\ 



Materials and Labour 2) Indicate the different methods used for pricing the issue of materials. 

3) Explain with examples the following methods of pricing the issues of materials: 
a) LIFO. 
b) FIFO 
Under conditions of rising prices, which of these two methods would you 
recommend and why? 

4) What is meant by weighted average method of valuing - stores issues? What are its 
advantages? 6 

Exercises 
1) The following quotation is received from a supplier in respect of mhterial X. 

Rate per kg. 
Rs. 

Lot price 100 kg. 5 .OO 
500 kg. 4.50 
1,000 kg. 4.00 

Trade discount is 20%. Cash discount of 5% is allowed if payment is made 
within 15 days. One container is required for every 100 kg of material and 
containers are charged at Rs. 10,OO each but credited at Rs. 9.00 if returned 
within three months. 

Transport charges for any order 
Storage charges 

Rs. 
50 
15 

Calculate the total material cost for 500 kgs. and ascertain the rate per kg of the 
material when the purchaser decides to purchase 500 kgs. of the material. 

(Answer: Total cost Rs. 1,870; Cost per kg Rs. 3.74) 

2) From the following transactions, prepare separately the stores ledger accounts 
using the following pricing methods: 

i) FIFO and ii) LIFO 
January 1 Opening balance 100 units @ Rs. 5 each 

3, 5 Received 500 units @ Rs. 6 each 
, 30 'Issued 300 units 

February 5 Issued 200 units 
,) 6 Received 500 units @ Rs. 5 each 

March 10 Issued 300 units 
97  12 Issued 250 units 

(Answer: Closing balance under both methods 50 units @ Rs. 5 each. Total 
cost Rs. 250). 

-3) Following transactions are recorded in respect of a store item. 

Date Receipts Rate per unit Issues 
kg* Rs kg- 

3-12-1984 400 1.00 - 

11-12-1985 600 1.20 - 
16-12- 1984 - - 500 
19-12- 1984 500 1.30 , - 

30-12- 1984 - - 400 

Prepare a stores ledger account pricing the issues at weighted average method. 

wnswe;: Balance qty. 600 units, Rate Rs. 1.21 per unit Total Rs. 726). 



4) The following receipts and lssues were mi+.+ of a new item of stores: 

Receipts Issues 
(units) Cost ( Ws.) (units) 

1 st January 1,000 i5,000 - 
I st February 1,000 12,000 - 
28th February - - 1,200 
1st March 1,000 18,000 - 
31st March - - 1,200 

,'Tabulate the values of: 
i) Issue made on 28 February 
ii) Resulting stock on 28 February 
iii) Issue made on 31st March 
iv) Resulting stock on 31st March 

according to: 
a) LIFO basis 
b) FIFO basis 
c) Weighted average cost basis 

Answers: 
(a) 
Rs. 

(b) (c) 
Rs. Rs. 

0 15,000 17,400 16,200 
ii) 12,000 9,600 10,800 

iii) 2 1,000 16,800 19,200 
iv) 9,000 10,800 9,600 

5) The following information is available from the records of oil company for the 
month of June 1989. 

' 
Opening stock of oil 1,00,000 litres at Rs. 3 per litre. Purchases (Including 

1. freight etc.) made 
I June 01 2,00,000 litres @ Rs. 2.85 per litre 
I June 30 1,00,00O'litres Qr Rs. 3.03 per litre 
i 

I Closing stock June 30 1,30,000 litres 
Sales Rs. 9,45,000 
Administration cost 25,000 

Compute the following under FjFO Method 
a) Value of inventory on June 30;, 
b) Cost of goods sold for the month of June; 
c) Profit or loss for the month 

Answer: (a) Ks. 3,88,500 (b) Rs. 7,84,500 (c) Rs. 1,35,500 

The following is an extract of the record of receipts and issues of a chemical 
coded as chemical 0 during the month. 
February 01 Opening balance 500 tonnes Qr Rs. 200 

3, 03 Issue 70 tonnes 
11 04 Issue 100 tonnes ,, 08 Issue 80 tonnes 
91 13 Received from supplier 200 tonnes @ Rs. 190 
>I 14 Returned from works 15 tonnes 
91 16 Issue 180 tonnes 
,9 20 Received from supplier 240 tonnes @ Rs. 190 ,, 24 Issue 300 tonnes 
3, 25 Received from supplier 320 tonnes @ Rs. 190 
99 26 Issue 115 tonnes 
7) 27 Returned from works: 35 tonnes ,, 

' 28 Received from supplier 100 tonnes @ Rs. 190 

Issues are to. be priced on FIFO method. Stock verifier found shortage of 10 
tonn'es on 22nd. Draw up priced stores ledger card. 

(Answer: Clbsing balance 555 units Rs. 1,05,450) 

Note: These questions will help you to understand the unit better. Try to write 
answers for them. But do not submit your answers to the University. 
These are for your practice only. 
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i Stmcture 
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I, 6.1 Introduction 

6.2 Direct and Indirect Labour 
I 6.2.1 Direct Labour 

I 6.2.2- Indirect Labour 

6.3 Time Keeping 
6.3.1 Forms of Time Keeping 
6.3.2 Purpose of Time Keeping 
6.3.3 Methods of Time Keeping ~ 6.3.4 Importance of Time Keeping 

, / 6.4 Time Booking _ 
I 6.4.1 Purpose of Time Booking 

6.4.2 Methods of T i e  Booking 
6.5 Payroll Accounting 

6.5.1 Computation of Wages 
I 6.5.2 Preparation of Wages Sheet 

6.5.3 . Purposes of Payroll Accounting 
6.6 Idle Time 

6.6.1 Causes of Idle Time 
6.6.2 Control of Idle Time 

P I 6.6.3 Treatment of Idle Time Cost 
!j 
{ ' 

6.7 Overtime 
6.8 Labour Turnover - 

6.8.1 Causes of Labour Turnover 
I 6.8.2 Effects of Labour Turnover 
I 6.8.3 Control of Labour Turnover 

I 6.9 Methods of Wage Payment 
/ I  1 6.9.1 Time Wage System 

6.9.2 Piece Wage System 
, I  6.9.3 Balance of Debt System 

I 6.10 Incentive Plans 
6.10.1 , Halsey Premium Plan 
6.10.2 Rowan Premium Plan 
6.10.3 Differential Piece Rate System . 
6.10.4 Group Bonus Scheme 

6.11 Le tussumup  
I 6.12 Key Words 

6.13 Answers to Check Your Progress 
6.14 Terminal Questions 

CTIVES 
I 

I 

After studying this unit you should be able to: 
explain the meaning of direct and indirect labour 
explain the concepts of time keeping and time booking 
describe the system of payroll accounting 
explain the concepts of idle time and overtime and describe their treatment in cost 
accounts 
discuss the implications of 1abour.turnover 
describe the methuds of wage payment 
explain v&ous incentive plans used to reward labour efficiency. 

6.1 INTRODUCTION 

Labour is an essential factor of pruduction. They make contribution to the 
. organisation through their time and energy. This needs adequate compensation to 

labour by way of wages for the work done by them which constitutes another I I 
important element of cost. In this unit you  ill learn about the concepts of direct and 

L 



indirect labour, the method of their time keeping and time booking, the methbds of Labour 

wage ~ayment and payroll accounting, and the treatment of idle time and overtime in 
mst accounts. You will also learn about a few important incentive plans that are 
commonly used by industrial establishments. 

CT AND mD CT LABOLTIg 

Labour is an essential factor of production. It is a hulhan resource and participates in 
the process of production. The iemuneration paid to labour is a significant item of 
cost. For costing purposes, labour may be classified into two broad categories 
(i) direct labour, and (ii) indirect labour. 

6.2.1 Direct Labour 
Direct labour refers to labour engaged directly in the manufacture of a product or in 
a particular job. Some examples of direcf'iabour are: 

9 

a) Labour engaged in converting raw rnat'&+$s into manufactured articles 
f 

b) Labour employed on a construction job 

c) Helper attending a machine-operator 

d) Compositors working in a printing press 

The main features of direct labour are as follows: 
' 1) 1t can be easily identified and allocated to cost units. 

2) It varies directly with the volume of output. 

I 3) It can be easily ascertained and controlled because of its close proximity to the 
output. 

Wages paid to dircct labour are termed as 'direct labour cost' and forms part of 
prime cost. 

6.2.2 Indirect Labour 
There are a number of workers who are not engaged directly in the danufacture of a 
product or in a particular job. They may be employed as supervisors, repair 
workmen, inspectors, sccurity mcn, foreman, cleaners, messengers, timekeepers, etc. 
or engaged in purchasing, stores, factory office or maintenance job. Wages and 
salaries paid to such staffire trcated-as 'lhdirect labour cost' which is included in 
overheads. 

. . 
The importance of distinction between direct labour and indirect labour lies in the 
fact that whereas direct labour can be identified with, and charged directly to, the 
product or a job, the indirect labour is not so identifiable and is, therefore, included 
in overheads which may be allocated to different products on some suitable basis. 

6.3 TIME KEEPING 

. Time Keeping is a system of recording the time of arrival and departure of workers. 
This provides a record of total time spent by the workers in the factory. It is on  the 
basis of this record that their total entitlement for work under time rate system is 
determined. 

The process of time keeping is to maintain an accurate record of time of every 
worker when he is in  and out of the factory i.e., a record of when he reports for duty 
and whcn he leaves his duty. This also provides a basis for distinction between 
regular time and ov,ertime. 

I 
6.3.1 Forms of Time Keeping 

I 
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Mnteriats and Labour i) Attendance Time showing the total number of hours spent by each worker in 
the factory. This record is used for determining the amount of wages payable to 
the workers. 

ii) lob Time showing the n q b e r  of hours spent on the jobs. This record helps in 
computing the labour cost for each job, product or process. 

6.3.2 Peuqose of Time Keeping 
The purpose of time keeping is to provide information for 

1) Preparation of pay rolls; 

2) Calculation of labour cost per unit of operation, production or service; 

3) Allocation of overhead cost based on wages or labour hours; 

4) Attendance record of workers to meet statutory requirements; 

5) Control of labour cost; 

6) Determination of productivity of labour in the factory; and 

7) Promotion of punctuality and discipline among the workers. 

6.3.3 Methods of Time Keeping 
Attendance of workers in a factory on the basis of the time of their arrival and 
departure may be recorded through either, or a combination, of the following three 
methods: 

Method of Time Keeping Main Features 
- 

1 HANDWRITTEN METHOD a) Names of the workers are entered in an attendance register 
maintained for the purpose of time keeping. 

b) They are required to sign the register at the time of their 
ariival for duties in the factory and at the time they leave. 

c) Some time after theactual time scheduled for reporting for 
duties, workers arc marked 'late' o r  :absent' as the case may 
he. 

d) Though this is a simple and common method, the possibilities 
- of fake attendance or fraudulant marking of attendance may 

not be ruled out under this method. 

2 CHECK, TOKEN OK a) Each worker is allotted an identification or token number. 
DISC METHOD b) At the time of arrival, the worker collects his token from the 

board and drops it in a box kept for the purpose at the factory 
gate. 

c) After 10 o r  15 minutes of the normal arrival time, the box is 
removed by the Time Keeper or it is substituted by another 
box. 

d) The late comers are required to report directly to the Time 
Keepcr 

e) On the basis of the tokens dropped ,in the box, necessary 
entries regarding attendance of the workers are made in the 
Time Book which is passed on to  the Wages Section for 
payroll accounting. 

f )  The method needs proper supervision to  ensure that a worker 
does not put in the box more than one token. 

3 MECHANlC,4L OR a)  Each worker is given a Clock Card which is placed in racks at 
CLOCK METHOD the factory gate. 

b) The time of arrival and departure of a worker is recoided with 
the help of dock recorders. 

c) When wokerb report for duties, they take out their cards From 
rack one, get them punched by the Time Recording Clock 
maintained at the factory gate, and place them in rack two. 

d) When they leave, they again get their cards punched with* the 
time of departure and put them back in rack one. 

a) It is a quick, safe, scientific, reliable and accurate method of 
time keeping. 



6.3.4 Importance of Time Keeping Labour ! 

Time keeping is a significant aspect of labour accounting. The process of time 
keeping 

1) Ensures punctuality of workers and identifies late-comers; 

2) Improve discipline among workers; 

3)) Boosts morale of personnel; 

4) Promotes a productive environment in the organisation; 

5) Checks idle time and increases output by adherence to production schedules; 

6 )  Helps recording of time for statistical puvoses; 

7) Maintains a record of work performed by the people; and 

8) Assists computation of labour cost per unit or per process of production. - - 

Check Your Progress A 
1) What is Direct Labour? 

.............................................................................................................................................. 
2) What is Indirect Labour? 

4 .............................................................................................................................................. 
.............................................................................................................................................. 

3) What are the objects of Time Keeping? 

.............................................................................................................................................. 
4) State whether each of the following statements is True or False. 

................ i) A fast worker is more profitable than a quality conscious worker. 

ii) A good system of wage payment is one which ensures maximum 
possible payment to workers. ................ 

iii) Commission to salesmen is a direct labour cost. ................ 
iv) Labour cost control must be such which can ensure efficiency and 

satisfaction. ................ 
' v) There is no need for keeping a record of timc for those who get 

monthly salary. ................ 
- 

6.4 TIME BOOKING 
Under time keeping methods we simply record the time spent by a worker in the 
factory. Such record does not show how that time was utilizcd by him i.e., how much 
time he spent on the jobs entrusted to him and for how much time he remained idle. 
Hence, in addition to recording his time of arrival and departure, it is also necessary 
to record the time he spent on each job, order or process. The system of maintaining 
such record is termed as 'time booking'. In other words, time booking is a method of 
recording time devoted by a worker on a job,order or process. 

6.4.1 Purpose of Time Booking 
The major purposes of time booking are: 

1) To assist in ascertaining the cost of a job, order or process performed; 5 3 



2 Materials and Labour 2) To check wastage of time by the worker after he enters the factory; 

3) To assess the cost of idle time; and 

4) To ensure that the time spent by the worker in the factory has been properly 
utilised. 

6.4.2 Methods of Time Booking 
The system of tirfie booking may be maintained either manually or mechanically. In 
relatively bigger organisations, where a large number of labourers work, or where 
there is a wide variety of jobs being performed every day, Time Recording Clocks 
may be used to enter the time of starting and finishing each job separately on the Job 
Cards. 

The other methods of booking the time taken on separate jobs are: 

1) Daily Time Sheets: This is a record for each worker separately in respect of time 
spent by him on each job during the day. Daily Time Sheets" (also known as time 
cards) include details relating to: 
a) Name of the worker, 
b) Work Order Number, 
c) Description of Work, 
d) Quantity Produced, 
e) Time of starting and finishing the job, 
f )  Total hours consumed on the job, 
g) Rate of Wages per hour, and 
h) Amount of wages. 

2) Weekly Time Sheets: It contains similar details of the record of time for all jobs 
done by the workers during a cbmplete week. 

3) Job Cards: It is prepared for each operation to be carried out on every order. 
This helps in computing the exact time taken by a worker on a particl~iar job, 
operation or service. A job card authorises a worker to carry out the specified 
assignment. It also assists in having a correct allocation of wages to jobs, 
operaiions or processes. 

As a matter of fact, time card (daily time sheet) and job card are similar in nature 
and content. Both help in ascertaining how each worker utilised his time while he was 
in the factory and enable the organisation to reconcile the time spent by the worker 
on each job with the time paid as per the attendance record. Another advantage of 
these cards is that they provide complete record as to the labour content of each 
job so that the computation of labour cost is greatly facilitated. The difference 

a between these two types of cards lies only in the form in which the analysis of 
worker's time is recorded. In time card the analysis of time is made with reference to 
each worker whereas in job card, the analysis of time is made with reference to each 
job. Figures 6.1 and 6.2 should help you to understand this difference. 

Figure 6.1 Dialy Time Sheet 

DAVAR CO. LTD. 
Daily Time Sheet 

Name of worker .......................... No. ................... 
/ ~ o k e n  No. of worker ...................... .... Date ................... 

I 

I 

I 

I 

I 

Department .......................... 

. 

Total hours Worker .................. I .......................... 

Job orwork 
order No. 

Total cost ; ................ .......... Foreman ................ 
-. - ....._.... .. - 

Work 
done 

Description 
of work 

done 

Time 
- 

On Off 

Total Hours 

Ordinary 

Cost 

Ovcrtime Rate Amount 



Figure 6.2 Job Card Labbur 

r 
DAVAR CO. LTD. , I Job Card for Each Jpb 

i Job order No. .......................... 
' J O ~  description .......................... Completed on .......... at ......... I 

Checked and verified Total time 
for the job 

Foremen 

i Started on ........... at ........... 

Total Amount 
for the job 

6.5 PAYROLL ACCOUNTING 

.- - 
Day 

Each organisation has to maintain a system of payroll accounting for the purpose of 
computating wages payable to workers. This involves (i) the calculation of gross 
wages and net amount payable to the employees after making all deductions, and 
(ii) the preparation of wages sheet (also known as payroll) according to the specified 
method of wage payment. 

Name of 
worker 

Token No. 
ofworker 

6.5.1 Computation of Wages 
The gross wages payable to each worker are computed with the help of Time Sheets, 
Job Cards, or Piece Work Cards. Under the time wage system, the amount of gross 
wages is calculated by taking into account the total number of hours worked 
multiplied by the hourly rate of wage payment, plus overtime premium. Under the 
piece wage system, the amount of gross wages is calculated by taking into account the 
number of units produced multiplied by the rate per unit. 

Deptt. 

For calculating the net wages payable to each worker, following deductions are 
usually made from the gross wages: 

I 

i) Fines and deductions for absence from duty 

ii) Damages or loss of goods or money 

iii) House rent and cost of other amenities or services 
- iv) Recovery of loans or advances _ 

v) Income tax 

vi) Provident fund 

vii) Welfare fund 

viii) Co-operative society dues 

ix) Life insurance premium 

x) Contribution to employees' state insurance 

xi) Deductions on the basis of court order or the directive of some other authority. 

Work 
done 

Time 

On 

Amt. Total 
Time 

Off 

Wage 
Rate 



Materials and Labour 6.5.2 Prepa~ation of wages Sheet 
The wages sheet (payroll) is a consolidated statement showing the gross wages, 
deductions and net wages payable to workers. It is prepared at  periodical intervals 
according to the time of wage payment. Large concerns, these days make use of 
computers for preparing the wages sheets. 

A wages sheet should generally contain the following information: 

1) Name of the Department 

2) Period-Month/ Week 

3) Worker's Number 

4) Name of the Worker 

5) Number of Hours worked 

6) Normal Hours of Duty 

7) Overtime Hours 

8) Bonus Earned 

9) Rate of Payment 

10) Gross Wages plus Allowances 

11) Deductions 

12) Net Wages Payable 

Normally, payrolls or wages sheets are prepared separately for each department. But 
they must be checked properly to minimise the possibilities of wrong payments either 
deliberately or inadvertently. Detection and prevention of both errors and frauds, 
including the checking for dummy workers in wages sheets, need attention to ensure 
accuracy in wage payments. 

6.5.3 Purposes of Payroll Accounting 
~ a ~ r o l l  Accounting system helps the organisation in 

1) Providing relevant data for cost control; 

2) Determining the net amount of wages payable to each employee individually; 

3) Knowing the total amount of wages payable by the organisatiog weekly, 
fortnightly or monthly for the different departments of the unit; 

4) Minimising the possibilities of errors and frauhs in wage payments; and 

5) Issuing pay slips to every worker showing in detail the amount of gross wages 
and the deductions made therefrom for ascertaining the net amount payable for 
the period. 

6.6 IDLE TIME 

When workers are paid on the basis of time, there may be some difference between 
the time paid for and the time actually spent on production. This differencc is known 
as 'idle time'. In other vyords, idle time is a period or duration for which workers 
have been paid but they have not worked towards production in the factory. This is a 
wastage which needs some effective control so that payment of wages without actual 
work may be minimised. 

Idle time may be of two categories: (i) normal idle time due to unavoidable factors in 
the factory, and (ii) abnormal idle time caused by avoidable factors. 

6.6.1 Causes of Idle Time 
The reasons for idle time may be multiple. Sornc of the examples of situations which 
cause idle time are presented as follows. 

. 



I Labour 

(a) Machine Breakdown 
(b) Power Failure 
(c) Waiting for Work 
(d) Waiting for Tools 
(e) Waiting for Materials 
(f) Waiting for Instructions 

(a) Power Demand for Products 
(b) Strikes or Lockouts 
(c) Under-utilisation of 

production Capacity 
(d) Closure in Seasonal Industries 
(e) Surplus Manpower 

(b) Inadequate Guidance 
(c) Lack of Supervision 
(d) Unusual Tea Break 
(e) Distance between Factory 

Gate and Place of Works 
(f) Interval between One 

_ .  
., ' 

Figure 6.3 C a u s e s  of Idle .Time 

1 6.6.2 Control of Idle Time 

I In order to reduce losses owing to idle time, the following measures may be adopted: 

1) Fix responsibilities for various activities associated with production and for the 
control of idle time occurring at different stages in the organisation. 

2) Introduce a preventive maintenance system for machines with periodical 
check-ups. 

3) Maintain adequate stock of raw materials and a proper system of stores control 
to ensure continuity of production. 

4) Use planning, give clear instructions in advance, define job participation by 
workers and apply proper supervision at every stage of performance. 

5) Obtain periodical reports on idle time, identify the-causes of time loss and 
exercise quick corrective action. 

6.6.3 Treatment of ldle Time Cost 
Cost of idle time should be treated in the following manner: 57 

1 

I 
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2) Cost of Normal but - 
Uncontrollable Idle T~me 

Item 

1) Cost of Normal and Controllable 
Idle Time 

1 JOBS (by inflating,the rates of wages) 

Charged to 

FACTORY OVERHEAD 

- - - 

3) Cost of Abnormal and 
Uncontrollable or Unavoidable 
Idle Time I COSTING PROFIT AND LOSS ACCOUNT 

Check Your Progress B 
1) State the purpose of Time Booking. 

.............................................................................................................................................. 

2) What do you mean by Payroll Accounting? 

.............................................................................................................................................. 

3) Give four examples of items determining the wages payable to a worker. 

............................................................................................................................................. 

4) Distinguish between Active Time and ldle Time. 

5) Give five major causes of ldle Time. 

6) State whether each of the following statements is True or False. 

i) Wages Sheet containing dummy names on the payroll, but fully 
passed for payment, form part of labour cost. ' 

ii) Idle time is a deliberate wastage of time. ,% 

iii) One of the techniques .of minimising idle time is to keep the 
tools and materials ready for use.. 

iv) The difference between gross wages and net wages represents 
deductions. 

v) lob Cards can be used for the purpose of time booking. . 



6.7 OV@RTHR/BE 
Labour 

When workers have to work beyond their normal duty hours, the additional period is 
treated as 'Overtime'. Overtime is an extra time over and above the scheduled hours 
of work or beyond the usual working hours. When workers are detained for 

they are normally paid at double the usual rate for extra hours. 

Overtime may be considered usefi?! under the following circumstances: 

1) When the urgency of work demands an immediate completion of the job for the 
customer; 

2) When the organisation desires to make up any shortfall in production; 

3) When the company needs extra production to meet additional market demand or 
seasonal rush; or 

4) When the number of workers is less than the requirement. 

Since overtime involves an extra cost, it needs proper authorisation and control. One 
has to ensure that the system is not put to misuse. This will expect a careful scrutiny 
of (i) the justification for overtime; and (ii) the workers who are required to be 
retained for this purpose. 

Treatment of Overtime Cost: Additional payment for overtime should be charged 
as follows: 

Nature of Overtime Charged to 

1) Due to customers' request to complete 
a job within a specified period JOB directly 

'2) Due to general pressure of work GENERAL OVERHEAD 

3) Due to delayed schedule DEPARTMENT 

4) Due to loss of time for 
unavoidable reasons COSTING PROFIT AND LOSS ACCOUNT 

5) Due to seasonal rush and peak load PRIME COST 

6.8 LABOLTR TURNOVER 

Workers often change their jobs for better prospects and better environment. In any 
organisation, thcrefore, there is a continuous flow of labour-some old ones are 
leaving and new ones are joining. Though it is a normal process, the frequent changes 
in the composition of labour affect the continuity as well as the productivity of the 
organisation. This, in turn, affects the labour cost. Hence, every effort is made to 
reduce the labour turnover, which is defined as the rate of change in the labour 
force of an organisation during a particular period. It can be measured by the . 
following two methods: 

. . . Number of Workers Left 
Average Number of workers on Roll 

Number of Workers Replaced 
Average Number of workers on Roll 

6.8.1 Causes of Labour Turnover 

Separation Method 

Replacement Method 

Factors which cau& labour turnover can be grouped into two categories: 
(i) avoidable causes, and (ii) unavoidable causes. 



Mhterials and Labour Examples of avokdable ea of labour turnover are as follows: 

1) Workers and jobs not matching with each other 

2)  L o w  wages 

3) Bad working conditions 

4) Poor treatment by employers 

5) Lack of job satisfaction 

6) Absence of planning and foresight in management 

7) Psychological reasoiis Like nature, behaviour, habit of change, jumping 
preferences, militant attitude, etc. 

8) Poor relationship with fellow workers 

9) Unfavourable or odd hours of work 

10) Bad relationship with supervisors 

1 1) Poor promotion policy 

12) Inadequate protection against accidents 

13) Discrimination between one worker and another 

14) Lack of proper incentives 

15) Absence of a sound recruitment and training policy 

16) Lack of recreational and medica1,facilities 

Among the unavoidable causes of labour turnover are the following: 

1) Opportunities of better prospects 

2) Sickness 

3) Accident or disability 

4) Change of place of stay 

5) Marriage 

6) Death 

7) Retirement 

.8) Problems of accommodation and transport 

9) Resignation 

10) Retrenchment 

11) Domestic problems and family responsibilities 

12) Seasonal nature of the business 

13) Shortage of raw materials, power supply, market demand, etc, 

6.8.2 Effects of Labour Turnover 
A high rate of labour turnover means that workers often leave and do not stay for 
long. Old workers generally possess more experience than new workers. 
Replacement.of workers, therefore, declines the overall efficiency. Moreover, the 
engagement of new workers needs recruitment and training which involves additional 
cost. This gap between the old and the new labour often brings down both the quality 
and quantity of output. Undue labour turnover, thus, involves an additional cost to 
the organisation owing to: 

1) Cost of recruitment of substitute workers; 

2) Cost of training new workers; 

3) Cost of declihe in production due to reduced efficiency and disturbed schedule; 

4) Loss on Account of defective work and increased wastage in production; 



5) Breakage of tools and equipment due to mishandling by new workers; and ~abou; 

6 )  Wastage of materials in haridling by new workers. 

The overall effect of labour turnover, therefore, is a higher cost of production and 
lower profitability. 

6.8.3 Control of ~abour'  Turnover 
Since labour turnover is a loss to the organisation, every effort is required to 
minimise its frequency. Some of the measures to minimise labour turnover are: 

1) Institute proper machinery to attend promptly to the grievances of wbrkers; 

2) Create congenial working conditions in the factory; 

3) Provide adequate welfare facilities to the workers; 

4) Improve employees' morale; 

5) Give opportunities for workers' participation in management; 

6) Follow a suitable policy of promotion and transfers; and 

7) Develop a sound system of recruitment and training. 

Control of labour turnover, therefore, needs proper job satisfaction to workers so 
that they continue to serve the organisation in stead of taking a decision to change. 

Check Your Progress C 
1) What is Overtime? 

.............................................................................................................................................. 
2) Why do we need to control overtime? 

3) What do you is mean by Labour Turnover? 

4) Judgc whether the following are GOOD or BAD as a trend in a manufacturing 
enterprise: 

i )  Rising Wages with stable output ................. 
ii) High labour turnover ................. 

.... iii) Declining market prices but without any change in labour cost ............ ; 
F iv) Workers' decision to work extra for compensating the loss due to 

strike ................. 
V) Workers work independently without any supervision ................. 
vi) Substantial bonus is declared by the company to the workers ................. 

6.9 METHODS OF WAGE PAYMENT 

One of the basic incentives to job satisfaction and labour efficiency is adequate 
wages. Unless people get proper remuneration for their stirvices, they we not 
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encouraged to participate actively in discharging their duties or in completing their 

/ 
I assignment effectively. 

There are various methods of remunerating labour. Each method has its merits and 
demerits, However, a good method of wage payment should 

1) Guarantee a minimum wage for the time devoted by the worker, 

2) Easy t o  understand and simple to operate, 

3) Balance the interests of both the employers and the employee, 

4) Allow proper supervision and control over the quality of output, 

5 )  Maintain a reasonable distinction between efficient workers and inefficient 
workers in terms of their wages, 

6) Reward efficiency by additional payment for time saved or target exceeded, 

7) Avoid disparity of pay in similar nature and level of operations, and 

8) Incorporate flexibility to adjust with the changing circumstances of the business 

It is to  incorporate all such considerations that two main methods of wage payment 
have been developed. These are: 

1 Time Wage System 

2 Piece Wage System 

Let us now discuss the characteristics, merits and demerits of these two systems 
-.separately. 

6.9.1 Time Wage System 
This is the most popular method of payment to workers. Under this system, wages - 
are based on the amount of time spent by a worker insidc the factory. He is paid at a 
specified rate per unit of time (for example, per hour, per day, per week .or per 
month) for his services rendered t o  the organisation. 

Calculation of wages under this method of remuneration takes into account: (i) the 
time for which the workers are engaged on the job and, (ii) the rate per unit of time 
fixed for payment. For example, if n worker gets Rs,5 per hour, he works for 8 hours 
per day and has been present for duties on 25 days during the month, his wage for 
the month on the basis of Time Rate will bc: Ks 5 X K X 25 = Rc;:1,000. 

. , 
The main advantages of Time Rate method of wage payment are: 

1) It offers a fixed minimum wage to the worker for a defined period of time. 

2) It simplifies calculation of the payable amount of wages. 

3) It makes a stable and secure return to the workers. 

4) It encourages the workers to do their jobs with utmost quality, care and 
efficiency and in the best possible manner. 

5) It promotes a sense of equality and unity among the workers. 

6) It is an economical system to the organisation in respect of wage administration, 
material use, plant operation and quality control. 

The major disadvantages or limitations of Time method of wage payment are: : 

1) It ignores the individual quality and quantity of output. 

2) It reduces personal initiative to work faster. 

3) It treats both efficient and inefficient workers at par. 

4) It increases the cost of labour per unit because of the tendency to consume more 
time in finishing a job. 

5 )  It needs a close supervision to ensure continuity of operations. 



6.9.2 Piece W q e  System Labour 

When workers are paid on the basis of their outp.ut, irrespective of the time 
consumed in completing the work, it is termed as Piece Wage. The rate of payment 
under this method is related to the quantity of work done i.e. per unit of output, per 
article, per job or per qommodity. Under this system, the total units produced o; 
manufacturerd by the worker during a given period form the basis of computation of 
his wages for the period. For example, if the rate of labour per chair is Rs.50 and the 
worker has completed 10 chairs during a week, his wages for the week on the basis of 
piece rate will be: 

Rs. 50 X 10 = Rs. 500 
The major advantages of Piece Wages system are that it 

1) places greater reliance on the merit and efficiency of workers; 

'2) induces workers.to be efficient, produce more and earn higher wages; 

3) ficilitates prompt computation of cost for quotations; and 

4) maintains plant and equipment properly so as to avoid disruption in work. 

The main demerits or disadvantages of the piece wage system of wage payment are 
that it:. - 

13 ignores quality of products in an effort to maxirnise output; 

2) kills a long-term interest and continuity of engagement in the organisation of the 
workers; 

3) treats workers as bnsecure and uncertain in terms of wages payable during 
, different periods; 
, 
. 4) creates dissatisfaction among workers owing to disparity in wages; 
I 

/ 5) needs a continuous supervision over the qualiJy of operations; 

, 6) enhances wastage of materials, wear and tear of machines and absenteeism of 
workers; and 

7) declines the level of labour discipline. 

, 6.9.3 Balance of Debt System 
In order to retain the merits of both Time Wage and Piece Wage systems, as also to 

I minimise their demerits, a balanced system of wage payment is recommended in 
developing units. This is known as 'Balance of Debt system' which is a compromise 
between the Time Wage and Piece Wage. 

I 
The two main features of Balance of Debt system are: 

i) Minimum Payment: The worker is paid on the basis of a piece rate per unit of 
output. In case, due to some unavoidable factors, the earnings of a worker at 

. piece rate are less than his earnings at time rate, he is paid on time basis. 

ii) Recoupment: Thedifference between the time rate and piece wage paid to the 
worker is treated as an extra payment to be recouped from his subsequent 
earnings when his piece rale wages are more than time rate wages. This grants 
protection to workers to earn a minimum wage on the basis of time rate even if 
he completes a job in longer hours due to some unavoidable reasons. The 

\ recovery of extra payment too may not be felt inconvenient by the worker when 
his piece wage earnings exceed the time rate wages. 

Under the Balance of Debt Systein, therefore, a worker gets fiied wages for the time 
he works, plus extra payment for his performance beyond a certain prescribed limit 
Of output. 

4.10 INCENTIVE PLANS 

YOU have learnt that wages are paid to labour on time rate or piece rate basis. But 
-individual performance must also receive attention in a structure of wages so that an 



Materials and Labour appreciable difference is maintained between a good worker, an average worker and 
a bad worker. Not only that, efficiency of labour usually saves time and cost. Hence, 
it would be justified that a portion of the benefit which goes to the organisation * 

through labour efficiency is also shared by those who generate this benefit. ~ncentive' 
plans are used to compensate the efficiency of labour for his extra efforts used in 
mini-- the time or cost. It may be in the form of a bonus or premium. Incentive 
plans are devised to compensate the worker through an additional payment over 
above their guaranteed wages. The plans also aim at keeping efficient workers 
satisfied with their employment. The ~tandard~time and standard performance are 
determined in advance so as to judge individual contribution. In case there is a gain 
on time saved, it is distributed between the employers and workers. 

The main features of most incentive plans are: 

1) The standard time and standard performance are determined in advance. 

2) T i e  wages are guaranteed to all workers. 

3.) Efficient workers are given incentive by way.of bonus for the time saved. 

4) Wages per hour increase but not in the same proportion as the output. 

5) Labour cost per unit of output decreases. The employer also shares the benefit of 
efficiency which induces him to improve the methods and equipment. 

Some of the prominent plans are discussed here in detail. 

6.10.1 Halsey Premium Plan 
The main features of Halsey Premium Plan as a method of incentive to efficient 
workers are as follows: 

1) Standard time and standard work are prescribed in advance. I 

2) Workers are paid for the actual time they take to complete the job as per the , 

time rate. 

3) If a worker completes the job in less than the pre-determined standard time, he is 
given a bonus for the time saved. This is in addition to.his wages for the actual 
time sperit on the job. 

4) A bonus equal to 50 per cent of the wages of time saved is paid to the worker as 
a reward to his good work. 

5) Workers who fail to reach the prescribed standard get the time wage. 

The rate of bonus under the Halsey Premium Plan may vary according to the policies 
of the organisation. In some cases, it may be 1/3 of the wages of time saved, 

It is a simple system to operate. It guarantees the hourly wages to workers for the 
actual time. But fixation of standard time is a difficult process. Workers however, feel 
that they do not get the full benefit for the time saved under this system. 

Method of Computation 

Total Earnings of the worker = (Time Rate X Time Taken) + 
i X Time Saved X Time Rate 

or, (T X R) +: X (S - T) X R 

Where S = Standard Time 
T = Actual Time Taken 
R = Rate of Wages per Hour 

Now, if the Standard Time for a Job = 8 hours 
Actual Time = 6 hours 
Rate per hour = Rs. 7 

Then, Tota1 '~arnin~s  of the worker are 
1 



This includes time wages of Rs.42 and Rs.7 as bonus for time saved. It is to be noted 
here that the worker gets Rs. 49 for 6 hours, which comes to Rs. 8.16 per hour. 

6.10.2 Rowan ~rirniumtl Plan 
Rowan Premium Plan is similar to Halsey Plan. The main features of Rowan Plan 
are: 

1) Workers are paid for the actual time taken by them in completing the job on the 
, basis of time rate. 

2) They are paid a bonus for the time saved i.e., for the difference between the 
standard time and actual time. 

3) Bonus under this method is calculated as a proportion of the time wages as time 
saved bears to the standard time. 

Method of Computation 
Time saved 

Bonus = T X R X s - 

S - T  
Total Earnings = (T X R) + (T x K x --) " 

8 - 6  
In the above example, it will be = (6 X 7) + (6 x 7) x 8 

f 

This includes time wages of Rs. 42 and Rs. 10.50 as bonus for time saved. Since the 
worker gets Rs. 52.50 for 6 hours, it amounts to Rs.8.75 per hour. 

The merits and demerits of Rowan Plan are similar to those of Halsey Plan. An 
additional advantage under Rowan Plan is that the worker is not induced to rush 
through the work because if time saved is more than 50 per cent of the standard 
time, the bonus will decrease. However, the calculation of honus is complicated. 

Look at Illustration 1 and study how total wages of a worker are calculated under 
different plans. 

illustration 1 
The standard time allowed to complete a job is 100 hours and the hourly rate of 
wage payment is Rs. 5. The actual time taken by the worker to complete the job is 80 
hours. 

Calculate the total wages of the worker on the basis of 

i) Time Rate 

ii) Piece Rate 

iii) Halsey ~ l a h  ' 

iv) Rowan Plan 

Also compare the effective earnings per hour under the above methods. 

Solution 

i) Time Rate 
Total Wages = 80 X 5 = Rs. 400 

1 
ii) Piece Wage 

Total Wages = 100 X 5 = Rs. 500 

iii) Halsey Plan 
Basic Wages for 80 hours at Rs. 5 per hour = Rs. 400 
Bonus (f of Basic Wages for Time Saved) = 20 X 5 X 1 = Rs. 50 
Total Wages = Rs. 450 

iv) Rowan Plan 
I Basic Wages for 80 hours 4 Rs. 5 per hour = Rs. 400 

20 
Bonus forTime Saved = 100 X 80 X 5 = Rs. 80 

Total Wages = Rs. 480 a 

# 

Labour 1 



Materials and Labour eompmsative Earnings per Hour 
Time Rate - Rs. 400 -80 = Rs. 5 
Piece Wage = Rs. 500 i 8 0  = Rs. 6.25 
Halsey Plan = Rs 450 -80 = Rs. 5.62 
Rowan Plan = Rs 480 -80 - Rs. 6 

6.318.3 Differential Piece Rate System 
Besides Halsey and Rowan Premium Plans; there is yet another line of thought in 
.respect of incentive methods. This system believes in payment of wages to labour on 
the basis of piece rates varying with the level of efficiency of workers. 

Some of the exponents of differential piece rate system are: 

i) Taylor 

ii) Gantt 

iii) Emerson 

iv) Merrick 

Let us now study the main features of their suggestions regarding the exact basis on 
which the rates of payment should be distinguished between one worker and another. 

I 

Taylor System 
The main features of this system are: 

a) It offers a higher piece rate to workers beyond a defined level of output; 

b) It distinguishes between workers through two types of piece rates: (i) a lower rate 
for sub-standard performance (e.g. 80% of piece rate), and (ii) a higher rate for 
standard and above standard performance, which is much more than time wages 
(e.g. 120% of piece rate) 

7 .. 
c) It acts as an additional incentive to expert workers towards maximisation of 

production; and 

d) It ignores any form of guaranteed day wages. 

Illustration 2 
Standard Time allowed 10 units per hour 
Normal Piece Rate Rs. 5 

Differential Piece Rate: 
80% of Piece Rate for Output below standard 
120% of Piece Rate ior output at or above staydard 

A produces 75 units in a day of 8 hours 
B produces 100 units in a day of 8 hours 

I Compute wages of A and B under Taylor Differential Piecc Rate System. 

~oluiion 
Piece Rate will be 5 -10 = Re. 0.50 per unit 
Standard Output in 8 hours is 8 X 10 = 80 units 
So A's performance is below standard and B's above standard 

80 Earnings of A = 75 X 0.50 X 100 = Rs. 30 

120 - Earnings of B = 100 X 0.50 X 100 - Rs. 60 

Labour Cost per unit- 
A = 30 i 7 5  = 0.40 per unit 
B = 60 -100 = 0.60 per unit 

Gantt Task Bonus Plan 
This system combines the (a) Time Wage, (b) Piece Wage, and (c) Bonus Plan. It 
mainly follows a differential piece rate basis of remuneration with the following 
method of computation: 

a) Output below standard to be paid at guaranteed Time Rate 
- -  



. . 

b) Output at standard to be paid with 20 per cent of Time Rate as Bonus 

c) Output above standard to be paid at high piece rate on the entire output of the 
worker. 

Gantt System, therefore, offers an incentive to efficient workers for increased 
production. It means lesser the time consumed in completing the job, higher the 
earnings per hour. The standard output within a specified period is pre-determined. 
Bonus is paid at the rate of 20% for 100% efficie~cy. Those workers who complete 

their job in the standard time are treated as 100 per cent efficient. They get wages for 
time taken plus bonus at a fixed percentage of wages. If a worker completes his job in 
less than the standard time, he gets wages for standard time plus bonus at a fixed 
percentage of wages earned (which is usually 20%). Slow workers, howeve< still get 
the guaranteed wage for the day. 

Illustration 3 . 

Standard Rate = Rs 5 per hour 
' Standard Hours for the Job = 8 hours 

Bonus = 20% of Standard Time 
Worker A completes the work in 10 hours 
Worker B completes the work in 8 hours 
Worker C completes the work in 6 hours 

Compute the earnings of A, B and C under Gantt Task Bonus Plan. 

Solution 
The comparative earnings per hour of the three workers will be computed as fouows: 

I A: Wages for 10 hours at Rs. 5 per hour = ~ s : '  50 

B: Wages for 8 hours at Rs. 5 per hour = Rs. 40 + 20°h of 8 hours 
= 40 + 8 = Rs. 48 

C: Wages for 6 hours = 

Wages for 8 hours at Rs. 5 per hour = Rs. 40 + 20% of 8 hours = Rs. 48 

A's earnings per hour = Us. 5' 
B's earnings per hour = Rs. 6 
C's earnings per hour = Rs. 8 

Emerson Efficiency Scheme 
, The main features of this scheme arc: 

a) It combines minimum day wages with the differential rate of bonus related to the 
Ievel of efficiency of workers. 

I 

1 b) It rewards efficiency according to the actuaI time taken in completing the job. 

c) The standard output is pre-determined i.e., a standard task for a unit of time or 
standard time tor a job is fixed and then the level of efficienoy bf workers is 
determined on that basis. 

d) If a job is completed in standard time, it is treated as 100% efficiency. If it takes 
double time, it is 50% efficiency. 

e) Bonus is paid to workers when their level of efficiency is 66% or more. 

f )  The rate of bonus increases gradually with increase in the output; the scheme 
contains about 32 differentiating rates at different levels of efficiency. 

' g) Those workers who fail to attain 66$% level of efficiency are paid at Time Rate. 

I Look at the following two tables to understand the level of emciency and its 
. relationship with the rates of bonus under this scheme.. 



r 
Materials and Labour STANDARD TIME: 20 hours 

Time taken to 
complete the job 

Level of 
Efficiency 

20 hours 

16 hours 

40 hours 

Level of efficiency ~ b n u s  Rate 

66% Guaranteed Time Rate 

90% 10% 

100% 20% 

Above 100% Time Wages + 20% of wages earned + 
wages for Time Saved 

125% Time Wages + 20% Bonus + 
25% of Time Saved 

Look at Illustration 4 and see how bonus and wages are calculated under the 
Emersion EfficiencyScheme. 

Illustration 4 
Standard Output: 2,000 units per day 
Worker A produces 1,200 units 
Worker B produces 1,600 units 
Worker C produces 2,000 units 
Worker D produces 2,400 units 

Indicate the bonus rate for A, B, C and D under Emersion Efficiency System. 

Solution 

I 
Worker Std. Output Production Effidiency Level Payment 

A 2,000 1,200 60% Wages at Time Rate 

B 2,000 1,600 80% Daily wage at Time Rate + 4% Bonus 

C 2,000 2,000 100% Time Rate for hours worked + 20% Bonus 

D 2,000 2,400 120% Day wage + 20% Bonus i- 20% for 

Time Saved 

Memck Differential Piece Rate System 
The main features of this system are as follows: 

a) It is a multiple piece rate system. 

b) All workers under this scheme are paid only on the basis of their output. 

c) Time Rate wages are not @.=anteed to the workers; they are paid on the basis of 
their efficiency. 

d) The rates of payment under this system are: 

Level of Efficiency Payment 

up to 83% of the standard Normal Piece Rate 

83% to 100% 110% of Normal Piece Rate. 

Above 106% 120% of Normal Piece Rate 

c Illustration 5 
1 

i I Piece Rate-Rs 20 per unit 
,68 Standard Output-24 units per day of 8 hours 



Output of A-16 units 
Output of B-21 units 
Output of C-25 units 

Compute Wages for A, B and C under Merrick Differential Rate System. 

Solution 
A : Efficiency = 16 t 24 X 100 = 67% 

As this level is below 83%, wages = 16 X 20 = Rs.320 
1 

B : Efficiency = 21 -24 X 100 = 875% 
Efficiency level is above 83% but below 100% 
Wages = 21 X 22 = Rs.462 

c : Efficiency = 25 + 24 X 100 = 104% 
Efficiency level is above 100%. Rate per unit will be Rs.24 
Wages = Rs.600 (25 X 24) 

A gets Rs.20 per unit, B Rs.22 per unit and C Rs.24 per unit. 

6.10.4 Group Bonus Scheme 
This system rewards a group associated with production rather than the individual 
workers. The main characteristics of this system are: 

a) Bonus is paid for collective efficiency in production. 

b) Bonus is payable to a group of workers for their joint output over and above the 
given target. 

c) Distribution of bonus to the individual members of the group is made on some 
agreed basis or in specified proportions. 

d) Production is considered to be a team effort governing the efficiency of 
performance. 

e) It is a method of payment by results based on group productivity being shared by 
the workers either equally ar- in different specified proportions bctwecn workers 
of different skills. 

.f) The aim is tp create a team spirit for increased production and lower cost per 
unit through healthy competition between different groups. 

This system gives an opportunity also to foremen and supervisors to share the 
rewards of efficiency in output and to take adequate initiative in this area. 

Check Your Progress D 

I )  How can you determine wages under the time rate system? 

2) Why do we pay labour on piece wage basis? 
I .............................................................. ........... ...............................................................*.... 

.............................................................................................................................................. 

.............................................................................................................................................. 
3) State the need for labour incentives through bonus and premium. 



Materials and Labour 
4) Which one of the following alternatives should be the most advantageous choice 

of objective in a company? 

i) Increased production 

ii) Minimum wages 

iii) .Effective supervision 

iv) Extended hours of duty 

v) . Uniform rates of payment to all staff 

vi) Fully mechanised operations 

vii) Labour satisfaction 

viii) Industrial peace 

ix) Optimum efficiency 

x) Tight control over punctuality of workers. 

5) State whether each of the following statements in True or False. 

i) A good method of wage payment should 
guarantee a minimum wage to all workers. 

ii) Time wage system motivates the worker to 
work faster. 

iii) Under piece wage system, the worker 
maintains the plant and equipment properly. 

iv) Balance debt system is a compromise 
between time wages and piece wages systems. 

v) Under incentive plans wages per hour 
increase in the same proportion as the output. 

vi) Rowan premium plan is more complicated 
than the Halsey premium plan. 

vii) Taylor differential piece rate does not 
ignore guaranteed day wages. 

viii) Gantt task bonus plan combines time 
wage system, piece wage system and bonus plan. 

6.11 LET US SUM CTP 

Labour is an important element of cost. For costing purposes, labour may be 
classified into direct and indirect. Direct labour cost forms part of the prime cost 
while indirect labour is included in overheads. 

Recording of time of arrival and departure of Recording the workers is termed as 
'time keeping' for which various' methods like attendance register, token or disc 
method, or clocks cards ark used. Such record does not show how each worker's time 
was utilised. For this purpose a system of time booking is,maintained with the help of 
time cards or job cards. Job cards help in ascertaining how each worker utilised his . 
time while he was in the factory and a l s ~  in computing the labour cost of each job or 
operation. 

Payroll accounting refers to  the system of computing net wages payable to each 
worker and preparing the wages shest according to the specified method of wage 
payment. It helps in providing relevant data for cost control and minimising the 
possibilities errors and frauds. 

Idle time refers to the time during which workers were not engaged on production ;, 
and for which they have been paid. For costing purposes such time may be classified ' 



bto normal idle time and abnormal idle time. Wages paid for normal idle time are.' 
f charged to jobs by inflating the hourly wage rates. But, the wages paid for abnormal 
idle time carried by un-controllable factors like machine break-down, 6ower failure, 
strike etc. are charged to the Costing Profit and Loss Account. Overtime involves an 
extra cost because tlie workers are paid higher wages for such time. The additional 

for overtime should be charged to general overhdads if it is done due to 
pressure of work or to the job directly if it is done for completing a speci£ic 

job within a specified period. 
1 .  

Labour turnover refers to the rate of change in the labour force during a particular 
period. It may be caused by some unavoidable factors like retirement, marriage, 
disability, etc. or by avoidable factors like poor work environment, poor labour 

, policies, low wages, etc. Undue labour turnover involves additional cost ind low 
profitability and should, therefore, be avoided. 

There are two basic methods of wage payment viz., time wages, and piece wages. 
~ o t h  have their advantages and limitatians. Most organisations, these days, use time 
wage system and provide for incentive plans to improve the productivity of labour. 
The prominent plans used are (i) Halsey Premium Plan (ii) Rowan Premium Plan, 
(iii) Differential piece rate system, and (iv) Group bonus scheme. 

KEY WORDS 

Balance of Debt System: A system of wage payment under which a worker is paid 
on the basis of piece rate subject to a minimum wage based on the time spent by him 
in the factory. The Bxtra payment is recouped from his subsequent extra earnings. 

Clock Card: A card given to each worker on which his time of amval and departure 
is recorded with the help of clock records. 

Differential Piece Rate System: A system under which piece rate vanes according to 
the efficiency of workers. 

Direct Labour: Labour directly engaged in the manufacture of a product or in a 
particular job. 

:Idle Time: Wages paid for unproductive time due to circumstances beyond the 
,control of the'workers.. 

*Indirect Labour: Labour employed as supervisors, repair workmen, security men, 
etc. 

Job Card: A card maintained for each Job on which the time spent by different 
workers on that job is recorded. 

Labour Turnover: Rate of change in the labour force of an organisation during a 
particular period. 

Overtime: Extra time spent in the factory over and above the scheduled hours of 
work. 

b r o U :  Wages sheet recording gross wages and net wages payable to each worker 

Payroll Accounting: A system of computing net wages payable to each worker. 

Piece wage'system: A system under which wages payable to workers are based on 
their output. 

Standard time: Pre-determined time allowed for completing a particular task. 

Time Booking: Recording utilisation of worker's time on various jobs, operations 
etc. 

Time Card: A card maintained for each worker on which the time spent by him on 
different jobs is recorded. 

Time ~ e e ~ i n ~ :  Recording the time of arrival and departure of workers. 

Time Wage system: A system under which wages payable to workers are based on 
'the time spent by workers ih the factory. 

-- - 
L 

"Labour 



Materials md Labour 

A 4 i) False ii) False iii) False iv) True v) False 

B 6 i) False ii) False iii) True iv) True v) True 

C 4 i) Bad ii) Bad iii) Bad iv) Good v) Bad vi) Good 

D 4 (ix) 

5 i) True ii) Palse iii) True iv) True v) False vi) True vii) False viii) T r u e  

6.14 PJAL QUESTIONS 

1) Distinguish between Direct Labour and Indirect Labour. 

2) Bring out the salient features of Time Keeping and Time Bookbg. 

3) What do you mean by idle time? How are wages paid for idle tune treated in 
cost accounts? 

4) 'Overtime is an evil'. Do you agree? Give reasons and explain extra wages paid 
for overtime treated in cost accounts. 

5) What is Labour Turnover? State the major causes of Labour turnover. 

6) Name the various methods of remunerating labour and explain any one of them 
in detail. 

7) What are the different methods of incentives? Discuss any one of the systems of 
bonus or premium which you consider as effective. 

8) Comment on the relative utility of: 
a) Halsey Premium Plan 

b) Rowan Premium Plan 

c )  Differential Piece Rate System 

d) Group Bonus Scheme. 

Note: These questions will help you lo understand the'unit better. Try to 
write answers for them. But do not submit your answers to the 

are for your practice only. 
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7.0 OBJECTIVES 

After studying this unit you should be able to : 

r explain the concept of'overhends 

r classify overheads element-wise, function-wise and behaviour-wise 

9 describe the sources from which overheads under differknt standing order numbers are 
collected 

0 explain various bases of allocation and apportionment of factory overheads 

prepare distribution summary showing the allocation and apportionment of various 
factory overheads. 

7.1 INTRODUCTION 

You have learnt that all indirect costs are co1lectively termed as 'overheads' and that they, 
constitute an important component of total cost of a product, a job or a process. In this unit, 
you will learn about the meaning of overheads, the various categories into which they can be 
classified, and the procedure of collecling them under different standing order numbers, 
You will also learn about the various bases of allocation and apportionment of factory 
overheads to different production and service departments and the preparation of distribution 
summary. 

7.2 CONCEPT OF OVERHEADS 

A cost is composed of three elements - (a) material, (b) labour, and (c) expenses. Each of 
these costs can be further classifid as (1) direct and (2) indirect. Direct costs are costs 
Which can be easily identified directly with a particular product, process or department. 

/Indirect costs, on the other hand, refer LO costs which cannot be conveniently identified with 
a particular product, process.or department. These are common costs'like rent, repairs, 
salaries, lubricating oil, which are incuqd for the benefit of a number of cost units or cost 5 



Overheads centres. The total of all indirect costs i.e., indirect materid, indirect labour and indi- 
rect expenses, is termed as 'overheads'. Other terms in use for overheads are 'oncosts', 
'overhead costs', 'supplementary costs', 'overhead expenses or charges', etc. 

The National Association of Accountants (USA) defines overheads (overhead costs) as 
follows : 

(A) Fundamental concept : Cosis that have to be incurred although they have no directly 
measureable, observable rvlationship to specific activity units, production or cost . 
objectives. 

(B) Application definition : While related to the accomplishment of the firm's objectives, 
overhead cosp are costs which cannot, as a practical matter, be assigned to those 
objectives in a d k t  fashion. A consistent methodof cost allocation, which by some 
measure approximates the economic sacrifices incurrqd, must be adopted. 

It is evident from the above that they cannot directly be identified to units of output and that 
they have to be suitably allocated or absorbed so as to determine the product cost, both 
total cost and unit cost. 

7.3 CEASSIRICATION OF OVERHEADS 

Overhead classification refers to the process of grouping the overheads according to their 
common characteristics so as to provide the managers with information that will enable 
them lo manage the business effectively. 

The overheads can be classified according to : 

1 Elements 

2 Functions and Departments 

3 Behaviour. 

7.3.1 Element-wise Classification 

According to elements overhead is divided into : 

i) Indirect materials 

ii) Indirect labour 
iii) Indirect expenses 

i )  Indirect materials : It is that material which does not form a part of the finished 
product or saleable service. Examples of indirect materials are : coal, lubricating oil, 
grease, sand paper used in polishing, etc. There are some items which may become a 
part o l  the Eiished product like nuts, screws, bolts, pins, etc., but these are still 
considered as indirect materials for costing purposes as their cost is comparatively 
small. 

ii) Indirect labour : Indirect labour is not directly engaged in the production operations. 
They only assist or help in production operations. Examples of indirect labour are 
supervisor, clerk, cleaner, inspector, peon, watchmen, etc. Remuneration paid to these 
employees is considered as indirect labour cost. 

i i ~ )  lnd~rect expenses : All indirect costs, other than indirect materials and indirect labour 
are cans~der.~d to be indirect expenses like rent, depreciatiqn, lighting and power, 
advertls~ng, lnsurancc etc. 

7.3.2 Function-wise Classification 

T h ~ s  nlethod of clnssificat~on 1s based on the major funchons/departments of a business 
organrsaLlon Thcb are 



I i) 
ii) 
iii) 
iv) 

Production overheads 
Administration overheads 

Selling overheads 
~isaibution overheads 

fioduction overheads : These include indirect material cost, indirect wages and 
indirect factory expenses incurred from the stage of procurement of materials till the 
completion of the finished product, They are the expenses incurred in maintaining and 
operating a manufacturing division of an organisation. Indirect materials like cotton 
'waste, cod, oil, grease; indirectowages like salaries of store keeper, supervisor, and 
i m e x p e n s e s  like factory rent, idle time, overtime, normal loss of material, factory 
ligk,.etc. are the items of production overheads. These are Jso known as ' 

'mandacturing overheads', 'works overheads', 'factory overheads'. 

,Administration overheads : These include all those expenses connected with the 
managerial functions of planning, directing, coordinating and controlling the 
operations of a business other than those related to production, selling, disDibution and 
research and development. Examples are office rent and ratks, office staff salaries, 
office lighting, depreciation, and repairs to office building and equipment, telephone 
charges, auditors' fees, legal expenses, etc. 

iii) Selling overheads : These include the costs incurred for creating demand for the 
product, for securing and servicing orders. Advertising, bad debts, salaries and , 

to selling agenrs, travelling expenses, show room expenses are the 
selling overheads. 

iv) Distribution overheads : These include the costs incurred in connection with the 
delivery of goods to customers. Some examples of distribution overheads are : packing 
cost, carriage outwards, maintenance, repairs and depreciation of delivery vans, 
warehouse expenses, wastage of finished goods, etc. 

7.3.3 Behaviour-wise Classification 

This classification is made on the basis of variability nature of overheads with production, 
Accordingly, they are classified into : 

i) Fixed overheads 

ii) Variable overheads 
iii) Semi-variable overheads 

i) Fixed overheads : These overheads remain fixed or unaffected by changes in the level 
of production. An increase or decrease in the output has no cffect on the total arnouht 
of overheads. As a result, an increase in the volume of output will result in a decrease 
in the fixed cost per unit, owing to its spread over a large number of units and vice- 
versa. Some examples of fixed overheads are rent and rates, salaries, legal expenses, 
bank charges, etc. 

ii) Variable overheads : These overheads vary in direct proportion to changes in the 
volume of output. Variable overheads per unit remain fixed. Some examples of 
variable overheads are : indirect materials, fuel, power, slai i~n~.ry,  salesmen commis- 
sion, dtc. 

iii) Semi-variable overheads : These are the expenses that stand midway between fixed 
and variable overheads. They are partly fixed and partly variable. They vary with 
change in the volume of output but not in the same proportion as the change in the 
volume of output. Examples of such overheads arc : telephone charges, depreciation, 
repair and maintenance, cost of supervision, etc. 

( heck Your l'r~)grc.ss A 
1 What do you mcan hy ovcrhcads . 

Classlflcatlon and 
DIstrlbutlon of Overheads 



. . 
......................................................................................................................................... 1 Overheads ' . . 

. ..........................(..... . .................................................................... 

2 Rasccl on runcrional classifica~ion, list various Lypcs of ovcrhcads. 

......................................................................................................................................... 
.......................................................................................................................................... 

.......................................................................................................................................... 

3 Give ibvn examples of semi-fixed overheads. 

........................... _i ............................................................................................................... 
.......................................................................................................................................... 

4 Fill i n  the blanks. 

i) According to elcmenls of cost, Ihc overl~c~ds are classified into indirect material 
................................. 

............................ it) The costs otllcr than direct costs are known as.. 

i i i )  Semi-variablc overheads are.. ............................ fixed and 
........................ variable. 

............................ iv) Symbols or code numbers of overheads are known as.. 

................................ v) Journal gives information relating to. items like 
depreciation, notional rent, etc, 

I 

7.4 COLLECTION OF FACTORY OVERHEADS - 
As mentioned earlier, overheads are not directly attributable to a particular cost unit, process 
or deparunent. Hence, there is a need for distribuuon of overheads to different products 
manufactured or to the different departments. There are four steps in overheads distribution. 
They are : 

i) Collection of overheads 

ii) Allwation and apportionment to production and service departments 
iii) Re-apportionment of service department costs 

iv) Absorption of overheads 

The first step in overhead distribution is the collection of overheads. This means the ascer- 
tainment of the total amount spent on each item of overheads during a particular period. 

7.4.1 Standing Order Numbers 
After the classification of overheads, each group of expenses should be given a distinct 
symbol or number so that each such group is easily distinguished from that of the other. 
Such symbols or numbers.are the codes for overheads and are h o w n  as 'standing ordel 
numbers.' Each standihg order' number represent$ a particular type of expenditure and as 
and when the ex~nditure is incuqd, it is appropriately classified. The code numbers may 
be alphabetical (Mnemonic method), numerical or a combination of both. 

Numerical method : NumMr fiom 01 to 10 may be for indirect materials; 11 to 20 for 
indirect labour and so on. I 
Mnenronic method : 

1 ' I  
S may be represent sales il 

!$A for sales-advertising 

S AS . Sales- Advertising -South India. 



1 

1 Combinat'on of alphabets and numbers system : Alphabet represent the main group and 'i 
CJasslflcotlon an4 

I numbers denote the suggroup. 
Dbtrlbutbn of Overheads 

R, - Repairs w machlfieq 

I R, - Repairs to building 

i R, -Repairs tb vehicles 

Thus, the manufacturing overhead costs are analysed and classified by the code numbers on 
the documents. Now, for the collection of factory overheads, these various documents have 
to be processed from which the necessary data can be extracted. 

1 7.4.2 Sources 

I The sources from which overhead costs are collectid are as follows : 
I 
I a) Invoices : These are documents received for sundry purchases against purchase 
I requisition made by a particular tlepartment. The name or code number of the depart- 
1 ment will be indicated in the invoice itself. At the end of the month the total amount 

I of purchases will be debited to Factory Overhead Account and credited to Cost Ledger - 
I Control Account. 

b) Stores Requisitions : Materials would be issued from stores only on receiving stores 
requisition from the departments. On the stores requisition, the code number of the 
department making the requisition would be indicated. This helps in cparging the 
indirect materials to the particular department using them. 

1 

i c) Wages Analysis Book : This book gives information r5lating to indirect wages, 
I overtime, bonus etc. When wages are paid to indirect workers, they are entered against 

I the standing order numbers on the basis o l  job cards, time cards etc. 

d) Cash Rook : The overheads which are paid in cash but not recorded anywhere else 
can be collected from this book. 

e) Journal : It gives the information relating to non-cash items l$e depreciation, 
notional rent,.accruals and payments in advance. Therefore, it is necessary to scruti- 
nise the journal for the accumulation of manufacturing overheads, 

( E) Subsidiary Records : It is necessary to look into the reports &=ding scrap, waste, 
spoiled materials, idle time and idle facilities for ascerhining their costs to be adjusted 
in overheads. 

/ 7.5 ALLOCATION AND APPORTIONMENT OF 
1 FACTORY OVERHEADS 
I 

After the overheads are classified and collected under various standing order numbers, the 

( second step in overhead distribution is allocation and apportionment of overheads to 
production and service departments. 

I 

7.5.1 Allocation 

According to the ICMA Terminology, allocation is "the allotment of whole items of cost to 
cost centres or cost units". It refers to charging to the cost centre tiJose overheads that have 
been incurrcd for that cost centre. It means that overheads have been incurred because of 
the existence of that cost centre. For example, if canteen is treapd as a separate cost dentre, 
salary paid to canteen manager can be tillocated to canteen. If indirect wages and salaries are 
paid to the employees in each department, they can be wholly attributed to the concemed 
departments and charged accordingly. When separate meters are installed in departments, 
from meter reading, power charges for ea&department can be easily known and as such 
they are allocated to the concemed deparlments. ' 



Overheads Thus, it can be said that, an overhead can be allocated to a cost centre if  he following two 
conditions are salisfied : 

1 m e  overhead must have been incurred because of the existence of that particular cost 
centre. 

2 The exact amount of overhead incurred in a cost centre must be known. 

7.5.2 Apportionment 
Apportionment iefers to the distfibution of common items of cost to two or more cost 
centres on some appropriate basis. When the costs which are incurred for the factory as a 
whole and benefit two or more cost cenkes, then it is necessary to apportion them to 
different departments that receive benefit from such costs. For example, factory rent benefits 
all the departments. Hence, it should be apportioned lo all the departments on the basis of 
the floor area occupied by each deparunent in the famry. 

The common factory overheads have to be apportiQnedm various production and service 
departments in the factory on some equitable basis. 

A production department is one thgt engages in the actual manufacture of the product. 
Examples of production deparunents are weaving, spinning, crushing, mining, grinding, etc, 

A service department is one which renders a service that contributes indirectly in h e  
manufacture of a product. It renders service to the production as well as other service 
dcparments. Examples of%service departments are purchasing, stores, time kecping, 
personnel inspection, elc. 

Principles of Apportionment 

As stated earlier, the common factory overheads (common costs) have to be apportioned to 
various production and service departments on some equitable basis. In determining the 
basis to be adopted, the following guiding principles can be followed : 

1 Actual benefit : According to this principle, overheads are disuibuted over various 
departmetits on the basis of the actual benefit received. This can be adopted where it is 
possible to measure the actual benefit derived from a particular expense. For exarnplc, 
rent can be apportioned to different departments on the basis of area occupied. 
Similarly, machine shop expenses may be apportioned on the basis of actual time 
devotcd to each job for which proper job cards are maintained. 

2 Potential benelit : It would be ideal to distribute common costs on the basis of actual 
benefit received, but, in most cases, the measurement of actual benefit may not be 
possible or it may be too.cumbersome to keep h e  ncccssary records. Hence, it is 
advocated thpt the apportionment may be done on the basis of potential benefit 
(benet3 likely to be received). For example, if lighting costs were Lo be apportioned 
on thebasis ofactual bencfit received, you will have, to keep record of the numbcr of 
lighting points in each department, the wattage of bulbs used in each lighting point, 
a ~ d  the amount of time for which each point was on. This is rather impractical. Hencc, 
lighting costs can be apportioned simply on the basis of lighting pine in each 
dcparment. Similarly, cost of transport for workers can be apportion4 on the basis oC 
the number of employees in each department. This mehod is also called 'service or 
use' method. . 

3 Specific criteria : According to this principle, the overheads can be apportioned to 
differcnt,departmenls in a given ratio which may be determined after careful survey 
f ~ r  different service functions. This method, therefore, is also known as 'survey 
method' and it is particularly useful where it is difficult to select a suitable bbis for 
apljortionment. For example, for the apportionment of works manager's salary, it may 
be difficult to identify a suitable basis. Hence a survey may be conducted to ascertain 
the time and attention given by him to different cost cehves and a.reasonable ratio 
fixed Ibr'lhe purpose. 

, 4 Ability to pay : This method is based on h e  principle hat more hi revenuc of a 
IQ. ./ . 'dcparbncnt, the highcr should be the proportionate charge fqr the services, For 



e m p l q ,  the cpst of maintaining stores may be apportioned to different production Classification and 
departments on the basis of the value (not the volume) of materials consumed. Dlstrlbutlon of Overheads 

Bas$ of ~ ~ ~ r n ~ o n & e n t  : h the light of the above pinciples, the usual h i s  for 
apportioning common items of factory overhead can be as follows : 

+.pemes Basis 

eat, Rates, and taxes, insurance, Floor area occupied 
and repairs of buildings 

. 2  Canteen, welfare expenses, No. of employees 
time keeping, personnel office 

3 Depreciation, repairs and Capital cost of plant 
insurance to plant and machinery and machinery 

4 PowerfSteam consumption, Technical estimates (i.e HP hours, 
{fighting , - -. number of light points) 

5 Store keeping expenses ~eight/value of Materials 

.6 Internal transport, Number of requisition~,~?ight/ 
Value of inaterials 

7 Compensation to workers, Direct wages 
ESI and PF contribution 

7.6 PREPARATION OF OVERHEADS DISTRIBUTION 
SUMMARY 

The allocation and apportionment of overheads to production and service departments is 
also known as 'departmentalisation or primary distribution of overheads'. It is done by 
preparing an overheads distribution summary. . 

For the preparation df overheads disiribution summary, all those overheads which can be 
directly identified with a particular department, will be taken/allocated to the concerned 
department and those which cannot be identified with a particular department .will be 
apportioned i.e., distributed on equitable basis to different departments, 

The proforma of overhead distribution summary is given in Figure 7.1.. 

Flpre  7.1 : Rofonna of Overhead Dlstrlbution Summary 
Departmental Overhud DlstrlbuUon Sunimuy 

Apportionment 
Toul 

Rs. 

Look at Illusuation 1 and study how departmental overheads distribution summary is 
prepared. 



Overheads Illustration 1 

The following information is supplied from the costing records of a company : 

Rs. 

Rent 
Maintenance 
Depreciation 

Lighling 

Insurance 
Employer's contribution to 

Provident Fund 

Energy , 
Supervision 

Spinning Weaving Sforu Timc Keeping 

Floor s p c e  (sq. ft.) 300 220 180 100 

Number of workers 48 32 24 16 

Total direct wages (Rs.) 16,000 12.000 8 ,m 4.000 

C o s ~  of~machinery (Rs.1 48,000 36.000 24.000 ' 12.000 

30.000 18.W 12.OM) - 
Stock of  goods 

Prepare a statement showing apportionment of costs to various departments. ' 

Solution: 

Re-Apportionment of Service Department Costs : Once the overheads have been 
allocated and apportioned to production and service departments, next step in overhead 
distribution is to re-apportion the service department total costs to production deparunenp. 
As Lhc ultimate object is to charge the overhiyd to cost unk ,  and na cost units pass 

Overheads 

Total 

Rs . 

4 , m  

2.400 

1,800 

400 

2,000 

600 

3,600 

6.m 

20,800 

Departmental Dlstributlnn Summary 

Expenses 

Kcnt 

Mainkellance 

Deprec~ation 
Lighting 

Llsurancc 

Ernplojcr's 
contribution 

E~lergy 

Supervision 

Total overheads 

I 

Ba is of apportionment 

Floor space 
(300: 220: 180: 100) 

Cost of machine 
(48 : 36: 24: 12) 

-do- 
Floor space 
(3M3:220: 180: 100) 

Stock o f ' g d s  -- 
(30:18:12:00) 

Direct wages 
(16 : 12 : 8 : 4) 

Cost of machine 
(48 :36: 24 : 12) 

. No. of workers 
(48 :32:24: 16) 

as per primary 

Time 
kecping b 

Rs. 

500 

240 

180 

50 

- 

60 

360 

800 

2,190 , distribulion 

Stores 

Rs. 

900 

480 . 

' 360 

90 

400 

120 

7 20 

1,200 

4,270 

Departments 
+ 

Spinning 

Rs. 

1,500 

960 

720 

150 

1 ,000 

240 

1,440 

2,400 

8,410 

Weaving 

Rs. 

1.100 

729 

540 

110 

600 

180 

1,080 

1.600 

5,939 
I 



through scrvice dcparlmcnts, it ~ C C O ~ C S  ncccssary to apporlion the service dcparmcnls Cl&sslficution and 
1 

I cosls al,so to production dcparmcnts on some equitable basis. This is known as secondary Distribution of 0verhe:lds 

disuibulion. ' 

Thc conunon basis of secondary distribution are given below : 

I Service Department Basis 
I 

1 Purchasc dcpartment Number of purchase orders or number of 
purchase requisitions or value of materials 
purchased 

1 

2 Stores dcparunent Number of material requisitions or value of 
materials issued 

3 Time-keeping department, Pay-roll Number of employees or total labour or 
dcparlmen t machine hours 

I 

4 Personnel department, canteen,  umber of employees or total wages 
welfare, medical, recreation and 

! security departments 
I 

5 Repairs and Maintenance Number of hours worked in each department 

6 Power House 

7 Inspection ', 
I 

8 Drawing Office 

9 Accounts department 

Meter reading or H.P. Hour for powers 
Meter reading or floor space for lighting, heat 
consumed 

Inspection hours or value of items inspected 

Number of drawings made or man-hours 
worked 

Number of workers in each department or time 
denoved 

I 10 Tool Room . Direct labour or Machine hours or wages 

I ' Illustration 2 

From the following information, prepare the departmental overhead distribution summary. 

I I ~ e r n '  ' Production Deprs. Service Deph. 
A B a C  X Y 

,..-- 
~ircci wages (Rs:) 60,000 90.000 1,20,000 30,000 fwmJ 
Direct Maierial (Rs.)' 30,000 60,000 ~ , o o O  44,000 45,000 

I Slarf Number, 3,000 4,500 4,500 1,600 1,400 

I Electricity Kwh 12,000 

Asset Value (Rs.) . ; 1,20,000 

Light points 20 

A m  (Sq. Yards) . 300 

, The expenses for the period were 

Rs. 

Power . 2,200 

I Stores -1,6Cd 

Welfare to slaff 6,000 

Rs. 

Depreciation 6 0 , m  

Repairs . 12,000 

General Overheads 24,000 

Rent & taxes 1,100 

~ppohion the expensebbbf service department Y according to direct wage.$ and those of I service department l in the ratio of 5 : 3: 2 to the producticx~ departments. 
i 



Overheads Solution 

Departtnental Overhead dbtrlbutlon Summary 

Note : Service departments' total cost (Direct cost/+ Overhead cost) has to be re- 
apportioned to production departments, direct wages and direct material cost of 
service departments is taken in overhead distribution summary. 

Ca:icirt Soaps Limited supplied you the following information for the month ending January 
1988. You are requ~red to apportion the overheads to production departments. 

/:om Prodvcfion Departments Service Departments 

A Q C X Y 

D~reci 1, age> (Rs.) 14,000 12,000 10,000 2.000 2,000 

Dlrect Mattrial ma.) 6,000 5 , m  4,000 3 ,OoO 2,000 

Service 

X 

Rs. 

, 200 

60 

295 

640 

4,000 

800 

2,000 

100 

30.000 

44,000 
-- 

Asset Value O(s ) 1,00,000 60,000 40,000 20.000 20,WO 

Total 

Rs. 

2,200 

400 

1 , W  

6,000 

60,000 

12,000 

24,000 

1,100 

90.000 

89,000 

Expmses 

Power 

&hung 

Stores Overhead 

Welfare to the Slaff 

Dcpreclation 

Rcpiura 

General overhead 

Rent & taxes 

VV ages 

Ma~cnal 

Prcduaion Depts. Depts. 

Y - 
Rs. 

200 

40 

301 

560 

4,000 

800 

4,000 

100 

~ . 0 0 0  

45,000 

Area Occupied 8 Sq. yards) 1,600 1,200 1,200 400 400 

Basis 

Kwh 

Light poi;~ts 

Direc~ Material 

Staff Number 

Asset value 

Asset value 

Direct wages 

Area 

Allocat:d 

1,15,001 

(1,15,001) 

- 

- 

Total ac per primary 
d~~tnbution 82,095 
------- --- 
Depanrnent Y Wages - 

T ~ L  cxpcnws fi7r the rnonlh were : 

Rs. Rs. 

Stores .~V,:I hcad 8M) Repairs and Mu' lntenancc 2,400 

Mo~ivv power 3.000 General overheads 20,000 

C 

Rs. 

400 

40 

402 

1.800 

12,000 

2,400 

8,000 

100 

- 

- 

A 

Rs. 

800 

100 

2M) 

1,200 

24,000 

4,800 

4,000 

3M) . 

- 

- 

S~qlvice 
Dcpanmcnt X 5 : 3 : 2 

Total a< per secondary 
d~rtnbuuon 

Lighkmg 4M) Kent and  axes 1,203 

Labo1.r q\ell'are 6,OM) 

14 Dcpres.~tion 12,000 

B 

Rs. 

600 

160 

402 

1.800 

16,000 

3.200 

6,000 

500 

- 

- 

41,048 

1.01,990 

24,628 

81.626 

16,419 

92,684 

(82,025) 

- 



Apportion the expenses of Department X in the ratio of 4 : 3 : 3 and that of the D'epar~ment 
Y in proportion to direct wages to Department A, B & C respectively. 

Solution : 

DepartmeqpQverhead Distribution Summary 
I I I 

Expenses I Basis I Total / Production Depts. Service Dep~s. 
I I I 

Direct wages 

Direct Material 

Stores Oved~ead 

Power 

Lighling 

Labour Welfare 

Depreciation 

h o c a t i o n  

Allocation 

Material 

K w h  

Light points 

Employees 

Asset value 

Repairs & 
Maintenance I 

Rs. 

4,000 

5.000 

800 

3 ,ooO 

400 

6,000 

12,000 

2,400 

z0,doo 
General 
overhead 

A 

Rs. 

- 
- 

240 

960 

80 

2.000 

5.000 

1 ,OO' 

7,OW D. Wages 

X 

Rs. 

2.000 

3 ,m 

120 

240 

40 

500 

1 ,OlN 

200 

1,003 

Y 

Rs. 

2.am 

2.000 

80 

360 

40 

S(X) 

1 ,0(N 

200 

1 ,m 

Rent & Taxes 1 Area 1 1,200 ( 4W ( 300 1 300 100 1 100 

Total as per primary 1 54.803 1 16.680 I 12,440 I lO.24)O / 8.203 7,280 
distribution 

Service 
Depaflment X 4 : 3 : 3 

Clieck Your Progress 1R 
1 What is allocatiorl of overheads ? 

Service 
Department Y Direct Wages 

Total as per S e c m d a v  
distribution 

2 What do 301.1 mean by apportionment of overhmds ?, 

........................................................................................................................................ 

Classification and ! 
Distribution of Overheads 

2.831 

22,79 1 

2,427 

17,327 

2,022 

14,682 

- 

- 

(-7,280) 

- 



Overheads 4 State whetJrcr each of tlic followialg statements Is 'l'rue or False, 

i) Rent is apportioned on dlc basis of dircct wages. 

ii) Power house is a produclisra depaalnlent. 

ii i)  The basis for apponionmelmt 01 canleer) ant1 wclF&e expenses is ehc numbcr of' 
employees. 

i v j  'The basis for re-apportionment of repairs anti nlaintenance depar~nent is the 
nnrnber of machine in each dcp~wtrnent. 

v) The most practical ~ncbhod of apponionmcna is I.he potenlial benefit, 

I 

7.7 SUMMARY 

~virheads refer to all indirect costs including indirect materials, indirect labour and indirect 
expenses. 'These can be classified according to the functions to which they relate and 
according to their variability in relation to the volume of output. 

Overheads are also taken into consideration while calculating the total cost per unil. But, 
they cannot be directly iden,tified with particular products. Hence, they are distributed 
among different products in an indirect manner. 

The first step in overhead distribution is the collection of overheads (ascerlainment of the 
total amount) under various standing order numbers. The next step is to allocate and 
apportion them to various production and service departments on some suitable basis. The 
guiding principles of apportionment are : (i) actual benefit (ii) Ntential benefit (iii) specific 
benefit (iv) ability to pay. The third step is toie-apportion the cost of service departments to 
production departments to facilitate the distribution of overheads among different producls 
manufactured in the factory. 

The last and final stage in overhead distribution is the absorption of overheads. This will be 
discussed in Unit 8. \ 

7.8 KEY WORDS 

Allocation : Allotment of whole amount of overhead cost to a particular cost centre. 

Apportionment : Distribution of common costs to various cost centres on some equitable 
basis. 

Common Costs : Overheads incurred jointly for various cost cenaes. 

Departmentalisation (Primary Distribution) : Allocation and apportionmenl of overheads 
to production and service departments. 

Overl~eads Distribution Summa- : A swement showing allocation and apportionment of 
various items of overheads. 

~e-apportionment (Secondary Distribution) : Apportionment of service department's 
cost to production department. 

7.9 ANSWERS TO CHECK YOUR PROGRESS 

A 2 factory overheads, administrative overheads, selling overheads and distribution 
overheads. 

4 i) indirect labour ii) overheads iii) partly, partly iv) standing order numbers 
' v) non-cash 

B 4 i) False ii) False iii) True iv) False v ) ~ & e  
16 



7.10 TERMINAL QUESTIONSlEXERCISES 
C)assiflctrtlon and 

Dlstrlbutloh of Overl~ends 

Questions 
I 

1 Define overheads. What are the various methods of classifying overheads. Discuss 
"functional classification. 

2, Name various st s involved in the distribution of overheads and explain them briefly. "P J 

3 How and why the service departments costs are apportioned to production departments? 

4 ' What are standing order numbers ? Explain various sources used for collection of 
overheads. 

5 Discuss various principles of apportionment of overheads. Give a few examples of the 
bases used for apportionment and re-apportionmenl. 

Exercises 

1 Following figures have been exuacted from the accounts of a manufacturing concern 
for the month of Deccrnber 1989. 

Indirect Malerials : 

Rs. 

Production Departments X 1,000 

Maintenance Dept. 

Stores Dept. 

1 Indirect Wages : 

I Production Dept. X 1,400 

I 

I Maintenance Dept. P 2,000 
I 

1 Stores Dept. Q 1,300 - 
i Power and Light 12,000 

I Rent 5,600 

1 Insurance on assets 2,000 

, Med charges 6,000 

Depreciation @ 6% on capital value of assets. From the following additional 
information, calculate, the share of overheads of each department. 

Item Production Service 
Y 'z P Q 

Area (sq. Ct.) 4,000 4,000 3,000 2,000 1,000 

Capital value of . 
asset (Rs.) 2,00,000 2,40,000 1,60,OOO 1,20,000 80,000 

K.W. hours 4,000 4,400 1,600 1,500 500 

I No. of employees 180 240 60 80 40 

I (Answer: X : Rs. 1 1,300; Y : Rs. 13,900; Z : Rs. 5,500; P : lfs. 9,000; Q : Rs. 4,000.) 



Overheads 2 M. Co. Ltd., bas three: production deparunents A, B, and C and ~ w o  service 
Departments D and E. The following figures are extrneled from the records of the 
company : 

Rcnt and nitcs 

lndircct Wages 

Dcprccialion 

Lighting 

Rs. 

10,000 

Sundries 20,000 

The following furlher details are available : 

Total A E C D E 
Floor space 
(sq. Tt.) 20.000 4,000 5,000 6,000 4,000 1,000 

Light points 120 20 30 40 i 0  10 

Dirccl wages (Rs.) 20,000 6,000 4,000 6,000 3,000 1,000 

w H.P. of' machines 300 120 60 1 00 20 - -1 

Value of machines (Rs.)5,00,000 1,20,000 1,60,000 2,00,000 10,000 10,000 

Apportionihe costs to various departments on'the most equitable basis. 

(Answer: A: Rs. 15,100; B: Rs. 14,400; C: Rs. 19.300; D: Rs. 9,250; E: Rs. 3,150) 

3 A factory has two production deparlmcnts A and B and two service departments- 
Purchasing ~ e ~ d t m e n t  C and Timc keeping department D. 

A B C ,  D 

Wagcs (Rs.) 16,000 12,000 6,000 6,000 

Area sq. meter. , 1,500 . 1,100 900 500 

Nurnber of employees 80 60 40 20 

Value of Plant and Machinery (Rs.) 32,000 24,000 16,000 8,000 

Value of direct nraterials purchased (Rs.) 10,000 20,000 - - 

Lighting units 5,000 3,000 1,500 500 

The following costs have been incurred :. 

Rs. - RS. 

Supervision 6,000 Rent 1,600 

Repairs to Plant and Machinery 2,400 Depreciation to Plant and Machinery 4,000 

Light 2,000 Power ' 2,000 , 

Employer's contribution to ESI 400 Canteen expenses 200 

From the 'above information apportion the service departments costs to production 
departments, ignoring inter-service. department transfer. 

(Answer : A : Rs.' 15,220,; B : Rs. 15,280) 



4 Calculate the overheads applicable to production departments A & B. There are also 
I 

Classification and ) 
I 

two Service Departments X & Y .  X renders service worth Rs. 24,000 to Y and the Distribution of Overheads 
balancc to A & B as 3 : 2. Y renders service to A and B as 9 : 1. I 

Floor space (Sq. ft.) 

Assets (Rs. in lakhs) 

H.P. of machines 

I I Number of workers 200 100 100 50 I 

I I 100 60 40 40 Light points 

Expenses are : 

Depreciation 

Rs. 

I I Rent, Rates etc. 72,000 

Insurance 30,400 

Pcwer 40,000 

I I Canteen expenses 20,000 

I I Electricity 9,600 

I i (Answer : A : Rs. 3,73,560 ; B : Rs. 1,79,940) 

/ 5 Tho R.T. Engineering Industries produced products P and Q during January 1980. 
Direct Department Expenses of the 3 services sections and 2 production sections 
through which the products pass and olhcr relevant information are furnished below : 

Section1 Expenses Nuinbar of Labour Labour installed 
Departments workers /-lour cost r capacity 

Rs. Rs. 
Service Scction X 
(Personnel and amcnities) 30,000 12 - - - 

Service Scction Y 
(Erccuical) 40,000 10 - - 
Service Section Z 
(Mill wcight) 

Production 
S.ection A 

Production . 
Section B . - 

Expenses undcr Servicc Section Y represenl Dcpartmenkll Expenses directly 
apportioned on electric power used on installed capacity of elcctric motors in 
Departments A and 0. 

Or thc 600 errcctivc hours of Mill weight in Section 2,240 hours relate to Section A 
and 360 to Section B. 

Show the apportionmc<i ol'service Sections to Production Sections. a 

(Answer : A : Rs. 1,M550 ; B : Rs. 1,25,500) 

Note : Thesequcstions will help you to understand the unil better. Try lo write 
answers for them. But do 1101 submit your answers to thc University. These are 

[ lor your practice only. 
- i 0 
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UNIT 8 ABSORPTION OF FACTORY 
OVERHEADS 

Structure 

Objectives 
Introduction 
Meaning of Absorption 
Methods of Absorption 
8.3.1 Produc~ion Units Merhod 
8.3.2 DirccL Material Cost Method. 
8.3.3 Direc~ Wages Method 
8.3.4 Prime Cost Method 
8.3.5 Direct Lalmur Ilour Method 
8.3.6 Machine Hour Method 
Requisites of a good melhod of Absorplion 
Computation of Machine Hour Rale 
Ovcr-absorption and under-absorption of Factory ovcrheads 
8.6.1 Causes uC ur~dcr or wcr-absarplion 
8.6.2 Ilispasal o l  ul~dcr and ovcr-ahsoq~lio~~ 
Let Us Sum Up 
Key Words 
Answers to Check Your Progress 
Terminal Questions/Excrciscs 

-- 

8.0 OBJECTIVES 

After studying this Unit, you should be able to : 

e explain thc meaning and need for absotption of overheads 

e dcscribe dirrcrent methods of absorption and their relative merit and demcrils 

o decide on a sui~ablc method of absorplion 

o explain thc mmning of over-absorption and under-absorption and their treatment in 
cost accounts. 

8.1 INTRODUCTION 

In Unit 7 you learnt about the first ~hrec steps in overhead distribution viz., (i) collection of 
overheads, (ii) nllocation of ovcrhcads, and (iii) apporlionmenl of overheads. You also learnt 
about the preparation of overhead distribution summary whereby the cost of operatiy each 
produclion dcpartmcnt could be ascertained:You know that the basic purpose of this 
exercise is to ultimately distribute various overheads to different products manufactured in 
the factory. For this purpose, another step in overhead distribution is followed. ?'his is 
tcrmed as absorption ol'overhcads. In lhis unit, you will study the vzitious melhods of 
absorption or ovcrhcgds/, thcir rncrits and demerits, calculation of overhead rate under each 

,# mcthod, and the tredhnent of ovcr-absorption and under-absorption of overheads incost 
accounts. 

8.2 MEANING OF ABSORPTION --- 
Once the total overhcad cost of various production departments is ascerraihed by means of 
allocation, apportionmcnt and re-apportionment, these costs should be charged to the cost 
uiiits LC., the products thal pass hrough lhesc production cosl centres. As he ultimate objec- 
tivc is to find oul the cosl of production it is necessary to distribute Lhe overhead costs of 
production dcpartmcntslcost centres to thc cosl units. 

20 



Overheads Production overheads 100 - 11007m 100 = 50% - 
Material cost 2,00,o(Jo 

Now, if d,e direct materid cost of a job or cost un i t  is Rs. 3,000, the overhead to be absorbed 
by the cost unit will be 50% of Rs. 3,000 i.e. Rs. 1,500. 

This method is suitable when (a) the production units are unifol-m ia size and make, 
(b) require same type of material in equal quantities, (c) where material cost constitutes a 
substantial proportion of prime cost, and (d) where overhead contains a large proportion of 
costs related to materials like purchasing, receiving, storing, etc. 

The limitations of this method arc : 

i) When there are wide fluctuations in material prices, it gives rise to misleading 
overhead absorption rates because overheads are r~ot necessarily accompanied by 
similar changes; 

ii) If  different materials arerequired for different jobs, job cost compxisons would give 
misleading results and a wrong idca of profitability because of difference in the prices 
of materials. 

iii) This mcthod does not recognise the importance of time factor. Two jobs using the 
same raw material would absorb the same amount of overhead though the time 
consumed by the jobs differ. 

iv) This method does not recognise h e  difference between the work donc by skilled and 
unskilled workers. 

8.3.3 Direct Wages Method 

Under this method, the absorption rate is ascertained by talting direct wages as the base and 
expiessing it as a percentage of direct wagcs. 

For example, production overheads are Rs. 1,60,000 and the direct labour cost is . 
Rs. 2,00,000, the overhead rate will be 80% of,direct wages calculated as follows : 

Overhead rate - - Production overheads 
x 100 

Direct labour cost 

Now, if the direct wages of job are Rs. 4,000, the absorption of production overheads by the 
job will be 80% of Rs. 4,000 i.e. Rs. 3,200. 

It is particularly suited when (a) the rates of wages are the same, (b) similar nature of work 
is done by the labour, (6) the workers are of same or equal efficiency, and (d) the use of 
machines is negligible. 

Though this method is simple, easy to understand and duly recogniscs the time factor, it 
suffers from the following limitations : 

'. 
i) No distinction is made between skilled and unskilled workers. Thc work done by 

unskilled workers should bear a higher charge of factory overheads as they take more 
time and utilise factory facilities for a longer period. But, under this mcthod, Inore 
amount of factory overhead is charged to the work donc by skilled workers, as the 
skilled workers are paid at a higher rate. 

I 

ii) The difference between the work done by machines and hand workers is nor , 

recognised. Certain machine expcnses like depreciation, p w e r  CLC., should be chiugCd 
only to the work done on machines. But, total factory overhead is absorbcd by all thq 
units whether done by machines or by hand workers. 

iii) The relationship between direct wages and overhead is less close. 



Dcspitc Lhc abovc limitations, it is most commonly uscd melhod for thc absorption of 
I'actory ovcrhcads. 

8.3.4 Prime Cost Method 
Prime cost is Lhc aggrcgatc of dircct materials and direct wages. In order to combine thc 
advantages ol' both thc methods, s~mctimes prime cost is nkcn as the basis for thc ovcrhead 
absodtion ratc. 

Production overhcad 
Overhead ratc = - - x 100 

Prime cost 

Production overhead Rs. 80,000 

-rime Cost Rs. 1,00,000 
80,000 

Overhead rate = - x 100 = 80% 
1,00,000 

If the prime cost o l  a job is Rs. 500;production overheads to bc absorbed by thc job will be 
80% of Rs. 500 i.e., Rs. 400. 

Though, overheads b e  nlorlc relalcd to labour cost than matcrial cost, the method gives 
equal importance to both miaterials and labour. If thc cost of material is a considerable item. 
of prime cost, the tinic factor will be ignored under this method, and this is the main limila- 
tion of this method. 

8.3.5 Direct Lab~ur  Hour Method 

Under this method, the overlhead absorption rate is calculateti per labour hour. It is done by 
dividing thc tohl overheads in the production department by the number of hours worked by 
labour in that department. The overhead perlaining to a job or product is ascertained by 
muliplying the hourly mte with the numbcr of labour hours spent for bat job or product. 

This method tries to eliminate the defects of direct wage method. It takes into consideration 
time factor and the difference in wage rate does not affect its validity. It is suited to those 
yoncerrls which are labour oricn~!ed. 

Illustration 1 

Compute labour hour rate from the idormation given below : 

Total number of operators workin12 in the department of a factory is 20. The department 
works for 300 days in a year and number of hours per day worked is 8. Idle time is 5% of 
the total number of days. Total dtepinrmental overheads are Rs. 22,800. 

Solution . . . 
Total overheads 

Labour hour rate - - 
Net working labour hours (effective) 

Number of days in a yew = 300 

No. of labour hours per day = 8 

Total Iabour hoursin a year . = No, of days in a year x No. or labour hours per day. 

= 300 x 8 = 2,400 hours 

Less 5% idle time (5% of 2,400) = 120 hours -. 
Newffective labour hours = 2,280 per operator 

- ,  

Total net working hours in a year = Net labour hours in a year x No. of operators 

= 2,280 >c 20 = 45,600 

Total works overhead = Rs. 22,800 

Absorption of 
Factory Overtleads 



Overheads 
Dirk t labour hour rate 

22,800 
= - = Rs. 0.50 

45,600 

If time taken by the workers-to complete a job is 80 hours, then the factory overhead u, be 
charged to that job would be Rs. 40 i.e. 0.50 labour hour rate x 80 labour hours. 

8.3.6 Machine hour method 

This nlethod is similar to labour hour method. But, instead of taking labour hours as the 
base, machine hours forms the basis of calculating overhead rate. The absorption rate is 
calculated by dividing the factory overheads apportioned to a machine by the number of 
hours the machine has been worked. Thus, we will get the rate per machine how. This is 
called machine hour rate. In other words, it is the cost of running a machine for one hour. 
A separate rate is calculated for each machine or a group of similar machines. 

Here, the overheads will be apportioned to the machines instead of the departments. Each 
machine is considered to be a cost centre. The tad overheads of the machine will be divided 
by the number of hours worked by it. Thus, we get the absorption rate per machine hour. 
This rate will be multiplied with the number of machine hours spent for a particular job to 
get the cost to be absorbed, by that job. 

If production overheads of machine 1 Rs. 5,000 

No. of machine hours 500 

Machine hour rate will be - - Production overhead's 
No. of machine hours 

- - 5,000 - =: Rs. 10 
500 

If machine 1 has been used for 5 hours for a job, overheads to be absorbed by that job will 
be Rs. 50 (Rs. 10 x 5). 

/ This method is suitable where work is carried on mostly by the machine because in such 
cases the overheads are more related to the machines. 

Let us take an example (Illustration 2) involving calculation af overhead absorption rates I 

under various methods of absorption and see how it affects de total cost of a job or a 
product. 

Illustration 2 I 

The production deparunent of a factory furnishes the following information for the month of 
October, 1990. 

Materials used 

Rs. 

54,000 

Hours 

Direct wages 45,000 

, Overheads 36,000 

Labour hours worked 36,000 

Machine hours worked 30,000 

For an order executed by the department during Ocwber, the relevant data is as follows : 

Rs. Hours 

Materials used 6,000 

Direcl wages 3,200 

Labour hours worked . 3,200 

Machine hours worked 



Calculate the overheads chargeable to i.he job by (a) Direct Materials Cost Method, (ii) 
Direct Labour Cost Method, (iii) Labour Hour Rate, and (iv) Machine Hour Rate. 

Solution 

Overhead Absorption Rates 

i) Direct Materials Cost Mehod 

ii) Direct Labour Cost Mcthod 

iii) Labour I-Iour Rate 

iv) Machihe Hour Rate 

= Re. 1.00 

= Rs. 1.20 

Strrte~nent Showing Cosl of the Job undcr ditTercnt Methods ol' Al~snrptlon 

Dircct Ma~crials I)ircc\ lnbour 1.1 1 R  M I [ R  
Cost Mcthod C o ~ t  Mclhtd 

Rs. Ks. R s .  Rs. - 
Ditcc~ Materials 6,0(X) 6,003 O,O(X) 6,500 

Direct Wages 3,2W 3,2,00 1,200 3.2(X) 

Overheads (applied) 4,000 2,560 3,200 2,880 
-7 -- --- 

Cost of Production 13,200 I 1,760 12,400 12,580 

Working Note 

Overheads chargeable to Lhe job have been worked out under different methods of 
absorption as follows : 

i) Direct Material Cost Mcthod = 66-'/,% of Rs. 6,000 

= Rs. 4,000 

ii) Direct Labour Cost Method = 80% ol' Rs, 3,200 

= Rs. 2,560 

iii) Labour Hour Rate = 3,200 x Re. 1.00 

= Rs. 3,200 

iv) Machine Hour Ralc = 2,400 x Rs. 1.20 

= Rs. 2,880 

Absorplion of 
Factory Overtleads 



8.4 REQUISITES OF A GOOD METHOD OF 
- 

ABSORPTION 

A good method of absorption should possess the following chrmteristics : 

1 It should be simple to understand and easy to operate. 

2 It should take into consideration the time factor. 

3 It should distinguish between work done by manual labour and the work done by 
machine. 

4 It should distinguish between the work done by skilled and unskilja workers. 

5 The method should provide an equitable basis for overhead absorption. It should not 
cause under or over-absorption of overheads to any cost centre. 

6 The method should not involve much clerical work and should be economical in 
application. 

CB~erir Yoanr Progress A 
1 Whai (lo you mcan by absc~rp~ioa oi' ovcrhwirls ? 

.......................................................................................................................................... 
2 What are the two steps involved in the absorption of overhixitls? 

.......................................................................................................................................... 
3 List four impnrk~nz methods of nbsorpli6~~ of ficlo~y &vcrhc::rds. 

i )  Absorpiioo is [he last slep in ovcrho:~d disrrihulion. 

ii) 'Ille :illounent of ovcrtlcatis is each dcpar~rnent is callctl ';ibsorptio~l'. 

iii! Direct wages mt:thod of absorption of ftictory ovc~l leds  duly ukds ti11.r~ Saclor 
illto BCCOUTlt. 

iv) The actual overhead absorption rate is the nciu:il ovcrher\cts divided by tlic 
estimated macl~ine houis. 

v) Machine hour ratc is the best method of' absorl~~icm of ovcrhalds unticr all 
conditions. 

- 
8.5 COMPUTATION OF MACHINE HOUR RATE 

As explained earlier, Machine hour rate is the overhead rate for one hour of machine 
worked. The first step in the computation of machine hour rate is Lhe depanmentalisatiofi'bf 
overheads. Next, these overheads of the department sre allocated and apportioned to 
different machines in that departpent treating each machine or a group of machines as 
separate cost centre. Then, the-total overheads pertaining to lhe machine are divided by Ihe 



effcctive working hours of the machine to know the machine hour rate. The time required 
for setting of the machine and its idle time are deducted from the total working hours of the 
machine so as to get the effective working hours of the machine. 

The overhcad concerning a machine are divided into fixed and variable/running ovcrheads. 
Thc total fixed ovcrheads (also called standing charges) are taken and divided by the 
machine hours for the period concerned to get the fixed overhead hourly rate. For each 
variable overhead, per hour rate is directly computed. The total of fixed and variable hourly 
rate gives the machine hour rate. It should be' noted that while calculating the machine 
hour rate (MHR), one should take all expenses for a particular period (a year or a 
month) and the machine hour should also relate to the same period. 

The proforma for computation of machine hour rate is given in Figure 8.1. 

Figure 8.1 : Computation of Machine Hour Rate 

Slanding charges Amount Per hour 

Ks. Rs. 

Rent xxx 

Llghdng 

Salary 

XXX 

XXX 

Insurance xxx 

Couon waste xxx 

Total xxx 
'Ibtal 

I-lourly rate = 
No. of machine hours 

i 
I Variablc Expenses 
i 

i 
! Repairs 

XXX 

XXX 

X M  

Machinc hour ratc XM 

I 
Look at 11l"suation 3 to 6 and study how MHR is computcd undcr diffcrent situations. 

i Illustration 3 
i 
I Ccl~npute [he machine hour rate from the following data : 

I Cosl of machine 

1 Installation charges 

Rs. 

1 Scrap value ailer 15 years 5,000 
I 

i Rcnt of [he shop per month 200 

Gcncral alighting for [he shop per month 300 
1 

Insurance for the machine p.a. 

Repairs p.a. 

Power 10 units per hour 
Rale of power per 100 units 

Absorptloirl of 
Pnctory Overheads 

! Shop supervisor salary p.m. 600 

Estimaled working hours p.a. are 1,000 

The machine ~ccupies one-fourth of [oral area of Lhe shop, Supervisor devotes one-third of 
his ti~nc for this machine. 



Overl~ends Solution 

Computation of Machine Hour rate 

p.a. 

Rs. 

Standing charges : 

Rent 200 p.m. x 12 months = Rs. 2.400 
Machine occupies 114th area 
only (2,400 x 114) 

Lighting 300 p.m. x 12 months = Rs. 3,600 
Machine occupies 114th area 

'(3,600 x 114) 

Insurance 

Supervisor's salary 
600 x 12 months =Rs. 7,200 

He devotes 1/3rd of his time 
(7,200 x 113) 

Total standing charges p.a. 

Hourly rate 4,860 4 1,000 hours 

Variable charges : 

Depreciation* 
Repairs Rs. 1000 t 1000 hours p.a. 

Power for 100 units = Rs. 20 
for 10 units = 10x20 

loo 

Machine hour rate 

*Depreciation Cost of the machines 
Add : Installation 

Rs. 
1,00,000 

+ 10,000 

Less : scrap value 

per hour 

Rs. 

- 1,05,000 - = Rs.7,OOOpa. 
15 yrs 

Working hours p.a. 1,000 

, Depreciation pcr hour = 7,000 + 1,000 = RS. 7 

For More Than One Machine 

Illustration 4 

A machine shop contains four newly purchased machines each occupying equal amount of 
space and cusling A Rs. 40.000. B Rs. 50,000 ; C RE. 60,000 and D Rs. 80,000. 



Expcrlses per annum of thc Machinc shop arc : 

Rs. 

Rent 

Rates 

Light 

Administration 

Power A 

B 

C 

D -  

Absorption of' 
Factory Overhea!l\ 

Rs. 

Running expenses 40,000 

Prepare a machine hour rate for each machine assuming (i) 45 hours in a week and 50 weeks 
a year, (ii) IjO% utilisation and life of machine being 10 years without any scrap valuc. 

Solution 

Working hours : 45 hours in a week and 50 weeks a year with 80% utilisalion. 

45 hours x 50 weeks x m  = 1,800 hous, 
100 

Cost 
Depreciation = - 

Life 

40,000 A = ----- = Rs. 4,000 p.a. 
10 

B = 50,000 -i- 10= Rs. 5,000 p.a. 

C = 60,000 + 10= Rs. 6,000 p.a. 
I 

D = 80,000 + 10 = Rs. 8,000 p.a. 

Computatlon of Machlnc Hour Ratc 

A B C D 

Rs. Rs. Ks. Rs. 

Standing chargcs 

Rcn~ apponioned equally (space) 5 ,m 5,000 5,000 5,NX) 

Rams 40- 2,125 2,125 2,125 2,125 

Light 40- '1,575 1,575 1.575 1,575 

Administration 40- 4,750 ' 4,750 4,750 4,750 
- 

Total expenses pa. 13,450 13,450 13,450 13.450 

Running charges : 

Depreciation 4,000 5,000 6,000 8,000 

Power 10,200 10,000 24,000 29,000 

Other running expenses (equally) 10,000 10,000 1O.MX) 10,M)O 

Machine hour rate 
(Total expenses + 1,800 hts.) 

& 

Houdy Rate with Setting up Time 

L 
Illustration 5 

Calculate machine hour rate from the following dab : 
I 
f Total machine hours worked p.a. 4,400 



Overheads Setting up Lime 400 hours. 

Expenses for the machine p.a. 
Rent Rs. 12,000 ; Lighting Rs. 1,200 : Repairs Rs. 2,400 ; Supervision Rs. 4,800. 

Two attendants looking after 4 Machines were paid Rs. 120 per month each. 

Power consumed by the machine 10 units per hour @ Rs. 40 per 100 units. 

Cost of the Machine Rs. 17,200. 

Scrap value Rs. 1,200. - 
Life period 16,000 hours. 

Sundry supplies for the machine shop are Rs. 480 p.m. There are four identical machines in thc 
machine shop. Supervisor is expected to devote his time equally for all lhe rnachincs. 

Computation of Machine hour' rate 

Standing charges : 
p.a. 
Rs. 

Light 

Supervision 4 identical machines equal 
time 1/4h x 4800 

Attendants salary 
2 Attendants 120 p.m. x 12 months 

= 2880 for four machines 
For 1 machine 2880 1 4 

Sundry supplies for the shop 
480 p.m. x 12 months = 5,760 

for four machines 
For orle machine 5760 i 4 1,440 

Total 16,560 

Hourly rate 16,560 t 4000 

per hour 
Rs. 

Running charges : 

~epreciation 17,200 - 1,200 1.00 

16,000 hours 
(Lifc timc) 

Repairs 2,400 14,000 . 0.60 

Power for 100 units - Rs. 40 

10x40 For 10 Units per hour = - 
100 

4.00 

Machine hour rate 9.74 

Effective working hours p.a. = 4,400 hours p.a. - 400 hours set up time = 4,000 hours. 

When Annual Working Hours Are Not Given 

l'llustration 6 

Compute a.gachine hour ratc for the monlh or January. 
30 

- - 



Cost of machine Rs. 64,000 

Scrap value Rs. 4,000 

Absorptto~~ of 
Factory Overheads 

Effective working hours 10,000 

Repairs and maintenance over the life period of Machine Rs. 5,000. Standing charges 
a l l~~ated to this Machine Rs. 1,000 for January. Power consumed by the Machine at 
Re. 0.60 per unit Rs. 1,200 p.m. The machine consumes 10 units of power per hour. 

Solution : 

Calculation of annual working hours by taking power as the basis. 

For Re 0.60 = 1 unit. 

For Rs. 1,200 - ? 

1,200 
= 2,000 units 

0.60 
For 10 unlts of power - time is 1 hour. 

For 2000 ,, ,, '? -- 21000 - 200 hours p.m. 
10 

computation of' machine hour rate 

p.m. per hour 

I Standing charges 

Rs. 

1,000 

Rs. 

Hourly dte 1000 -t- 200 hours 

Variable charges : 

64,000 - 4,000 , Depreciation 6.00 
10,000 

Repairs 5,000 t 10,000 life hours 

Power 10 units @ 0.60 6.00 

Machine Hour Rate 17.50 

Comprehensive Machine Hour Rate 

You know that direct wagcs arc no1 included in production overhead. Hence, these are not 
,considered while cnlculaling Llle machine hour ratc. Bul, sometimes, the direct wagcs of a 
machine operator arc also included while calculating the machine hour rale. In that case it is 
known as 'comprehensive machinc hour rate'. Thus, oicrhcads and direct wages are 
absorbed in one singlc rate in the cost of a product. In lllusuation 6, if the wages or machine 
operatoi were Rs. 800 p.m., then direct wages rate per machine hour would be Rs. 4 
(800 t 200). The machine hour rate as per Illuslration 6 is Rs. 17.50. The comprehensive 
machine hour laU: will be Rs. 21.50 (17.50 + 4). 

8.6 OVER-ABSORPTION AND UNDER-ABSORPTION 
OF FACTORY OVERHEADS 

' 
Overhead absorption rate may bc qctual rate or pre-determined rale. Aclual rate is anivcd a1 

, by dividing the actual ovcrhcads by the actual output or actual labour hours or actual 
machine hours [or the period. But Lhc actual rate cannot be computed till the end of the 
accounting period ysulting in delay in computifig the cost of a product. This causes a 
problem in fixing the selling price for quotations and tenders, To solve this difficulty, 
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Overheads pre-determined overhead absorption rates are calculated by dividing the estimated amount of 
overheads by the estimated production units or labour h o w  or machine hdurs. 

When actual rates are used, the absorbed overheads will be exactly equal to the actual 
overheads incurred. There will be no under-absorption or over-absorption of overheads. But, 
when pre-determined rates are used, the overheads absorbed may be more than or less than 
the actual overheads. This will result in over-absorption or under-absorption of overheads. 
In other words, if the absorbed a r n m t  of overheads by the cost units is less than the actual 
amount of overheads, it is a case, of under-absorption, and if, the absorbed amount of 
overheads by the cost units is more than the actual amount of overheads, then it is a case of 
over-absorption of overheads. This point will become clear by Illustration 7 as given below : 

Illustration 7 

Estimated annual overheads in department X were Rs. 3,500 fixed ; Rs. 6,500 variable. 
Estimated machine hours were 10,000. Actual machine hours worked were 9,500 and actual 
overheads incurred were 

Fixed Rs. 4,000 
Variable Rs. 5,000 

Find out under or over-absorption based on pre-determined rates. 

Solution 

- Estimated overheads 
Re-determined rate - 

Estimated working hours 

Fixed overheads 

Variable overheads 

3,500 = -  = Re. 0.35 per hour 
10,000 

6,500 = - =Re. 0.65 per hour 
10,000 

Aclual Overhead Over- Undcr- 
overheads absorbed at absorbed absorbcd 

pre-determined rate 

Rs. Rs. Rs . Rs. 

Fixed 4.000 3,325* 675 - 
Variable 5,000 6,h5*. - 1,175 

Total 9,LKH 9,500 675 1,175 

*Fixed Pre-determined rate X Actual hours worked 
Fixed , 0.35 x 9,500 = Rs. 3,325 

*Variable 0.65 x 9,500 = Rs. 6,175 

8.6.1 Causes of under or Over absorption 

Under or over absorption of overheads may be the result of any one or more of the 
following causes : 

1 Error in estimating overhead cost 

' 2 Error in estimating the base i.e. quantity of output or labour hour or machine hours 

3 Unexpecled changes in prpduction capacity 

4 Unexpecled changes in the method of production resulting in change in the amount of 
overheads 

5 Seasonal fluctuations in the amount of overheads from period to period in certain 
induslries 



8.6.2 Disposal of Under-absorption and Over-ab~orption 

Under or over-absorption of overheads will affect the cost of production. Under-absorption 
understates the cost of production to h e  extent of the amount unabsorbed (Rs. 1,175 in 
Illustration 7). Ovcr-absorption inflates the cost of production to the extent the amount . 
absorbed is more (Rs. 675 in Illustration 7). The under or over-absorbed amounts are 
disposed off according to any of the following methods : 

1 Use of supplementary rates : If the amount of under or over-absorbed overheads is 
significant, the difference between absorbed overheads and actual overheads will be 
adjusted by computing the supplementary rates. 

Supplementary rates are computed by dividing the difference between actual and absorkd 
overheads, by the actual base. In case of under-absorption, adjustment is done by adding this 
rate to the pre-determined rate whereas in case of over-absorption, this supplementary rate is 
deducted from the pre-determined rate. Illustration 8 clarifies this fully. 

Illustration 8 

Predetermined overheads Rs. 10,000 

Predetermined Machine hours 

Actual overheads Rs. 9,000 

Actual Machine hours 

Calculate under or over-absorption of overheads using pre-determined rates. and correct the 
situation using supplementary rates. 

Predetermined 'mte = Estimated overheads 

Estimated hours 

overhead absorbed on 

- - 10'000 = Rs. 5 per machine hour. 
5,000 Hours 

pre-determined rate = Pre-determined rate x Actual hours 
= 5 x 1,500 = Rs. 7,500 

Actual overheads = Rs. 9,000 

Under-absorbed overheads = Actual - Absorbed overhead 
9,000 - 7,500 = Rs. 1,500 

Supplemenpiry rate 
- - 

- - Difference 1,500 
=- = Re. 1 per hour ' 

Actual hours 1,500 . 

,This is a plus rate as it is a case of under-absorplion. Now the rate would be Rs. 5 + Re. 1 = 
- Rs. 6 per hour. The overhead absorbed would be 1,500 hours x 6 = Rs. 9,000 equal to actual 
overheads. 

Writing'off to Costing Profit and Loss Account : If the under or over-absorbed 
amount is not significant, or even if significant it is due to abngrmal factors such as 
idle capacity, defective planning etc., the'under or over-absorbed amount is pansferred 
to Costing Profit and Loss Account. The maindefect of this system is that the cost of 
production will be under or overstated which also affects the,valuation of stocks of 
work in progress as well as finished goods. 

Carry over to the next year : Under this method, the under or over-absorbed amount 
of overheads is transferred to Suspensa~ or Overhead Reserve Account add carried 
forward to the next year. This is against the costing principle which stittes,that the 
overhead of a particular year should be absorbed during the year in which it is 
inclined. However, it is considered suitable for seasonal factories in case of business 
where the normal business cycle extends over and the overheads are determined on a ' 

I 
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long term basis. This method can also be adopled during the inilial years ol'a n e ~ ;  
project. 

C'lleck Your Progress I% 
1 Slate two r.cquiutc\ ol'a rncthod o f  absorptron ol Inciory ovcrhcads. 

............................................................ .............................................................................. 

2 Whai is comprchcnsivc machine Ilour ralc '! 

.......................................................................................................................................... 

3 State whclhcr cach of thc following statcrncnts is True or False. 

i )  Dirc,ct wagcs of a rnachinc opcnttor iuc includcd in  co~~~prchcnsivc rnachine 
hour rate. 

i i )  Machinc hour ralc is si~~lplc and is easy to operatc. 

iii) Eircctive rnnchinc hours arc ascerlained by acijusting the sctdng up time in the 
total working hours of a machine. 

iv) Under-absorption rcsults wllcn chargcd overheads are less.tlian thc actual 
overheads. 

v) Transrcr of under or. over-absorption of ovcrhci~ds to Costir~g Profit and Loss 
Account is considered suitablc whcn their amount is significnnt. 

8.7 LET US SUM UP - 
Absorption of overhe4s is the last step in the distribution of overheads. It is the process of 
apportioning the total expenses of the cost centres lo cost units. There are six methods of 
absorption of factory ovcrheads. These are : (1) production units method, (2) direct materials 
cost method, (3) direct wages cost method, (4) prime cost method, (5) direit labour hour 
method, and (6) machine hour method. All melhods have their merits and demedts: In view 
of th'e requisites of a good method of absorption of overheads, the machine hour is 
consicleied to be the best method of absorption of factory overheads. But direct wage . 
method is most commonly used because it is simple, easy to operate and duIy recognises tlie 
time faclor. 

Machine hour rate is calculated by dividing the total overheads of a machine by the number 
of effective machine hours worked during a particular period. For this purpose, the 
overheads may be divided into fixed and variable overbads. 

The overhead absorption rate may be the actual rate (based on actual overheads) or the pre- 
deternlined rate (based on estimates).' When overheads are absorbed on the basis of 
pre-determined rate, there may be some difference between the overheads absorbed and the 
actual overheads incurred. This difference is termed .as under-absorption and over- 
absorption as the case may be. This requues ari adjustment in cost accounts which may be 
done by using a supplemenlary.rate, or by transferring the difference to the Costing Profit 
and Loss Account, or by carrying i t  over to the next accounting period through Suspensa 
Account or Overhead Reserve Account. 

8.8 KEY WORDS 

Absorption : The process of charging the overheads of cost centres to cost units. 



Com.prehensive Machine Hour Rate : Overhead and direct wages absorbed by the cost 
unitr; in one single rate. 

Labour Hour Rate : The overhead rate for one labour hour worked. 

Machine Hour Rate : The overhead rate for one hour of machine worked. 

Over-Absorption : Excess of absorbed amount of overheads over the actual amount of 
overheads incurred. 

Setting Up Time : Time spent by labour on making necessary adjustments in machine 
before work is commenced on h e  next job. 

Under-Absorption : Excess of aclual amount of overheads incurred over the absorbed 
amount of overhcads. 

8.9 ANSWERS TO CHECK YOUR PROGRESS 

A 4 i) Truc ii) Falsc iii) True iv) False v) Falsc 

B 3 i) Truc ii) Falsc iii) Truc iv) True v) Fnlsc 

8.10 TERMINAL QUESTIONSIEXERCISES 

Questions 

1 What do you mcan by 'absorplion of ovcrhcads' ? Dcscribc bricfly thc various 
methods of absorption of faclory ovcrhcads. 

2 Explain the compu'k~lion 01' ~nachinc hour ralc with 1hc hclp of an cxamplc. 

3 Why direct wnge cosl mclhod is Lhe most com~no~lly usctl mcthod of absorption of 
faclory ovcrheads ? 

4 A faclory which cxcculcsiob ordcrs has Lwo dcpnrlmcnls : Dcpl. A which has 60 
workcrs and ~nachincs worlh Rs. 6,00,000, and Dcpl. B which has 600 workcrs and 
machincs worlh Rs. 60,000. Whal usc would you makc or lhis data in selection ol' 
ovcrhead absorplion ralc. 

5 Whal d o  you undcrsk~nd by undcr-absorplion and ovcr-absorplion of ovcrheads. How 
are they Lrcalcd in cosl accounls. 

Exercises 

1 The following is ~l lc  budgcl of 'Supcrb Engineering Works' for lhc ycrv 1988. 

Factory Ovcrhcads Rs. 62,000 

Direct Labour Cosl : Rs. 1,24,000 

Dirccl Labour Hours 1.55,OOO 

Machine Hours 10,000 

From lhcse figurcs, asccrlain the ovcrhmd application ratcs, using Lhe following methods 
(a) Direct Labour Hour ; (b) Dirccl Lahour Cost ; and (c) Machinc Hour Rate. 

Prcparc a cotnparalive statcmenl of cost showing Lhc rcsull of applica~ions of each of  he abovc 
.ate of job ordcr Numbcr 555 from Lhe unclcrmcnlioncd d r ~ a  : 

Dirccl Malcrials Rs. 90 :.Dircc~ wagcs Rs. 25 ; Dirccl labour 20 hours ; Mach~nc hours = 30 

(Answer : Dirccl Labour hour rntc = Rc. 0,40 ; 
Direcl Labour Cosl nlcthod = 50% 
Machinc hour ralc = Rs. 6.20 
Cost of Job No. 555 undcrLHR = Rs. 123 ; 
undcr labour cost mcthod = Rs. 127.50 ; and undcr MHR = Rs. 301 

Abstrrption of 
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Overheads 2 Mayur Limited has three manufacturing departments A.B and C and one Service 
Department S. The following figures are available for one month of 25 working days 
of 8 hours per day. All these departments work for all the day's and with full atten- 
dance. 

Expenditure Total Departments 

S A B C 

Rs. Rs. Rs. Rs. Rs. 

Power and lighting 1,100 200 240 360 300 

Supervisor's salary 4.000 - - - - 
500 - - Rent - - 

Welfare 400 - - - - 
Others 1,200 400 400 200 200 

7,200 

Supervisor's salm 20% 30% 20% 30% 

Number of workers , 10 30 20 40 
'Floor area in Sq. ft. 400 200 300 100 

Seivice rendered by Service Dept. - 30% 50% 20% 

Calculate labour hour rate for each of Me Departments A, B and C. 

(Answer : A : Re. 0.43 per how. 
B : Re. 0.60 per hour 
C : Re. 0.18 per hour) 

3 Calculate Machine Horn Rate for Machine A. 

Consumable Stores 600 for Machine A 

Consumable stores 1 ,m for Machine B 

Repaus 800 for Machine A 

Repairs 1,200 for Machine B 

Lighting and Heating 360 

Rent . 1,200 

Insurance of Building 4,800 

Insurance of Machines 8 0  

Depreciation of Machines 700 
\. 

Room Service 60 

General Charges 90 

Ad'difional Information : 

Working Area Book Volue 
hours (sq.P.1' (Rs.1 

Machine A ' .  1,OOO 100 12,000 

Machine B .  2,500 500 20,000 

.(Answer : Rs. 2.91) 

(Hint : Insurance and depreciation of Machines should be apportioned on $e basis ol' 
book values of machines and all other expenses on the basis of floo?area, 

, 36 covered). 



4 : Calculate the machine hour rate to recover the overhead expenses given below : 

Per Hour Per annwn 

Electric Power 

Steam 

Water 

Repairs 

Rent 

Running hours 

Original cost 

Book value 

Replacement value 

Depreciation 

(Answer : Rs. 1.74) 

75 Ps. 

10 Ps. 

2 Ps. 

Rs. 530 

Rs. 270 

Rs. 2,000 

Rs. 12,500 

Rs. 2,870 

Rs. 11,500 

7; 9% p.a. 

(Hint : Depreciation to be charged on original cost) 

5 Calculate Machine Hour Rate from the following data : 

Rs. 

Cost of Machine l,oO,ooO 
i 

Installation charges 10,000 

Estimated scrap value 
(after working life of 15 years) 

Rent and Rates, for the shop p.m. 200 

Lighting for the shop p.m. 300 

Insurance of machine p.a. 960 

Repairs p.a., 1 ,ooO 

Power consumption - 10 units per hour 

1 Rate of power per 100 units 20 

Estimadd working hours p.a. - 2,200 
, (This includes selling up time of 200 hours) 

Shop supervisor's salary p.m. 
i 

600 

The machine ~ c u p i e s  114 of the shop. The supervisor is expected to devote 115 of his 
time for supcnlising the machine. ' 

(Answer : Rs. 7.95) 

Note : These questions will help you to understand the unit better: Try to write 
answers for them. But do not submit your answers to the University. These are 
for your practice only. 
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9.0 OBJECTIVES 

After studying this unit you' will be able to : 

9 explain the methods of absorption of administration overheads 

9 explain the methods of absorption of selling and distribution overheads 

e describe the, treatment of certain items of overheads like interest, deprwialion, 
research and development expenditure in cost account. 

9 identify the items that are excluded from cost accounts. 

9.1 INTRODUCTION 

In Unit 8 you learnt about the distribution of production overheads including the methods of 
their absorption in cost units. In this unit you will learn about the distribution of non- 
production overheads viz., administrative overheads and selling and distribution overheads. 
This unit also discusses the treatment of certain peculiar items of overheads like interest, 
depreciation, research and development cost, labour welfare expenses, royalties, ctc. 

9.2 OFFICE AND ADMWISTRATION OVERHEADS . 

You know that administration overheads are the ~osts  of formulating the policy, directing 
the ormisation and controlling the sprations of an undertaking.'They have no direct 
connectiorl with production or sales. ThBexamples of such expenses are 
staff, legal charges, audit fees, depreciation of office machines and 
stationery, postage, typing charges, etc. 



Administration overheads are collected and classified in the same way as production 
overheads. These are usually apportioned to various administrative departments which act as 
cost centres for the purpose of collection and control of administration overheads. The cost 
centres may be general office ; accounts department, personnel department. law department, 
etc. Some people argue that there are only two basic functions of a business ,i.e., production 
and sales. As administration overheads are incurred for the benefit of these tho functions, 
they should be apportioned between production and sales department on some equitable 
basis. But, generapy it is advocated that administration is also a separate function like 
production and sales and, therefore, the administration overheads should be taken as 
an independent item of cost and added to the cost of a job or a product. 

There are various methods of absorption of administration overheads. These are : 
(1) production units method,(absorption rate worked out per unit of output), (2) as a percent- 
age of conversation cost, (3) & a percentage of sales, and (4) as a percentage of works cost. 
Of these, the most commonly used method is the percentage of works cost. Under this 
method, the absorption rate is worked out as follows : 

Total Administration Oveheads 

~ o t a l  Works dost 

For example, if the works cost is Rs. 10,000 and tlie total administration overheads are 

2.000 Rs. 2,000, the absorption rate will be 20% x 1 0 )  of works cost. Now, if works 

cost of a particular product is Rs. 600, the administration expenses to be added to its cost 

will be Rs. 120 (20% of Rs. 600). 

Though administration overheads are fixed in nature and are incurred as a matter'9f policy 
of the management, some control can be exekcised through budgets, standard costing and by 
comparison with part performance. 

I 
9.3 SELLING AND DISTRIBUTION OVERHEADS 

Selling and distribution overheads are also non-production cosls and they are incurred'aflm 
the production of products or services is completed and hence known as 'after-production 
costs'. You know that selling overhead is Lhe cost incurred to create and stimulate demand 
and increase the sales to the existing and potential customers e.g., advertisement, free gifts, 
salesmen's remuneration, etc. Distribulion overhead is the cost incurred to take the fidshed 
goods fbm the place of production to the place of resale or consumption, e.g., carriage 
outwards, insurance, etc. 

93.1 Classification 
Selling and distribution overheads are classified into the following sections : 

1 Direct selling expenses 

a) Remuneration of salesmen (salaries, bonus, commissioh, etc.) 
b) Remuneration of technical staff (for products like machines, television sets, etc.) 
c) Expenses of show rooms, sales depts., branches, etc. 
d) Expenses on sales quotations, tenders, estimating, etc. 

. e) After sales service costs 

2 Advertising and Sales Promotion : These expenses include costs of advertising (by 
newspapers, radio, etc,) pamphlels, frce gifts, samples, exhibition or display,.etc. 

3 Transportation Expenses : The expenses relate to transportation which includb 
upkeep of delivery vans, salaries of running and maintenance staff of delivery vans, 

I and insurance of goods in transit. 

4 Warehousing and Storage : It includes cost or storage Of finished goods like . 
warehouse remt, salaries of warehouse staff, packing costs for storage purpose, and 
insurance of finished stock in warehouse. 

Treatment of 
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Overheads 5 Credit and collection : Bad debts and debt collection expenses, legal expenses in 
connection with debt realisation. Generally these expenses'are treated as selling 
overheads. 

6 Financial and general administration : Costs sucp as royalty on sales, invoicing, 
accounts maintenance for selling and distribution sales statistics etc. 

9.3.2 Distribution 

m e  distribution of selling and disuibutih overhead can be discussed in three stages : 

1 Collection and analysis : Firstly, the overheads must be collected under standing 
order numbers provided for this purpose, 

2 Allocation and apportionment tb cost centres : This ib similar to the apportionment 
of production overheads to cost centres. The selling and distribution overheads are 
apportioned to different cost centres like warehouse, transportation etc. Common 
bases for apportionment are as follows : 

Expenses Basis 

i Salesmen remuneration 
ii) Advertising : 

Door to door '' 

Radio, TV, Press. 
iii) Show room expenses 
iv) Insurance 
v) Packing 
vi) Catalogues' 

Direct allocation 

Direct allocation 
Space used or value of sales 
Floor area 
Value of goods 
Direct allocation 
Direct allocation or spacc used 

3 Absorption of Selling and Distribution overhead : After apportionment, these 
overheads must be absorbed by cost units. Selling and distribution overheads fall into 
two categofies. These are as follows : 

a) Those which are incurred only when the article is sold. 'l'liey vary in direcl 
proportion to sales value or volume of sales representing variable overheads. 
They represent a definite amount per unit sold and so charged accordingly, 

b) Those which are incurred whether an articleis sold or not. They do not vary 
with unils sold. They have to be absorbed in any one of the following ways : 

i )  Rate per unit sold : The total selling and distribution overheads are 
divided by the number of units sold to get a rate per unit. This method is 
followed when'the units sold are uniform. 

ii) Percentage of Selling Price : The formula for calculating perccnlage of 
selling and distribution expenses to sales is as follows : 

Selling and Distribution Overheads 
x 100 

Sales 

For example, if sales are Rs. 2,00,000 p.a. and selling costs are Rs. 50,000, then, 

selling overheads to be absorbed will be 259 x loo) of selling .- -. 
price of each article sold. This method is usually followed for the absorption of 
selling and distribution overheads. 

iii) Percentage of works cost 

Selling and Distribution Overheads 
~ 1 0 0 '  

Works Cost , 

If selling cosls are RS. 20.000 and works cost is Rs. l , ~ , O W  then selling costs 

will be absorbed at 20% of works cost. This me~hod is 



successful if only one rype of product is sold. If there are more than one product, 
this method cannot be used as it does not recognise the different efforts involved 
in selling different products. 

These rates are pre-detemini and applied. As a result, there may be under or 
over-absorption of overheads. The treatment will be the same as discussed in 
Uhit 8. 

Illustratioo 1 clarifies how selling and distributiqn overheads m distributed over 
different products manufactured by an organisatlbn. 

Illustration 1 

Show the distribhtion of expenses and the cost k r  unit of A, B, and C from the following 
particulars : 

. . Rs. 

Sales salaries 20,000 

Sales commission 12,000 

Sales office expenses 4,000 

Advertising - general 5,000 

Advertising - specific 11,000 

Packing expenses 

Delivery van expenses 

Warehouse expenses 

Credit.co1lection expenses 

60,700 

Additional Information 

Total Size A Size B Size C 

1 Number of salesman 
(all paid same salary) 10 4 5 1 

2 Units sold 2 , m  1 ,000 500 500 

3 Number of orders 1 ,COO 400 200 400 

4 Percentage of specific advertising 100% 40% 30% 30% 

5 Sales turnover Rs. 2,00,000 1,20,000 40,000 40,000 

6 Volume in cubic ft. 
per unit of finished product - 15 10 5 

Sdution .: 

Stotcmcnt Showing Apportionment of Selling and Dlstrlbution Overheads 

I~em Baeis of Total Sizes 
apporLionmcnt A B C 

Rs. Rs. Rs. Rs. 

Sales salaries Numbcr of saleomcn 
( 4 : s :  1) 20,000 8,m 10,000 2,000 

Treatment of 
other Overheads 

Sales commission Sales turnover 
( 3 : l : l )  ' 12,000 7,200 2,400 2,400 

sales Office No. of orders 
Expenses (4 : 2  : 4) 4,000 1,600 800 1 ,m 

Advenistment Sales turnover 
General ( 3 : l : l )  5,000 3 ,m 1 1 to 



Overheads Advertisement Direct docation 
specific (w, 30%. 302) 11.000 4,400 3,300 3,300 

Packing expenses Volunic in cubic. $ of 
products sold 

(3 :2:1)  1,51X) 750 500 250 

Delivery expenses -do- 2,400 1 800 400 
(3: 2 :  1) 

Warehouse expenses 40- 1.800 900 600 400 

Credit oollecticm No. of orders 
expenses (2 : 1 : 2) 3,000 1,200 600 1,200 - - 

Tod 60,700 28,250 20,m 12.450 - - 
Uniu sold 1 .m 500 500 

Cost per unit (Tola1 divided by units sold) 28.25 40 24.90 

C1;cclr Yorm IPPogr,rsa A 
1 h s ~ e  die f L y r  11. ::hods of i[ici::.p:lo:~, 0.: ,?i.i'.r.i;? stra :en overheads. 

i )  i::il!!r;r rind dis~ibu'ion cxpcnses arc . . . . . . . . . . . . . . . . . . . . . . .  ..:. . . . . . . . . . . . . . . . .  cost.s 

........................................................ ......... 1 1 )  Oi.ci'llcad:, are coll:,clcd under I 
I 

, . ., 
ii 1)  Ad~i!!:r~iscment. is an exal-np!e of .................................................... overheads. 

) T'3d d;-sts arc truteci as . . . . . . . . . . . , . . . . .  

9.4 TREATMENT OF CERTAIN ITEMS IN COST 
ACCOUNTS 

There are certain items of overheads the Lreatment of which vary from conccm to concern 
depending upon h e  size of the concern, the method of production used and the policy 
followed by managemcnt. Let us examine such items more closely and study how they are 
to be lreated in cost accounts. 

9.4.1 Interest on Capital 

There is a great deal of controversy regarding the inclusion of interesl on capital in the cost 
accounts. There are arguments both in Qvour and against it. These are summarised below : 

For inclusion 

I Interest is as much a produclion cost as wages. Wages are the reward for labour and 
intercst is the reward for capid. 



2 Real profit cannot be ascermined unlil interes~ on capital (paid or provided) is charged 
to cost units. 

3 Results of differen1 activilies cannot be comparable unless interest faclor is taken into 
account. 

4 The true cost of maintaining stocks cannot be ascertained without laking into account 
the interest on capital invested in stocks. 

5 Where management has to decide about the replacement of manual labour by 
machines, a true comparison cannol be made unless interest on capital investment in 
machine is taken into account. 

Against Inclusion 

1 The argument that wages are the rcward of labour and interest is the reward of capital, 
holds good in economics and not in costing. 

2, Interest is purely a matter of finance, hence excluded from cost. 

3 It is difficult to ascertain the fair rate if interest due to frequent charges in market rates 
and so also the exact amount of capital on which interest is to be calculated. 

4 Calculated interest in cost accounts creates unnecessary co~nplications in managerial 
decisions and comparisons involving interest can be done on separate statements. 

After considering the above arguments bolh for and against the inclusion of interest in cosl 
accounts, it can be concluded 

a) that interest need not be rewarded in cost accounts, and 

b) lhat it should be taken into consideration while making cost comparisods and 
submitting cost dates for managerial decisions. 

9.4.2 Depreciation 
Depreciqtion is Ihc diminution in the value of a f ix4  asset due to constant use or passage of 
time. Iq order lo work out the exacl cost of mani~facturing, depreciation of the fixed assets 
like machinery and factory building must be taken into account. In order to determine the 
amount of depreciation chargeable to productions it is necessary to estimate the working life 
of the asset in terms of years or production hours and ascerlain its total cost by adding 

I installation charges to its original cost minus estimated scrap value. 

There are various methods that can be used for calculating depreciation such as straight line 
method, written down value method, sum of years digits method, annuity method, 
production hours or production units method. 'The choice of method usually depends upon 
the type of asset and the nature of business. But, in cost accounts, mostly straight line 
method or production hours method is used because of their simplicity and convenience, 

9.4.3 Research and Development Costs 

The costs incurred on discovery of new product or improved product ideas or improved 
method are considered to be research cosls. The costs incurred in implementing the decision 
to produce the new or improved product are considered asdevelopment costs, 

If research is conducted in the methods of production, the cost is w e n  as production. 
overheads and if it relates to administration, the costs are treated as administration 
overheads. Market research expenses are, charged to selling and distribution overheads. If 
research is conducted in bringing a new or an improved product, the costs are charged 
directly to that product. In case research proves to be unsuccessful, its cost is treated as 
deferred revenue expenditure and charged LO Costing Profit and Loss Account. 

Treatment of 
other Overheads 

The cost of regular researchand development (R & D) activity incurredsut of a separate 
financial provision is excluded from cost accounts. 



Overheads 9.4.4 ' Royalties and Patent Fees 
If roydties and patent fees are payable on the basis of output, the amount should be regarded 
as a' direct expense and, therefore, included in the pcme cost of the product concerned. But, 
if they are payable on the basis of units sold (as in case of books), the same is treated as a 
sellin& expense and so included in selling and distribution overheads. 

9.4.5 Drawing Office Expenses 
Expenses on the work of drawing office is the preparation of production plans, drawing and 
designs. If drawings or designs are prepared for a specific job, drawing costs will be treated 
as direct expenses and charged to the job concerned. In case drawings are made to educate 
the customers or enclosed with sales tenders, the cost of drawings will be treated as selling 
overheads. But, if the services are of a geperal nature meant for the concern as a whole, the 
expenses are treated as production overheads and apportioned to production departments 
on the basis of service rendered i.e.. man hours worked or number of drawings made. 

9.4.6 Fringe Benefits 
Besides basic wages and cash allowances like DA, HRA and CCA, some indirect monetary 
benefits such as medical facilities, canteen facilities, housing facilities (called fringe 
benefits) arc enjoyed by the workers in factories. They are not relaled to the quantity of 
work done. Hence, the costs of such benefits will be treated as production overheads and 
allocated to different departments on the basis of number of workers employed. 

9.4.7 Costing Office Expenses 
They are generally charged to administration ov'erheads. Sometimes, they may be 
apportioned to various functions like production, administration and selling and distribution 
on the basis of estimated benefils obtained by each. 

9.4.8 DefectiveISpoiled Work 
If the defective work and spoilage is inherent in the process of manufacture, such loss 
should'be included in the cost of prpduction. It is treated as normal loss and charged as an 
overhead. If these are due to abnormal factors like f ie ,  accident, machine break-down etc., 
the net loss (salelvalue realised by selling the spoiled work/scrap) should be charged to 
Costing Profit and Loss Account. 

Defective work is sometimes sent back to production department for correction. In tnat case, 
the cost of remedying h e  defect may be treated as production overheads. 

9.4.9 Packaging Expenses 
Packaging is necessary for handling the products like medicines, oil, liquid products, etc. 
Their packaging costs are treated as manufacturing cost and is included in direct materials. 
But h e  fancyldccorative packaging mean1 to attract customers is a sales promotional activity 
and may be charged as selling overheads. It should be noted that packaging is not 
synonymous to packing. Packing is used for transportation or delivery of goods to 
customers' place. Hence, it is ueated as distribution overhead. 

9.4.10 Patterns and Dies 

The patterns, moulds or dies are made for a particular 'job or work order. Hence their costs 
shouId be charged to that job or work order as a diredt expense and included in its prime 
cost.   ow ever, if these are meant for production in general, their cost (or depreciation) 
shoul(1 be treated as an item of factory overheads. 

9.4.11 Idle Capacity 

Normally the plant capacity should be fully utilised. But, it is difficult to achieve it in 
practice. In olher words, some capacity may remain unutilised (idle). This may be due to a 
v<uiety of factors such as defective planning and scheduling of work, over expansion of 
capacity, seasonal fluctuations of demand, etc. Remedial measures are devised once the 



cause of idle capacity is established. The overhead costs arising from avoidable idle capac- 
ity are generally charged to.Costing Profit and Loss Account.   ow ever, certain amount of 
idle capacity is considered normal (setting up time or maintenance period). Its overhead cost 
is duly @en into account while calculating the,hourly rate for production overheads. 

9.4.12 Cash Discount 
Cash discount is the discount allowed for prompt payment by deblors. It is regarded gs a 
financial cost and, therefore, excluded from the costs. 

9.5 ITEMS EXCLUDED FROM COST ACCOUNTS 

There are certain items which are excluded from cost accounts. These are : 

a) Purely financial charges 
Loss on sale of fixed assets 
Discounts on issue of shares, debentures, etc. 
Loss on sale of investments 
Fines and penalties 
 ona at ions 
Interest on bank loans and mortgages 
cash discount 

b) Purely financial incomes 

Profit on sale of fixed asscts 
Interest and dividends received on inveslments 
Transfer fees received 
Kent received 

c) Appropriations of profit 
Dividends paid 
Amounts written off like goodwill 
Preliminary expenscs 
Income tax 
Transfer to reserves 

Check Your PI-ogress 1'1 
1 Give two reasons why intercslon capilal is excluded f~om costs. 

2 Name ~ w o  melhods of computing deprecialion Lhal arc oom~nonly used in cost 
nckounu. 

3 State whcthcr each of the following sratements arc True or False. 

i )  If cxperimcnt proves unsuccessful its cost is charged to Cosling Profit and Loss 
Account. 

ii) Royalties are trcatcd as production overheads. 

iii) Costing office expenses are treated as selling ovcrheads. 

iv) Packing is a dislribu~ion overhead. . 
v) Cash discount allowed is rlot included in cost. 

vi) 'Fines and penalties are trcated as ad~r~inisuative overheads. 

Trentment ot 
other Overheads 



Overheads 9.6 SUMMARY - 
Adminismation and selling and distribution overheads are regarded as non-production costs. 

Like production and sales, administration is also treated as a reparat& function. Hence the 
administration overheads are treated as a separate item of cost. Since they constitute a minor 
portion of the total cost, it is not considered desirable to follow a complipted method of 
allocatiorl and apportionment. A blanket overhead rate is computed for the entire factory 
either as a percentage of works cost or as a percentage of sales. 

The allocation of selling and distribution overheads are collected, allocated and apportioned 
to differen1 cost centres in the samemanner as the production overheads. Rate per unit sold 
or percentage of selling price are the two methods used for their absorption. 

Depreciation of plant and machinery is included in production overheads either according to 
original cost method or machine how rate method. Interest on capital is normally excluded 
from cost accounts. Research and development costs are charged to cost of the products for 
which they are incurred unless these are by way of a financial provision used for regular 
research and development activity (R&D). Cost of Fringe benefits provided to labour is an 
item of production overheads and is apportioned on the basis of number of employees in 
each department. Royalties and patents are treated as a direct cost unless paid on the basis of 
sale (then they are charged as selling overheads). Packing cost is a distribution overhead 
whereas packaging cost is a direct cost included in materials. Cash discounl, being an ikm 
of purely financial nature, is excluded from costs. The overhead cost of normal idle capacity 
is absorbed by the cost unit, but that of abnormal capacity is charged to Costing Prot'il and 
Loss Account. 

Certain items of costs which are purely of a financial nature are excluded from cost 
accounts. Similarly, the items which are in the form of appropriation of profits are also 
exclutled. 

9.7 KEY WORDS 

Appropriation of Profit : Utilisation or distribution of profit. 

Defective work : Defective finished goods produced in the factory which requires 
correction or have to be sold at a loss. 

Development Cost : Cost incurred in implementing the decision to produce new/improved 
product 

Idle Capacity : Unused production potential of the plant. 

Research Cost : Cost incurred for.experimentation on new/improved product, idea or 
method. 

Royalties : RenVfees paid for the use of a patent or-copyright. 

Spoilage : Rejected units of output having little or no value, 

9.8 ANSWERS TO CHECK YOUR PROGRESS 

A 4 i) non-production ii) standing order numbers iii) selling iv) floor space 
v) selling 

B 3 i) True ii) False iii) False iv) True v) True vi) FAX? 
, -, - 

9.9 TERMINAL QUESTIONS 

1 Explain the different methods of absorption of administrative overheads. Which 
46 method would you prefer and why ? 



2 How do you classify and apportion selling and disaibution overheads. How are the 
selling overheads absorbed by co$t units ? 

3 Explain the treatment of the following items of overheads in cost accounts : 

a) Interest on Capital 
b) Depreciation 

c) Fringe benefits 
d) Repairs and maintenance, and 
e) Defective and spoiled work 

4 List the items excluded from cost accounts. 

Note : These questions will help you to understand the unit better. Try to write 
answers for them. But do not submit your answers to the University. These are 
for your practice only. 

Treatment of 
other Overheads 
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I After studying this unit, you should be able to: 

@ prepare cost sheet and ascertain the prime cost, the factory/works cost, the cost of 
production, the cost of goods sold, the cost of sales and profit 

Q prepare production account 

@ prepare a statement of quotation and ascertain the selling price/price of the tender. 

1 .  INTRODUCTION 
I 

. Unit costing id one of the most 'commonly used method of costing by firms which are 
engaged in manufacturing products with identical units such'as coal, bricks, shoes, sugar, 
cement, etc. Under this method, cost and propt per unit of output is ascertained by 
preparing monthly or quarterly cost sheets showing details of the various components of 
total cost. In this unit, you will learn how cost sheet is prepared and how cost and profit per 
unit of output is determined. 

I 

10.2 MEANING AND APPLICABILITY 

Unit costing refcrsto a method of costing used by industries engaged in mass production of 
hornogeneous/identical products. The basic feature of unit costing is that the cost units are 
identical. Unit costing is also known as "Single Output Costing". Single or Output Costing 
is the torm of unit costing used when the enterprise produces basically one homogenepus 
product or one homogeneous product in two or more grades. Under this method, the cost per 
unit is arrived at by dividing the total cost by the total number of units produced. Thus, the 
cost ascertainment involves the following two stages : 

i) collection and functional analysis of all costs, 



Methods of Costing ii) division of total cost by the total number of units produced in order to determine the 
cost per unit. 

This procedure is applicable only when the organisation produces only one'product, if, 
however, the organisation produces several grades of the same product, it becomes 
imperative to apportion the various costs between the various grades so that the cost of each 
grade can be determined separately. 

Unit costing method can be successfully applied in those industries engaged in assembling, 
such as automobiles, electronics, typewriters, etc., and also in those industries engaged in 
production of homogeneous products, such as collieries, quarries, brick making, brewaries, 
dairies, sugar, cement works etc. 

-- 
10.3 PREPARATION OF STATEMENT OF COST/ 

COST SHEET 

Under this method of costing, it is customary to prepare a statement of cost which is 
popularly known as 'Cost Sheet' at periodical intervals. It sliows detailed break-up of the 
total cost and the cost per unit at each stage. It should contain as much information 
regarding costs as may be necessary for the purposes of cost analysis and cost control. In 
actual practice, the corresponding figures of the preceding period are also shown in thelCost 
Sheet for purposes of comparison. This facilitates cost control. 

You learnt about the preparation ofcost Sheet ill Unit 3 Block 1. Wc shall now study about it in 
more detail. The proforma of Cost Sheet is given here again in F lgure 10.1. 

Figure 10.1 : Prolorlnr of Cost Sheet 

COSI SHEW OF ........................................... 
lor thc rno11111 ending ......................................................... 

output : .. . . . . . . . . . . .  Units 
.---*- 

- --. L Total I,,., -- 
Raw Malerials Consumed 

Rs. 

Opening Stock of Raw Materials ................ I 
Add : Purchases of Raw Materials ................ I 
Less : Closing Stocks of Finished Goods ................ 

Direct Labour 

Other Direct Expenses 

PRIME COST 

Fnctory Overheads 
................ ..... 

Rs. 

WORKS COST 

Office & Administrative Overheads 
................ 
................ 



COST OF PRODUC'PION .............................. 
( ....................... units) 

Add : Opening Sfoek of Finished Goods 
( ................. units) 

LesP : Closing Stock of Finished Goods ................................ 
( ................. units) 

COST OF GOODS SOLD . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

( ................. units) 

Selling & Distribution Overheads I , 

COST OF SALES . . . . . . . . . . . . . . . . . . . . . . . . . . . .  ,... 

( ...................... units) 

PROFIT (LOSS) 

SALES/SELLING PRICE 

Look at Illustration I and see how Cost Sheet is prepared from the given data. 

Illustration 1 
In a factory 20,000 units of Product X were manufactured in the month of September, 
1990. From the following figures obtained from the costing records, prepare a Cost Sheet 
showing the total cost and cost per unit : 

C 

Direcl Material Consumed ~,0@00 

Direct Wqes 

Other Direct Expenses 

Factory Overhuds 

Ofice & Administrative Overhuds 

selling & Distribution Overhuds 

Solution 

Cort Shact olProduct 'X' for Ute Month ofScp(embor,~990 

Outpurr : 20,000 bits 

Total Cost Cost Per Init 

Rs. R?.. 

Cost of Direct Materials 2,00,000 1\00 

Cost of Direct Labor 1,60,0 100 

Cost of Other Direct Expenses 40,m $4 

PRIME COST 4 , ~ , m  3.00 

Add : Factory Overhends I 80,000 1,00 

FACTORY /WORKS COST . 4,80,0100 3.00 

Add : Ofiice k Administrative Overhudr 60,000 3.00 



COST OF PRlaDUCTION 

Add : Selling ,IP: Distribution Overheads 

TOTAL COSX/COST OF SALES 

Note : Cost per unit for each component of total cost has been amved at by dividing the amount by the total 
oullput. 

10.3.1 Ascertainment gf Cost of Direct Materials 
While considering the cost of direct materials, only the cost of direct materials actually used or. 
consu14ned should be taken into account. Normally, all the raw materials purchased in a 
partior~lar period are not consumed during the same period. Certainainount of raw materials is 
alwaj s kept in stock so that production may not be interrupted for want of materials. In most 
cases, the cost of direct materials actually used in production is not given. It should be 
dete! mined in the following manner : 

Cosi. of Direct Materials Used in Production Rs. 

Cor t of Opening Stock of Raw Materials ....... 
AdH : Cost of Raw Materials purchased ...,... 

Add : Carriage/Freight on p~rchases, if any 

Cost of Raw Materials available for use 

Lerss : Cost of Closing Stock of Raw Materials 

Look at Illustration 2 and see how cost of direct materinls consumed is worked out, 

lllustratiot~ 2 
From the particulars given befow, determine the cost of direct materials consumed. 

Ollening Stock. of Raw Materials 

Pu rchese of Raw Materials 

Cs.rrioge Inwards 

Cl~osing Stock of Raw Materials 

Carriage Ol~tward~ 

Prtduction Wages 

Sa~lution 
Cost of Dlrcct Materials Used in Production Rs. Rs. 

Cast of Opening Stock of Raw Materials 40,000 

Add : Cost 0 1  Raw Materials purchased 2,40,000 

Add Carriage Inward 

Colst of Raw Materials aiailable for use 

Lcss : Cost of Closing Stock of Raw Materials 

Value of stock of Taw materials may be determined in any one of the methods discussed in 
Unit 5 on materials. However, in the absence of any indication in the given problem, it 
aould be better to value the stock of raw materials on FIFO basis and to give a note to that 
effect. 

10.3.2 ~scertiinment of Cost of Direct Labour 
While considering the cost of direct labour, only the cost of direct labour actually used in 
p~odiction should be taken into account. If there are outstanding or prepaid direct wages, 
thz same should be adjusted in the following manner : 



- -.- 
1 Cost of Direct Labour Used in Production Rs. Unit Costing 

. . . . . . .  Direct Wages paid 

Add : Outstanding Direct Wages, if any 

Less : Pre-paid Direct Wages, if any 

10.3.3 Ascertainment of Cost of Other Direct Expenses/ 
Chargeable Expenses 

Similarly, if there are outstanding or pre-paid direct/chargeable expenses, the.same should 
be adjusted in the same manner as direct labour in order to ascertain the actual cost of 
direct/chargeable expenses. These expenses include hire-charges paid for special machinery 

I or plant taken on hire, cost of special moulds, designs, and patterns, cost of patents and 
royalties, etc. 

1 10.3.4 Ascertainment of Prime Cost 
Prime cost refers to the direct cost. It is the sum total of three direct elements of cost i.e., 
direct materials, direct labour and other direct expenses. 

While determining the prime cost, we should always take the summation of the cost of 
direct materials, direct labour and expenses actually used in production. However, it is 
important to note here that direct materials will not form part of prime cost in those 
industries where the product is extracted from natural resources like collieries, quarries. 

r 10.3.5 Ascertainment of Factory/ Works Cost 
Factory/Works Cost refers to the summation of prime cost and factory overheads. Factory 
overheads include cost of indirect materials, indirect labour and orher indirect expenses 
incurred in the factory which are related to production. It is determilled as follows : 

Rs. 

I ............. ' Cost of Direct Mnterinls 

r Cost of Direct Lubour .............. 

Cost of other Direct Expenses .............. 

.............. PRIME COST 

. Add Rctory Overheads ............. 

FACTORY/WORKS COST ............. 

Illustration 3 
From the following particulars, prepare a statemer~t showing (a) Cost of Direct Materials 
consumed, (b) Prime cost, (c) Factory overheads and (d) Factory Cost. 

Ks. 

Stock of R:iw Materials on 1.4.90 24,000 

Stock of Raw Materia,.. on 30.4.90 3 1,000 

Purchase of Raw Materials 1,10,000 

Productive Wages 75,000 

Drawing Office Salaries 

Counting House Salaries 

Freight on Purchi~se of Materials 

Rent, Ratcs, Tnxcs & lnsurnncc (Factory) 

Rent, Ratcs, Taxes RL Insurance (Office) 

Carriage Outwards 

Repairs of Plant & Machinery 

Travelling Expenses 



~cthodrdCocbhp Gas and Water Charges (Factory) 3,500 

Gas and Water Charges (Ofice) 1,200 

General Charges 7,500 

Manager's Salary (% time devoted to Factory and4 time devoled lo Office) 24,000 

Depreciation on Plan1 & Machinery 6,500 

Depreciation on Furniture 1,000 

Direc~ors' Fees 9,000 

Advertisement 15,000 

Solution 

Statement of Cost for the month of April, 1990 

Cost of Direct Materials Consumed I 
Rs. Rs. 

Cost of Opening Stock of Raw Materials 

Add : Cost of Raw Materials purchased 

Rs. 

Add : Freight on purchases 

Cost of Raw Materials available for use 

Less : Cost of Closing Stock of Raw Materials 

Cost of Direct Labour 

PRIME COST 

~ a c t o  4 Overheads 

Drawing Oflice Salaries 

Rent, Rates, Taxes & Insurance (Factory) 

Repairs tohant & Machinery 

Gas & Water Charges 

Managen Salary (U x 24,000) 

10.3.6 Ascertainment of Cost of Production 

Depreciation of Plant & Machinery 6.500 - 
FACTORY/WORKS COST 

Cost of production refers to the summation of factory/works cost and office & administrative 
overheads. Office and administrative overheads include the cost of indirect materials, 
indirect labour and other indirect expenses incurred in office which are related to 
administration. Based on data given in Illustration 3, the 'Cost of Production' will be 
determined as follows : 

.Rs. 

FACTORY/WORKS COST 233,300 

49,300 

2,33,300 

Add : OMce & Administrative Overheads 

Counting House Salaries 

Rent. Rates, Taxes & I n S u i c e  (Ofice) 

Gas & Water Charges (Oflice) 

Rs. 

General Charges 7,500 

Managers Salary ('k x 24,000) 6,000 A I 
I I 

Depreciation on Furniture 

Directoa' Fees 

COST OF PRODUCTION 



administrative expenses do not form part of the cost of production. But, Cost Accounting 
literature in India still makes a distinction between the terms 'cost of production' and 
.'works cost'. 

Accordingly, in the Indian context, the cost of production iiaclbdes oMice and 
administration expenses for cost accounting purpses. 

18.3.7 Ascertainment of Total Cost/Cost of Sales 
Total Cost/Cost of Sales refers to the summation of cost of production of goods produced 
and selling & distribution overheads. Selling and distribution overheads include cost of 
indirect materials, indirect labour and other indirect expenses which are incurred for the 
purpose of sale and distribution. Based on data given in Illustration 3, the Total Cost/Cost 
of Sales will be determined as follows : 

Rs. 

COST OF PRODUCTION OF GOODS PRODUCED 2.72.500 

Add : Selling & Distribution Overheads 

Carriage Outwards 

~ r a " e \ l i n ~  Expenses 

Advertisement 

TOTAL COSTiCOST OF SALES 

10.3.8 Treatment of Items of Expenses and Losses of Purely 
Financial Nature 

It is important to note that there are certain items of expenses and losses which are of purely 
financial nature and are to be excluded from cost. These items are: cash discount allowed, ' 

interest paid, fines and penalties paid, income tax paid, dividend paid, obsolescence loss, 
loss on sale of fixed assets, loss on sale of investments, etc. 

Illustration 4 
The following particulars have been obtained from the cost records of P Manufacturing 
Company Limited for thz month of August, 1990 : 

Output and Sales for the month 

Stock of Raw Materials as on 1.8.90 

Stock of Raw Materials as on 31.8.90 

Drawing Ofice Salaries 

Counting House Salaries 

~ i r &  Wages paid 

Direct Expenses 

Purchsc of Raw Materials 

I Cnrriage Inwards 

Carriage Outwards 

Cash Discount allowed 

Power and Consumable Stores 

Indirect Wages 

Ligbting of $actory 

Repairs to Plant & Machinery 

Depreciation on Plant & Machinery 

Debenture lnterst 

Ofice Rent 

Directors' Fees 

Travelling Expenses 

Rs. 

1 5 , m .  ........ 

Unit Cost~ng 



Methods pf C&g Sale~men's Salaries and Commission ....... 18,000 

Ofice Salaries 

Genera1 Charges 

Advertisement 

Outstanding Direct Wages 

Sale Proceeds of Factory Scrap 

You are required to prepare the Cost Sheet for the month of August, 1990 showing the 
various elements of cost per unit. 

Solution 

Cost Sheet of P. Manufacturing Co. Ltd. for the Month of August, 1990 

Outout: 10.000 Units 

Total Cost l ~ o s t  per unit 

Cost of Direct Materials Used 

Cost of Opening Stock of Raw Materials 15,000 1 I 
Add : Cost of Raw Materials purchased 92,000 I I 

Add : Cbrriage Inwards 3 ,000 
95P00 I I 

Cost of Raw Materials available for use I 
Less : Cost of Closing Stock of Raw Materials 9.00 

Cost of Direct labour I I 
Direct Wages paid I 
Add : Outstanding Direct Wages 6.00 

Cost of Direct Expenses 

PRIME COST 

Add : Factory Overheads , 1 I 
Drawing Office Salaries 9.000 / I 
Power and Consumable Stores I 
Indirect Wages . 15,000 1 , I 
Lighting of Factory 5.500 1 I 
Repairs to Plant & Machinery 6!500 I I 
Depreciation on Plant & Machinery 

' 1  I 5.000 I I 
Less : Sale proceeds of Factory Scrap 

Add : Offlce &.AdmjnUtrative Overheads I I 
Counting House Saharies 

Office Rent 

Directors' Fees 

Ofice Salaries 

General Charges 

COST OF PRODUCTION I 2 . ~ 1 ~ ~ 0 1  26.00 

Add : Soiling &Distribution Overheads I I 
Carriage outwards 4,500 1 

- - 
I 



Travelling Expenses 

Salesmen's Salaries & C~mmission 

Advertisement 

COST OF SALES 

1 
Note : Cash Discount allowed and Debenture Interest are items of purely financial nature and, as such, are 

excluded from cost. 

10.4 PREPARATION OF PRODUCTION ACCOUNT 

Production Account is another way of presentation of cost information. It is prepared in the 
form of a ledger account. No separate column is shown for cost per unit. All the possible 
break up of cost should be shown in stages in the manner shown below. 

illustration 5 
Based on data given in Illustration 4, prepare Production Account. 

Solution 

Production Account of P. Manufacturing Co. Ltd. for the Month of August, 1990 

Dr. Cr. 

To Opening Stock of Raw Materials 

To Raw Materials purchased 

To Carriage Inwards 

To Cost of Direct Materials used bid 

To Direct Wages 

Add : Outstanding Direct Wages 

To Cost of Direct Expenses 

To Prime Cost b/d 

To Factory Overheads 

Drawing Ofice Salaries 

Power & Consumable Stores 

Lighting of Factory 

Indirect Wages 

Repairs to Plant & Machinery 

Depreciation on Plant & Machinery 

Lese : Sale proceeds of Fi~ct. Scr;~p 

To Factory/Works Cost b/d 

To Office A: Administration Ovcrheads 

Counting House Salaries 

Ofice Rent 



Methods of Costing Directors' fees 

Office Salaries 

General charges 

To Cost of Production b/d 

To Selling & Distribution 0vAheads 

Carriage Outward 

Travelling Expenses 

Salesmen's Salaries 

Advertisement 

To Cost Salcs b/d 

By Cosl of Sales c/d 

Note : If sales are given in the problem, the samc should be shown on the credit side and the difference between 
Sales and Cost of Sales should be treated as profitfloss on sale. 
-- - - - -- 

Check Your Progress A 
1 Fill up the blanks: 

a) Cost of Direct Materials Consumed = ............... 

b) Prime Cost = .............................................................................................. 

c) Cost of Sales = ......................................................................................... 

............. ................................................ d) Cost of Production = Factory Cost + ... .:. 

.................................................................... e) Selling Price = Cost of Salesd+ 

2 State whether each of the following equations are True or False. 

a) Factory Cost = Prime Cast + Office overheads 

b) Prime Cost = Direct Cost 

c) Total Cost = Prime Cost + All Indirect Costs 

d) Cost of Production = Factory Cost + Selling & Distribution Overheads 

e) Cost of Sales = Factory Cost + Selling & Distribution Overheads 

3 Name the industries to which unit costing can be successfully applied. 

...................................................................................................................... 

...................................................................................................................... 

10.5 SPECIAL POINTS TO BE NOTED 

Scrap iefers to the incidental residue of certain types of manufacture or defective products 
beyond any rectification. If there is any realisable value of such scrap, the same should 
reduce the cost of goods produced and, as such, it should be deducted from cost of materials 
consumed or factory overheads or factory cosi/works cost. 

10.5:2 Openirig and Closing Work-in-Progress 
Work-in-progress refers to partly finished or semi-finished goods: Work on such goods has 

14 already started but not completed till the end of a particular period. The cost incurred in 



respect of closing work-in-progress must be deducted from factory/works cost in order to 
ascertain the works cost of the completed units (finished goods). It should be noted that the 
work-in-progress of the previous period is the opening work-in-progress in the current 
period which has been converted into finished goods in the current period. Hence, the cost 
of opening stock of work-in-progress sh.rtild be added to the works cost of the current 
period. The reason why the cost of opc:ling and closing work-in-progress is adjusted in the 
work3 cost is that it (cost of uncompleted units) includes only the cost of raw materials, 
direct labour and factory overheads. 

!f the cost of opening and closing stock of work-in-progress is given; the same should be 
adjusted after the factory overheads have been added to the Prime Cost in the following . 
manner : 

Cost of Dircct Materinls ................ 
Cost of Direct Labour ................ 

Cost of Direct Expenses 

PRIME COST 

Add : Factory Overhcatls ................ 
Less : Value of Scrap, if any 

GROSS FACTORY/WORKS COST 

Add : Cost of Opening Stock of Work-in-progress, if any ................ 

................ 

Less : Cost of Closing Stock of Work-in-progress, if any ................ 

FACTORY/WORKS COST OF GOODS COMPLETED 

It is important to note that, in such a situation, the calculation of cost pe: unit should be 
started after the stage of factory cost. 

10.5.3 Opening and Closing Stocks of Finished Goods 

It is unlikely that all the units of finished goods produced during a particular period will be 
sold in the same pried. In fact, it is the management policy to keep some closing stock of 
finished goods so that sales for the next period remain uninterrupted. The cost of closing . 
stock of finished goods should be deducted from the cost of production of goods produced 
in order to ascertain the cost of production of goods sold during the current period. Since 
the closing stock of finished goods of the preceding period i.e., the opening stock for the 
current period is likely to be sold during the current period (on FIFO basis), the same 
should be added to the cost of production. Thus, the adjustments for opening and closing 
stocks of finished goods are made in the following manner : 

Rs. 

................ Cost of Opening Stock of Finished Goods, if any 

Add : Cost of Production of Goods pdoduced 

Cost of Production of Goods nvailablo for sale 

Less : Cost of Closing Stock of Finished Goods, if any 

Cost of Production of Goods Sold ................ 

Illustration 6 
The following information has been obtained from the costing records of a manufacturing 
company for the month of October, 1990: 

Cost of Raw Materials on 1-10-90 . :.. 75,000 

Cost of Rnw Materials purchased .... 9,60,000 



Methods of Costing Carriage on Purchases 

Chargeable Expenses 

Direct Wags paid 

Factory Overheads 

Cost of Work-in-progtess on 1-10-90 

C a t  of Raw Materials on 31-10-90 

Cost of Work-in-progress on 31 -10-90 

Cost of Stock of Finished Goods on 1-10-90 

Cost of Stock of Finished Goods on 31-10-90 . . . . 1.80.000 

Oflice % Administrative Overheadr .... 1.25.000 

Selling & Distribution Overheads .... 1,30.000 

You are required to prepare 

i) Cost Sheet showing the cost of production of goods produced, and 

ii) Statement showing cost of sales and profit for the month of October, 1990. 

Solution 

1) Coat Sheet for the Mon(h of October, 1990 

I 
Cost of Direct Materials uJed 

Opcning Stock of Raw Materisk 

Add : Raw Materials purchtd 9,60.000 I 
Add Ceniage on Purchases 

Less : Closing Stock of Raw Materials l 
Cost of Direct Lnbollr 1 4,20,000 

Cost of Chargeable Expense 

PRIME COST 

Add : Factory Overheeds 

GROSS FACTORY/WORKS COST 

Add :Cost of Opening Stock of Work-in-progress 

Lcse : Cost of closing st& of Work-in-progress 

FACTORY/WORKS COST 

Add : Office & Administrative Overheads 

COST OF PRODUCTION OP GOODS PRODUCED ( 18 .00 .m 

2) Statement showing the cost of Sales and Profit for the Month of October, 1990 

Add : Cost of ~roduction of Goods produced 

Cost of Opening Stock of Finished Goods 

Cost of Production of Goods available for sale 

%. 

1,50.000 

Less : Cost of Closing Stock of Finished Goods 

COST OF PRODUCTION OF GOODS SOLD I 17,7O.OM 

Add : Selling & Distribution Overheads . I I .~O,WJ 



COST OF SALES 

Prolit (Balancing faure) 

SALES 

- - - - - 

Sohetimes, the cost of closing stock of finished goods is not given. In that case, the same 
can be worked out by multiplying the number of units in stock by cost of production per 
unit as ascertained in the cost sheet. The cost of opening stock of finished goods is usually 
given. But, if the same is not given, it can also be worked out with the help of the cost of 
production per unit for the current period based on the assumption that cost of production 
per unit for the current period and that of the preceding period are the same. 

It is considered desirable to include an additional column for the quantity of goods in the 
Statement of Cost of Sales and Profit. This facilitates the ascertainment of the quantity of 
goods sold or the quantity of goods in stock, as the case may be. 

10.'5.4 Selling and Distribution Overheads 
Quite often, instead of giving the selling and distribution overheads in the cost data the rate 
of 'selling and distribution overheads per unit' is given. In such a situation, the amount of 
selling and distribution overheads should be worked out by multiplying the number of units 
sold by the selling and distribution expenses per unit. I t  should be noted that this rare is lo 
be applied ro rhe units sold and nor ro rhe unirs produced. 

10.5.5 Computation of Recovery Rates for Overheads 
Sometimes, you are required to calculate overheads recovery rates based on the cost sheet 
prepared by you. Such rates are usually in respect of factory overheads and administration 
overheads. Factory overhead rate is usually calculated as a percentage of direct wages as 
follows : 

Factory Overheads 
Direct Wages 

x loo 

Administration Overhead rate is usually calculated as a percentage of works cost as follows : 
Office Administration Overheads 

Factory/Works Cckt 
Selling and distribution overheads rate may be computed either as a percentage of works 
cost or as a percentage of sales. 

Illustration 7 
The following is the cost data relating to product D for the y a r  ending December 31, 1990. 

Purchase of Raw Materials 

Factory Rent & Insurance 

Carriage Inwards 

Other Factory 0verhAds 

Direct wages 

Stock on 1-1-1990 

Raw Materials 

Finished Goods ( 1,000 tons) 

Administrative Overheads 

Sales 

Stock on 3 1-1 2- 1990 

Raw Materials 

Finished Goods (2,000 tons) 

Rs. 

1,20,000 

8,000 
1,440 

40,000 

%ere was no stock of work-in-progress either at the beginning or at the end. Advertising 
nd other selling costs were Re. I per ton. During the year 16,000 tonnes of product D was 
~roduced. 

Unit Costlllg 



Methods .dCorting ' 
I 

As certain (a) total the cost of prpduction (b) the cost of goods sold (c) the cost of sales, 
and, (dythe net profit for the year; and work out (i) the percentage of factory overheads on ' 

direct wages (ii) the percentage of administration overheads on works cost, and (iii) the net 
profit per ton. 

Solution 
Cost sheet of Product D for the Yearmding December 31.1991 

Output : 16,000 Tons. 

Cost of Production per Unit 2,55,600 

Cost of Direct Materials used 

Opening Stock of Raw Materials 20,000 
T .  .. 

Raw Meterials purchased 1.440 

Add : Carriage inwards 1,20.000 

1.41,440 

Less : Closing Stock of Raw Materials 22,240 

Direct Wages 

PRIME COST 

Factory Overheads 

Rent & Insurance 8.000 5 

Other Factory Overheads 40,m 

Works Cost 

Administrative Overheads 

COST O F  PRODUCTION 

= Rs. 15,975 

1,19,2M) 

~ , o o o  

1.79,200 

48,000 

2,27,200 

28,400 

2,55,600 

Statement of Cost of Sales and Pronl 

Opening Stock of Finished Gods I I,MO 1 15.000 

Quantity 
(Tons) 

Add : Cost of Productibn 

Amount 
(Rs.1 

COST O F  GOODS SOLD 

Add : Sell) ~g & Distribution Overheads 

i15,m x Re. 1) 

Less : Closing Stock of Finished Goods 

COST OF SALES I 
Net Profit 

SALES 

2,000 

i) Percentage of Factory Overheads to D~&I Wages , 

. 31.950 

Factory Overheads 
- Dire@ Wages 

x I00 

I 



ii) Percentage of Administration Overheads to Works Cost 
Administration Overheads - - x loo 

Works Cost 

ii i)  Net Profit per Unit 
Net Profit - - 

Number of Units sold 
45,350 = -  
15,000 

= Rs. 3.02 

Check Your Progress B 
1 Fill up the blanks : 

................................ a) Realisable value of factory scrap should be deducted from 

b) Percentage of factory overheads to cost of direct labour = ................................. 

c) Opening and closing stock of work-in-progress should be adjusted after the factory 
. . . . . . . . . . . . . . . . . . . . . .  . . . . . . . . . . . . . . . . . . . . . .  overheads are added to the but before the stage of 

. . . .  d) Selling and distribution overheads are incurred only on ................. ........... 
....................... ............................ and not on .... 

2 State whether each of the, following statements is True or False. 

a) Closing stock of work-in-progress should be valued on the basis of prime cost. 

b) Closing stock of finished goods should be valued on the basis of cost of sales. 

c) Selling and distribution overheads are incurred on the cost of production of goods 
produced. 

d) Office & Administrative overheads are recovered usually on the basis of percentage 

1 to factory cost. 

e) Selling and distribution overheads are recovered on the basis of percentage of works 
cost or percentage of sales. 

10.6 PREPARATION OP STATEMENT OP 
QUOTATION/TENDERING PRICE 

Sometimes, the prospective buyer invites quotations from ii ~~umbcr of suppliers for some 
pods  with certain specifications. The term 'Quotation' rclb1.4 to quoting the minimum price 
for obtaining a specific order. Such a price is quoted beforc thc uomnicncement of actual 
production in anticipation of obtaining the particular order. In such a situation, first the cost 
of such specific order should be estimated and then a reasonable amount of profit should be 
added thcroto i n  order to determine the price to be quoted. 

While quoting Lhc price for such specific order, one has to be cautious about the fact that 
the pricc is ncithcr too high nor too low. In case the price is too high, offer will be rejected 
outright. On thc other hand, if the price is too low, it will result in either lower profit or 
loss. .Therefore. i l  is important to estimale the cost as accurately as possible, Although, 
esti~rlation ol'cost is primarily based on past performance, all future trends must also be 
taken into account. 

Statement of quotation is prepared in the same manner as Cost Sheet as shown in 
Illustration 8. 

Illustration 8 
X Manufacturing Co. Ltd. receives an enquiry for the supply of 20,000 units of its products. 
[he costs are estimated as follows : 

Raw Materials 1,00,000 K p  @ Rs. 2 per Kg. 



Dh~ct-Wdes 10,O-Houa @ Rs. 8 per hour. 

h & t h  Overheads : 

Fectory @ Rs. 4.80 per labour hour 

Selling & Diatribution Rs. 3 2,W 

Fixed Overheads : 

Factory Rs. 12,W 

Office & Administration Rs. 1,00,000 

Selling & Distribution Rs. 2B,OOQ 

Thecompany adds 20% to jts cost as its margin of profit. Prepare a Statement of quotation 
showing the price to be quoted. - 
Solution 

Statement of Quotation Showing the Price to bc Quote~l per unit and for 20.W Units 

Total Per Unit ' I  I Ri.  ( ds. 

Estimated Cost of Dircct Materials 

kiimated Cost of Direct Labour 

Estirnaled Prime Cost / 2,80,W / 14.00 

Add : Estirnaled Factory Overheads I I 
Fixed 

Estimated Factory Cost 

Add : Estimated OlIice C Administrative Ovcrheads 

Estimated Cost of Pmduction I 1~0.m i 22.00 

Add : Estimated Selling &Distribution Overheads I I 
Variable 2wo0 1 I 
Fixed 28,000 I 6 0 , W I  3.00 

Estimstcd Cost of Sale 

Add : Desired Profit @ 20% on Cost price 

Ertimqed Selling Price 

Sometimes; cost records for a particular period are given and the estimated cost of materials' 
and labour of a work order are provided for the purpose of ascertaining its selling pnce to 
be quoted. In-such a situation, you should prepare the cost sheet first and ascertain the 
recovery rates for factory overheads as a percentage to direct wages, for administrative 
overhead6 as a percentage of works costs, and for selling and distribution overheads as a 
percentage of cost of goods sold (or as suggested). These rates must be duly adjusted with 
the anticipated changes, if any, before preparing the statement of quotation. Look at 
Illustration 9 and study how the statement of auotation for a work order-is prepared with 
the help of a given cost data. 

.~llustratior! 9 
The following figures have been obtained'frorn the cost records of a manufacturing 
company for. the year 1989: 

R* 

Cosh of Materials 2,40.000 

Wages for Direct Labour , 

Factory Overheads 

Distribution Exper& 56,000 



Administration Expenses 

Selling Expenses 

Profit 

A work order was executed in 1990 and the following expenses were incurred : 
Rs. 

Cost of Materials 32,000 

Wages for Labour 20.000 

Assuming that in 1990 the rate for factory overheads went up by 20%. distribution charges 
went down by 10% and selling and administratio0 charges wept upby 12%%, at what 
price should <he product be quoted so as to earn the same rate of profit on the selling price 
as in 1989. Show the full workings. 

Factory overheads are based on direct wages while administration, selling and distribution 
expenses are based on factory cost. 

Solution 

Statement of Cost for the Year 1989 

Cost of Direct Materials 

Direct Wagcs 

PRIME COST 

 actor^ Overhcnds 

WORK COST . I 5.60.000 

Administration Overheads 

' COST OF PRODUCTION 

Selling Overheads 

Distribution Overheads 

1 COST OF SALES 

I Profit 

SALES 

Factory Overheads Rate 
Factory Overheads 

Direct Wages 
x loo 

1,20,000 I 00 = - 
2,00,000 

Admin. Overheads 
Administration Overheads Rate - - 

Works Cost 
x 100 

1,34,400 - - 
5,60,000 

x loo 

~ .< Selling Overheads 
Selling Overheads Rate - - 

Works Cost 
89,600 = - 

5,60,000 

Dist. Overheads 
Distribution Overheads Rate - x 100 

. Work Cost 

Unit Costtng t, 



Metnods of Costing 
Rate of Pryfit 

Profit - - x 100 
Cost of Sales 
1,68,000 - - x 100 
8,40,000 

= 205 of cost of sales 

Statement of Quotation for a Work Order 

Direct Wages 

PRIME COST 

Cost of Direct Materials 

Factory Overheads 
(60% of wages plus 20% thereof i.e., 72% of wages) 

Rs. 

32,000 

WORK COST 1 66.4000 

Administration Overheads 
(24% of W O I ~ S  cost plus I2 1% thereof i.e., 27% of works cost) 

COST OF PRODUCTION 

Selling Overheads , 
(16% of works cost plus 1 2 4  thereofi.e., 18Cof works cost) 

2 

Distribution Overheads 
(10% of works cost minus 10% thereof i.e., 9% of works cost) 

COST OF SALES 

10.7 COMPREHENSIVE ILLUSTRATIONS 

Profit (1 21 of cost of sales) 

ESTIMATED SELLING PRICE 

Illustration 10 
The following particulars relating to the year 1989 have been taken from the books of a 
Chemical Works manufacturing and selling a chemical mixture : 

20,45 1 

1,22,707 - 

Kg. Rs. 
Stock on 1st January. 1989 

Raw Materials 

Finished Mixture. 

Factory Stores 

Purchases 

Raw Materials 

Factory Stores 

Sales 

Finished Mixture 
I 

Factory Scrap 

' Factory Wages 

Power 

Depreciation on Machinery 

Salaries 

Factory 

ofilce 
Selling 



Expenses Unit Costing 

Direct 

Ofiice 

Selling 

Stock on 31st December. 1989 

Raw Materials 
I Finished Mi~ture 

Factory Stores 5,500 

The Stock of finished mixture at the end of 1989 is to be valued at.the factory cost o f the  
mixture for that year. The purchase price of raw materials remained unchanged thtobghout 
the year. 

\ 
Prepare a statement giving the maximum possible information about cost and its break up 
for the year 1989. 

Solution 

Cost Sheet of a Chemical Works for the Year 1989 

, Output : 1.53,000 Kg. 

C a t  per Unit 

Rs. 

1.181 

1.168 

0.121 

2.470 

0.904 

3.374 

0 = 362 

3.73p 

Cost of Direct Materials used 

2 , d  Cost of Opening Stock of Raw Materials 

Add : Cost of Rnw Materials purchased 1 .R0.000 

I 
1.82.000 

Lcss : Cost of Closing Stock of Raw Materials 1.350 
r 

Cost of Direct Labour 

Cost of Dircct Expenses 

PRIME COST 

Factory overheads 

Cost of Factory Stores consumed : 

Opening Stwk 7,250 

Add : Purchases 24,250 

3 1.500 

b a  : Closing Stock 
\ 

5.550 25.950 

Power 30,400 

. I)epreciatio~ of Machinery 18.000 

, Factory Salaries 72,220 

1.46,570 

b s s  : SBle of F'actory Scrap . 8,170 

WORKS COST 

Office k Adm. Overhcsdr 

Office Salaries 37,220 

OlIice Expchses 18.200 

COST OF PRODUCTION ' 
- /  

Total Cost 

Rs,, 

1,80,650 

1.78.650 

18.500 

3.77.800 

' 1  ' 

1,38,400 

5,16,200 

55,420 

5.31.620 - 



Methods of Casting Statement showlng Cost of Sales and Profit for the Year 1989 

Add : Cost of Production of Finished ~ i x t w e  (1,53,000 Kg.) 

Cost of Opening Stock of Finished Mixture (500 Kg.) 

Less : Cost of Closing Stock Finished Mixture (450 Kg.) 

Rs. 

1,750 

COST OF GOODS SOLD (1,53,050 Kg.) 1 5.71.852 

Selling & Distribution Overheads I 
Salaries 41.500 I 
Selling Expenses 

COST-OF SALES (1,53,050 Kg.) 1 6.31.352 

Profit (balancing figure) 

Sales (1,53,050 Kg. finished mixture) I ~ , I ~ , w I  
- - - - - - - - 

Working Notes 
I )  Production during the year = Goods Sold + Closing Stock - Opening Stock = (1,53,050 + 450-500) 

= 1,53,050 Kg. 
1,80,W lZOO 2) Value of Closing Stock of Raw Materials = - 
1,60,000 

3) Value of Closing Stock of Finishcd Mixture = Rs. 5,16,200 * 450 = Rs. 1,518 
1,53,000 

illustration 11 
Work out in Cost Sheet form the unit cost of production per ton of Special Paper 
manufactured by a paper mill in March, 1990 from the following data : 

Direct Materials 

Paper Pulp 500 tons @ Rs. 50 per ton 

Other Materials 100 tons @ Rs. 30 per ton 

Direct Labour 

80 Skilled men Q Rs. 3 per day for 25 days 

40 Unskilled men @ Rs. 2 per d a y  for 25 days 

Direct Expenses 

Special Equipment Rs. 3.0po 

Special Dyes Rs. 1,000 

Works Overheads 

Variable @ 100% and Fixed @ 60% on Direct Wages 

Administrative Overheads @ 10% 

Selling and Distribution Overheads @ 15% on Works C q t  

Forty tons of special paper was manufactured and Rs. 800 was realisid by the sale of waste material during the 
course of manufacture. The map value of the special equipment after utilisation.iq mahufacturc is nil. 

Solution 

Cost Sheet of a Paper MUI for the Month of Marcb, 1990 . $ 1  
, , 

loutput : 400 Ton 

Total Cost I Cost per Too 
I 

Cast of Direct Magrials used 

Paper Pulp = 500 x Rs. 50 = %@0 

Rs. us. 



illustration 12 
Cooling Ltd. manufactured and sold 1,000 refrigerators in the year ending 31st March, 
1990. The summarised Trading and Profit & Loss Acco1.int is set out below : 

Other Mat'erials = 100 x Rs. 30 = 3,000 

28,000 

Less : Sale of Waste Materials 800 

Cost of Direct Labour 

Skilled Men = 80xRs. 3x25  6,000 

Unskilled Men = 40 x Rs. 2 x 25 2,000 

Cost of Direct Expenses 

Special Equipment 3,000 

Specla1 Dyes 1,000 

PRIME COST 

Works Overheads 

Variable (100% on direct wages) 8,000 

Fixed (60% on direct wages) 4,800 

WORKS COST 

Administrative or Overheads (10% on Works Cost) 

COST OF PRODUCTION 

Selling & Distribution Overheads (15% on Works Cost) 

COST OF SALES 

.h 

Rs. Rs. 

To Cost of Materials 

TO Direct Wages 

27,200 

8,@30 

4,@30 

39,200 

12,800 

52,000 

5,200 

57,200 

7,800 

65,000 

8,00,000 By Sales 

12,00,000 

68.00 

20.00 

10.00 

98.00 

32=00 

130.00 

13.00 

143.00 

19.50 

162.50 

To Other Manufacturing Cost 5,00.000 

To Gross Profit c/d 

To Management a,nd Stafl Salaries 6,00,000 By Gross Profit b/d 15,00,000 

To Rent, Rates and Insurance 1 ,OO,OOO 

To Selling Expenses 

To General Expens~s 

To Net Profit 

I 
For the year ending 31st March 1991, it is estimated that- 

1 .  a) Output and Sales will be 1,200 refrigerators. 

b) Prices of Material will go up by 20% on the level of previous year. 

c) Wages will rise by 5%. 

d) Manufacturing costs will rise in proportion to the combined cost of Material and wages. 

e) Selling cost per unit will remain unaffected. 

f) Other expenses will also remain constant. 

You are required to submit a statement to the Board of Directors showing the price at 
which the refrigerators should be marketed so as to show profit ol: 10% on selling price. 

6 



Methods of Costing Solution ' 

Statement Showing Estimated Selling Price of Refrigerators for the Year ending 31.3.1991 - 

Cost of Direct Materials 

Cost of Direct labour 

PRIME COST 

Add : Factory Overheads 

FACTORY COST 

Add : Olfice & Administrative Overheads 

COST OF PRODUCTION 

Add : Selling & Distribution Overheads 

I 
COST OF SALES 

Add : Profit @ 10% on Selling Price i.e., 1/9 on Cost of Sales 5,10,000 425 
I 

Estimated Selling Price 

I, I 
Working Notes 
1) For the sake of convenience, it is desirable that the cost sheet for the last year is prepared as lollows : 

Cost Sheet of Cooling Ltd, for the Year ended 31.3.1990 

Cost of Direct Materials 

Cdst of Direct Labour 

I Total Cost 

I Rs. 

Cost per Unit 

Rs. 

PRIME COST 

Add : Factory Overheads (Other Manufacturing Costs) 

. FACTORY COST I 25.00,OOO I 2,500 
Add : Office & Administrative Overheads 

Management & Staff Salaries 

Rent, Rates & Insurance l , ~ , ~  I I 
General Expenses 2,00,00o 9 , ~ , 0 0 0  

COST OF PRODUCTlON - k 34,00,000 

Add : Selling & Distribution Overheads 

COST OF SALES I 37900,000 
I t 

2) It is important to note here that the cost of all variable items should be determined per unit and the same 
should be multiplied by the output for the next year, Thus, increase in the volume d output will be 
automatically taken care of. 

3) Cost oidirec~ material per unit for the next year 

- 8 O O + ( ~ x 8 ~ ) = 8 0 0 + 1 6 0 = 1 ( r . ~  

4) Cost of direct labour per unit tor the next yur 

5 
= 1,200 + ( - x J Z ~ )  =.r,200 +m - a, 1,2m 

, 100 

5 )  Increpe in combined cost of materinkand labour i.e., Prime Cost 



:. Manufacturing cost per unit for the next year 

= 500 + 55 = Rs. 555 I 

Unit Costing 

10.8 LET US SUM UP 

Unit costing is a method of costing used in those industries which are engaged in mass 
production of homogeneous/identid products. This method of costing is applied in a large 
number of industries like automobiles, electronics, collieries, quarries, brick making, etc. 

A Statement of Cost/Cost Sheet is prepared at periodical intervals showing the total cost 
and cost per unit of each element of cost side by side. The cost per unit is arrived at by 
dividing the total cost incurred by the total number of units produced. An alternative way 
of presentation of this cost information is in the form of a ledger account called 'Production 
Account'. 

Sometimes, a statement of quotations is required to be prepared in order to find out the 
price to be quoted to the prospective buyer for obtaining a specific order. While preparing 

' 

this statement, cost for the specific order should be estimated first and, thereafter, a 
reasonable amount of profit should be added to the estimated cost. The resultant figure shall 
represent the selling price to be quoted. 

10.9 KEY WORDS 

Chargeable Expenses : Other direct expenses. 

Cost of Production of Goods Sold : Cost of opening stock of finished goods plus cost of 
production of goods produced minus cost of closing stock of finished goods. 

Cost of Production of Goods Produced : Total of factory/works cost and office and 
administrative overheads. 

Cost of Sales : Tctal of cost of production of goods sold and selling & distribution 
overheads. 

Factory/Works Cost : Total of prime cost and factory overheads. 

I Production Account : Statement of cost prepared in the form a ledger account. It is similar 
to Manufacturing Account prepared in financial accounts. 

Prime Cost : Direct cost i.e., total of cost incurred on direct materials, direct labour and 1; direct expenses. 

Selling Price/Price of Tender : Total of cost of sales and desired amount of profit. 

i Work-in-Progress : Semi-finished goods. 

1 10.10 ANSWERS TO CHECK YOUR PROGRESS 

/ A 1 a) Cost of opening stock of raw materials t Cost of raw materials purchased - Cost 
of closing stock of raw materials. 

I 

b) Cost of direct materials + Cost of direct labour + Cost of direct expenses. 

c) Cost of production of goods sold + Selling & Distribution overheads. 

d) Office & Administrative overheads. 

e) Profit. 

2 a) False, b) True, c) ~ r u $ ,  d) False, e) False. 

' 3 Automobiles, Electronics, Collieries, Quar,dies, Brick making etc. , 

B 1 a) factory overheads. 
.- -- - . -- 



b) Factory overheads - .  x 100 
Cost of direct labour 

c) prime Cost, factory Cost 

d) goods sold, goods produced 

2' a) False, b) False, c) False, d) True, e) True. 

Questions 
1)  Define Unit Costing. Mention the industries to which this method of costing is 

applicable. 

2) What is a cost sheet? In what respect does it differ from a Production Aecount? 

3) Describe in brief the various components of Total Cost. 

Exercises 
1) Prepare a Cost Sheet fiom the following data to find out profit a d  cost pcr unit : 

Raw Materials consumed Rs. 1,60.000 

Dirccr Wages Rs. 80,000 

Factory Overheads 209. oi Dirccr Wage, 

Administrative Overheads . 10% of Factory Cost 

Selling Overheads Rs. 12,000 

Units produced 4,000 

'Units sold 3.600 

Selling Pricc Rs. 100 per unit 

(Answer : Prime Cost : Rs. 2,40,000; Faclory Cost : Rs. 2,56,000; Cost of production of 
goods produced : Rs. 2,81,600; Cost of Sales : Rs. 2,65,440; and 
Profit : Rs. 94,560) 

2) You are the chief of the Cost Accounting Department of Leather Products India Ltd. 
Your organisation manufactures shoes. The following figures have been extracted from 
the account books relating to the production of shoes for the year 1989. 

Raw Materials consumed (including abnormal wastage of Rs. 10,000) 

Rs. 

5,10,000 

Direct ~ a 8 e s  paid 4.00,OOO 

Fabtory Overheads 1,00,000 

Tools consumed 

Depreciation of Machines (Factory) 

.Machines imported 

Work Expenses (Misc.) 

Oficr Expenses 

-Overheads for Ofice 

Managing Directoi's Salary 

Stationery & Printing (Office) 

Depreciation of Machines (Office) 

Selling and Distribution Expenses 

Entertainment of customers 

Advertising 

Dividend paid 

"Prepare a cost analysis statement after considering the following : i i 
i) The profit rate is 20% on sales . . .  



i) Wages outstanding Rs. 25,000. 

Hint :Abnormal wastage of raw materials should be treated separately and assclch, it 
should not form part of cost. 

(Answer : Cost of raw materials consumed : R's. 5.00.000; Cost of direct labour : 
Rs. 4,25,000; Prime Cost : Rs. 9,25,000; Factory Overheads : Rs. 1.65,GOO; 
Factory dost : Rs. 10,90,000; Addinistrative Overheads : Rs. 1,21,000; Cost of 
production of goods produced : Rs. 12,11,000; Selling & Distribution Overheads : 
Rs. 75,000; Cost of Sales : Rs. 12,86,(500; Profit : Rs. 3,21,500 & Sales : 
Rs. 16,07,500) 

3) The following details have been obtained from the cost records of Comet Paints Limited: 

Rs. 

Stock of Raw Materials on 1st September, 1990 75,000 

Stock of Raw Materials on 3lst  September, 1990 9 1,500 

Direct \Yages 

Indirect wages 

Sales 

Work-in-progress on 1st September. 1990 28.000 

Work-in-progress on 30th September, 1990 35,000 

Purchase of Raw Materials 

Factory Rent, Rates and Power 

Depreciation of Plant and Machinery 3.500 

Expenses on Purchases 

Carriage Outwards . 

Advertising 

Ollice pent & Taxes 

Travellers' Wages and Commission 

Stock of Finished Goody on 1st September, 1990 

Stock of Finished Goods on 30th September, 1990 

Unit Costing 

Prepare a Production Account giving the maximum possible break up of costs and profit. 

(Answer : Copt of Raw Materials consumed : Rs. 51 ,W,  Prime Cost : Rs. 1,03,500; 
Factory Overheads : Rs. 21,250; Factory Cost :'Rs. 1,17,750; Cost of Production 
of goods produced : Rs. 1,20,250; Cost of Production of Goods Sold : 
Rs. 1,43,250; Selling & Distribution overheads : Rs. 12,500; Cost of Sales : 
Rs. 1,55,750; and Profit : Rs. 55,250) 

. 4) A company makes two distinct types of vehicles A and B. The total expenses during a 
period as shown by the books for assembly of 600 of A and 800 of B are as under : 

Rs. 

Material 1,98,0b0 

Wages 12,000 

Stores overheads ' 19,800 / 

Running Expenses of Machine 4,400 

Depreciation 2,200 

Labour Amenities 1,500 

Works General Expenses 30,000' 

Administration and Selling Expenses 26,790 . 
* Other Qata available to you are- A: B 

i Mate al C m R a t i a  per Unit 
\ 

1 : 2  
, 

Direct Labour Ratio per Udit 2:  3 

Machine Utilization Ratio per Unit 1 : 2  
- - 



Methods of Costing 
I ?  Cnlculate the cost of each vehicle per unit giving reasons for the basis of apportionment 
I adopted by you. 

Hinr : a) Calculate the effective ratio by taking into account the total output of two 
as follows : 

Effective Material Ratio= 1 x 600 : 2 x 800 
=600: 1600=3:8 

Effective Labour Ratio = 2 x 600 : 3 ~ ' 8 0 0  
=1200:2400=1:2 

Effective Machine Utilisation Ratio = 1 x 600: 2 x 800 
=600: 1600=3:8 

vehicles 

b) Apportion Material and Stores overhead in  Material ratio, Direct wages, Labour 
amenities and Works general expenses in Labour ratio, Running expenses of 
Machine and Depreciation in Machine utilization ratio and Administrative & 
selling expenses in the ratio of works cost. 

(Answer: Prime Cost : A - Rs. 58,00O/Rs. 96.67, B - Rs. 1,52,00O/Rs. 190.00; Factory 
Overheads : A - Rs. 17,70O/Rs. 29.50; B - Rs. 40,20O/Rs. 50.25; Works Cost : 
A - Rs. 75,70O/Rs. 126.17; B - Rs. 1,92,20O/Rs. 240=25; 
Total Cost/Cost of Sales; A - Rs. 83,27O/Rs. 138.79, B - Rs. 2,11,420/ 
Rs. 264.28) 

5) From the following information prepare the Cost Sheet of Pig Iron showing cost of Pig 
Iron produced and Cost per tonne of each item of expenditure : 

Stock on Purchnses during the Stock on 31st 
1st August, 1990 month oFAugusl, 1990 August, 1990 - 

Rs. Rs. Rs. 

Iron Ore 

Lime Stone 

Coal 

Coke 

Sundries 

Wages Paid 

Works Charges 

Sale of Slag during the month was 

Prbduction of Pig Iron during the month was 

10,800 

4,500 

94,000 

10,500 

6,500 

Rs. 66,000 

Rs. 44,500 

Rs. 8,500 

1,000 Tonnes 

(Answer: Cost of Direct Materials used : Rs. 2,73,600; Factory Cost/Cost of Production :' 
Rs. 3,75,600; Cost per tonne : Rs, 375.60) 

6) The following particulars have been made available from the Cost Ledger of a company : 

Rs. 

Stock of Raw Materials on 3 1 . I  2.1990 . 

Stock of Finished Goods on 31.12.1990 

Purchases of Raw Materials 5,84,000 

Direct Wages 3.97.000 

Sales 1 1,84,000 

Stock of Raw Materials on 31.12 1991 27,200 

Stock of Finrshed Goods on 3 I .  12.199 1 60,000 

Works Overheads 88.072 

Officc and General Charges 7 1,048 
/ 

The company is required to-submit abtender for a large rndchine..Thc Cost Department 

. "  
- , . estlmates that tlie materials will cost Rs. 4$000 and wages to fabricate the mac.hine 

,30 - Rg.'29,000. -.. The &. tender is to be made at a net profit of 20!! on selli:~g price 
- 

- 



Prepare a statement showing a) Cost df materials used, b) total cost, c) percentage of factory 
overheads to direct wages, and d) percentage of office overheads to works cost. 

Also prepare a statiment of quotation showing the price at which the tender of the machine 
can be submitted. 

(Answer : Cost of materials used : Rs. 5,82,400; Total cost Rs. 11,38,520; Percentage of 
Factory Overheads to Direct Wages 22%; Percentage of Office Overheads to 
Works Cost 6.65%; Price to be quoted in tender : Rs. 92,360.) 

Note : Th5se questions will help you to understand the unit better. Try to write answers 
for them. But do not submit your answers to the University. These are for your 
practice only. 

Unit Cost~ng 
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AND FINANCIAL ACCOUNTS 
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11.0 OBJECTIVES 

After studying this unlt, you should be able to: 

0 explain briefly the two methods of cost accounting 

0 explain the need for reconciliation of cost and financial accounts 

0 list the factors responsible for causing difference in profit or loss shown by cost and 
financial accounts 

0 prepare reconciliation statement 

prepare memorandum reconciliation account. 

1 INTRODUCTION 

You have learnt that cost accounts act as a check on financial accounts. It is achieved by 
comparing the profit/loss ascertained under cost accounts with profit/loss ascertained under 
financial accounts. Their amounts usually differ. But, these can be reconciled by preparing a 
reconciliation statement which explains the causes of difference. In this unit you learn about 
the various causes of difference between the profit/loss shown by cost accounts and the 
profit/loss shown by financial accounts, and the preparation of Reconciliation Statement. 

11.2 METHODS OF COST ACCOUNTING 

Large manufacturing firms often maintain their cost accounts on double entry system. For 
this purpose, they adopt one of the following two methods : 

1) Integral or Integrated Accounting 

2) Non-in tegral or Independent Accounting 

It is important to decide whether cost and financial transactions are to  be unified or kept 
separate, for an appropriate method of cost accounting. Where cost and financial 
traasactions are to be unified, the method to be adopted is called 'Integral/Integrated 
Accounting'. On the other hand, if cost and financial transactions are to be kept separate, 
the method followed is called 'Non-integral' or  'Independent Accounting.' The problem ol 
reconciliation of cost and financial accounts arises only when non-integral accounting 
method is followed. Let us, therefore, discuss these two methods briefly before we take up 
the problem of reconciliation. 



11.2.1" Integral Accounting R e c d n h  of Cost ~d 
Financial Accounts 

The term 'Integral/Integrated Accounting' means the merger of financial and cost accounts 
and maintenance of a single set of bodks to record both financial and cost transactions. In 
other words, it refers to the unified method which serves the purpose of both financial and 
cost accounts. Under this method, book-keeping proceclure followed 
the procedure involved in financial accounting. In addition to the General Iedger, Sales 
Ledger and Bought Ledger in financial accounting, a Cost Ledger and three subsidiary 
ledgers viz., Stores Ledger, Work-in-progress Ledger and Finished Stock Ledger are also 
maintained. 

Cost Ledger : It refers to the principal ledger in cost accounting which contains all the 
nominal accounts. It also contains a control account for each subsidiary ledger i.e., Stores 
Ledger Control Account, Work-in-progress Ledger Cbntrol Account and Finished stock 
'Ledger Control Account if non-integral accounting is followed. In case of integral 
accounting, however, these control accounts appear in the General ledger. 

Stores ledger : It refers to a subsidiary ledger which contains an account for each item of 
stores and its movement. This account is debited with purchases of materials and credited 
with issues of materials to jobs. 

Work-in-progress ledger : It refers to a subsidiary ledger which contains an account for 
each job, process or operation which is pending on the shop floor. This account is debited 
with the cost of materials, labour and overheads, and is credited with the cost of goods 
transferred to Finished Stock Ledger as and when they are completed. 

Finished Stock Ledger : It refers to a subsidiary ledger which contains an account for each 
item of finished product manufactured or job completed. Each such completed product or 
job account is debited with the cost of production and credited with the cost of goods 
transferred to Cost of Sales Account. 

Since only one set of accounts is maintained under this method, no Costing Profit and 
Loss Account is prepared. Thus there is only one figure of profit or loss and, as such, 
there is no need for reconciliation of costing and financial profit or loss. 

1 1.2.2 Non-integral Accounting 

When independent cost accounts are maintained, the subsidiary ledgers and the cost ledger 
are inter-locked through control gccounts maintained in each ledger. These control accounts 
cross-check the accuracy of ledgws and also make each ledger seif-balanced-so that a 
separate trial balance may be prepared for each ledger without reference to the other 
ledgers. Beside$ these control accounts, a General Ledger Adjustment Account is opened in 
the cost ledger for all items of incomeand expenditure. The account is also known as 'Cost 
Ledger Control Account'. The cost ledger aIso contains controi accounts such as Wages 
Control Account. Production Overheads Control Account. Administrative Overheads 
Control Account, Selling and Distribution Overheads Control Account, etc. Thus, under 
non-integral accounting, the double entry is completed through control accounts. 
Hence, this system has plso been termed as 'Control Accounts System'. 

Costing Profit and Loss Account : When cost accounts are maintained independent of 
financial accounts, a separate Costing Profit and Loss Account is prepared for determining 
the profit or loss of a particular period. This account is debited with the cost of sales and 
credited with the sales value. It is also debited with items like abnormal losses, under- 
absorption of overheads, loss or sale of special jobs etc., and credited with items like 
abnormal gains, overabsorption of overheads, profit on sale of special jobs, etc. The balance 
of this account will indicate the profit or loss as per cost records which should be reconciled 
with the profit or loss as per financial records. 

11.3 NEED FOR RECONCILIATION OF COST AND 
FINANCIAL ACCOUNTS / 

I 

When cost accounts and financial accounts are maintained independent of each other, the 
phfit or loss as disclosed by the two sets of books is bound to differ from each other. This . 
non-agreement of profit or loss shown Iy the two sets of books necessitates the preparation 



Methods of Costing of a re~onciliation statement which shows the causes leading to the difference between the 
two figures. The preparation of this statement is a must in order to establish the accuracy or 
cost accounts. Not only that, it also helps in cross-checking the arithmetical accuracy of 
operating results shown by the financial accounts. 

11.4 CAUSES OF DIFFERENCE 

The factors responsible for the difference between the profit or loss shown by the two sets o[ 
books can be broadly summarised as follows : 

Items shown only in the financial accounts and not in the cost accounts : There are 
quite a few items which appear in the financial accounts and not in the cost accounts. All 
such items of expenses and losses reduce the financial profit while all such items of incomes 
and gains increase the financial profit. 

This items can be classified as under : 

a)  Financial Charges 
i) Cash discount allowed 
ii) Interest paid on debentures, bank loans, mortgages, etc. 
iii) Penalties and fines paid 
iv) Income-tax paid 

v) Loss on sale of fixed assets 

vi) Loss on sate of investments 
vii) Obsolescence loss 
viii) Expenses on issue of shares/debentures 
ix) Discount on issue of shares/debentures 
x) Goodwill, Preliminary Expenses, etc, written off. 

b) Financial Incomes 
i )  Interest received on investments, bank deposits, etc. 
ii) Dividend received on investments 
iii) Share transfer fees received 
iv)  Rent received 
V) Profit on sale of fixed assets 
vi) Profit on sale of investments 
vii) Cash discount received 

c)  Items of Appropriation of Profits 
i)  Transfer of profits to reserves 

ii) Dividend paid 
iii) Proposed dividend 

Items shown only in the cost accounts and not in'the financial account4 : There are very , 

a few items which appear in thc cost accounts and not in the financial accounts. Such items 
are as follows : i 

a) lnterest on capital employed : Sometimes, it is the policy of the management to charge 
inlerest on capital employed for costing purposes. But, in reality, no such interest is paid. ! 
AS such, it is excluded from the financial accounts. i 

! 

b) Charges in lieu of rent : It is also the policy of the management to charge notional rent ! 
for the premises owned so as to enable comparison between the cost of production in a ; 
factory owned by a company and the cost of production in a leasehold or rented factory. 
However. in reality, no such rent is actually paid and, as such, it is exlcuded from I 

financial accounts. 

, Under/Over absorption of overheads : The recovery of overheads in cost accounts is 
always based on estimates while the financial accounts are based on actuals. Hcnce, the 
amount of overheads recovere4 in cost w u u n t r  and the amount of expenditure ac~ually 
incurred and recorded in financial accounts will invariably disagree. , 

I 

The werheads charged in cost accounts may either fall short of or exceed the actual amount 
of expenses incurred and recorded in the financial accounts. If overheads are not fully 

- 34 recovered in cost accounts the shortfall is known as 'underabsorbcd overheads. On the , 
I 

. . -4 -. I 
i 



other hand, if overheads recovered in cost accounts are in excess of the actual expenditure, 
I the excess amount is known as 'overabsorbed overheads'. 
I 

Different basis of stock valuation : Quite often, the stock figures shown in cost accounts 
differ from the figures shown in financial accounts. This may be due to the different bases 
followed for stock valuation in the two sets of books. The conventional method of stock 
valtidtion in financial accounts is based on the principle of 'cost price or market price 
whichever is lower'. However, in cost accounts, the basis of stock valuation is invariably the 
actual cost of  production and this may even include the administration overheads. 

11.5 PREPARATION OF RECONCILIATION 
STATEMENT 

The preparation of a statement to reconcile the profits shown by the cost accounts with the 
profits shown by the financial accounts is similar to the preparation of bank reconciliation 
statement. It may provide for two amount columns, the first (plus column) for showing the 
amounts of items to be added and the second (minus column) for showing the amounts of 
items to be subtracted. You can take profits as per cost accounts as the starting point and 
arrive at profits as per financial accounts by making the necessary adjustments, or vice 
versa. In case you start with profits as per cost accounts as the base, take the following 
steps to arrive at the profit as per financial accounts. 

1)  Show the profit as per cost accounts in the plus column. In case of loss, the amount 
may be shown in minus column. 

2 )  Look at the debit side of the Profit and Loss Account and as certain the items such as . 
interest, income tax, discount, etc. which are not shownin cost accounts. Had these 
items of expenses or appropriations been shown in cost accounts, the amount of profit 
would have been lower. Hence, these amounts should be deducted. 

3) Look at the credit side of the Profit and Loss Account and ascertain the items such as 
income received on investments, rent received, etc, which are not shown in cost 
accounts. Had these items of income been shown in cost accounts, amount of profit 
would have been higher. Hence, these amounts should be added. 

4) Look at the cost accounts and ascertain whether any amount of notional rent. 
proprietor's salary, interest on cnpital, etc, has been shown as expense. If so, add these 
amounts because they have rcsulted in lower profits in cost nccoutits. 

5) Compare the amounts of all indircct co5ts (factory overheads, ad mini st ratio^^ 
overheads, and selling and dislribution ovcrhcads) chnrgcd in cost accounts with their 
actual amounts as recorded i n  tlic financial accounts. Add ovcrabsorption and deduct 
underabsorption of various overheads. 

6) Compare the values of stock shown in cost accounts with those shown in financial 
accounts. in all probability, the stock values shown in cost accounts will be higher. 
Hencc, the diffcrcnce in closing stock shall be deducted and the difference in opening 
stock will bt' nddcd. 

7) Take the totals of both plub and minus columns and work oul the difference between 
the two totals. If thc total of plus column is higher than the total of the minus column, 
the excess represents thc profit as per the financial accounts. If, however, the total of 
the minus column is higher than the total of thesplus column, the excess shall'represent 

k the loss as per the financial accounts. 

Based on the above analysis, we can draw the lists of items to be added to the profits 
shown by cost accounts and the items to be deducted there from. 

Items to be Added 
1) Incomes not shown in cost accounts 
2) Notional costs shown in cost accounts 

3) Ovenbsorpti~n (overcharge) of any indirect cost in cost accounts 
I 4) Overvaluation of opening stock 

Items to be Deducted 
1) Charges not shown in cost accounts I 

& 

Reconciliation of Cast sod 
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2) Underabsorption (undercharge) of any indirect cost in cost accounts 

3) Overvaluation of closing stock 

In case the figure of profit or loss as per cost accounts, is not given, you have to start with 
the profit or loss as per financial accounts. In that case, the items listed above for addition 
shall be deducted and shown in minus column, and the items listed above for deduction 
shall be added and shown in plus column. In other words, the whole treatment will be 
reversed. 

Look at Illustration 1 and study how Reconciliation Statement is prepared a) when you 
take profits as per cost accounts as the base, and b) when you take profits as per financial 
acco'unts as the base. 

~llustration 1 
The net profit of a manufacturing company appeared at Rs. 60,500 as per financial records 
for the year ended 31st March, 1990. The cost accounts, however, showed a net profit of , 
Rs. 1,19,4M) for the same period. A detaited cgmparison of the figures contained in both , 
sets of books revealed the following factors responsible for their disagreement : 

DinctorsFesnot charged in cost accounts 7.500 

WorksOverbp~under-rwverd in costs 1,500 

Loss due toObsolesancecharged in financial accounts 3,500 

Administrative overheads over-recovered in costs 1,800 

Depreciation charged in financial accounts 10,000 

Depreciation recovered in costs 12,000 

Income Tax provided in financial accaunts 54,500 

Interest on Investments not included in costs 5,000 

Transfer Feescredited in financial accounts 2,500 

Fine paid not included in costs 1,200 

Discaunt on issue of debentures written off,in financial accounts 2,000 
, t  

Prepare a.Reconciliation Statement showing reconciliation of profit between the two sets of 
books. 

-- 
Solution 

ReconeiUation Statement 

I 

Net Profit as per Cost Accounts 

Directors' Fees not charged in costs 

Works Overheads under-recovered in costs 

Loss due to Obsolescence not charged in costs 

Administrative Overheads over-recovered in costs 

Depreciation overcharged in costs (12,000 - 10,000) 

I~come Tax provided in financial amunts 

lotcrest on Investments not included in costs 

Transfer Fees credited in financial accounts 

Fines paid not included in casts 

Discount on Issue of Debentures not shbwn in costs 

36 Net Profit as per Financial qccounts 

Plus 
Column 

Rs. 

1,19,400 

1,800 

2,000 

5,m 

~,500 

___L 

1,30,700 - 
~ P 5 0 0  

Minus 
Column 

Rs. 

7,500 

1,500 

3,500 

54,500 

1,200 

2,m 

70,200 

- 



Alternativkly 

Reconcllirtlon Statement 

Check Your Progress A 
1 Fill in the blanks: 

a) 1f.cost and financial transactions are maintained in a single set of books, the method 
is called ..................................................... 

Minus 
Column 

Rs. 

1,800 

2,000 

5 , m  

2,500 

1 1,300 

Net Profit as per Financial Accounts 

Director's Feea not charged in costs 

Works Overheads under-recovered in costs 

Loss due,fopbsalscence - not considered in casts 

Administrative Overheads over-recovered in w t s  

Ex& depreciation charged in costs (12,000- 10,000) 

Income Tax provided in financial accounts 

Interest on Investments credited in financial accounts 

Transfer Fees credited in financial accounts 

Fits paid charged in financial accounts 

Discount on Issue of Debentures written off in financial accounts 

Net Profit as per Cost Accounts 

b) If cost and financial records are kept separate, the method is called ....... .'. ............. 

Plus 
Column 

Rs. 

60,500 . 

7,500 

1,500 

3,500 

54,500 

1,200 

2,000 

1,30,700 

1,19,400 

c) Cost ledger is the ................................. ledger in cost accounting which contains 
all the nominal accounts. 

d) Stores ledger is a ....................... ledger which records separate account for each 
item of stores. 

e) Object of preparing Costing Profit or Loss Account is to determine ..................... . .. 

......................... f) Preparation of reconciliation statement is necessitated because of 

2 Tick the correct answer : 

a) Under-recovery of works overheads should be added to the net profit as per 
financial records in order to arrive at the net profit as per costing records. 

b) Obsolescence loss should be deducted from the net profit as per financial records in 
order to arrive at the net profit as per costing records. 

c) Dividend on investments should be added to the net profit as per financial records 
in order to arrive at the net profit hs uer costing records. 

d) overabsorption of selling and distribution overheads in costs should be deducted 
from the net profit as per costing records in order to arrive at the net profit as per 
financial records. 

3) What is the purpose of preparing reconciliation statement? 



- 6  MEMORANDUM RECONCILIATION ACCOUNT 

The reconciliation of profits shown by the two sets of books can also be presented in the 
form of a ledger account called 'Memorandum Reconciliation Account'. This method is 
simple. The amounts which are to be added to profits shall be shown on its credit side while 
the amounts to be deducted from profits shall be shown on its debit side. In this case also, 
you can take either profit/loss as per cost accounts as the base or profit/loss as per financial 
accounts as the base. Based on data given in Lllustration 1, the Memorandum Reconciliation 
Account shall be prepared as follows : 

Memorandum Reconcillatiorn Account 

Dr. Cr. 

To Works Overheads under-recovered By Adrninir tive Overheads 
in costs over-reco :red in costs 

To Directors Fees not charged in costs By Net Profit as per Cost Accounts 

Rs. 

1,19,400 

By ~ep~rehation over-recovered in costs 1 ~ ,oOO To Loss due to Obsolescence not charged 
in costs 

To Income Tax charged in financial 
accounts 

By Inte~rest on Investments not included 
in u ~ t s  1 5,000 

3,500 

54,500 

To Fines paid not included in costs 1 1,200 ( I 
To Discount on Issue of Debentures B y  . iansfer Fees credited in financial 

not shown in costs 

To Net Profit as per Financial Accounts . 60,500 

1,30,700 I- 
Alternatively 

-- 
Memorandum Reconciliation Account 

Dr. Cr. 

TO Administration Overheads 
over-recovered in costs 

Rs. 

1,800 

To Excess Depreciation charged in costs I 2,m 

To Interest on Investments credited in 
financial accounts 

To Transfer Feescredited in financial 
accounts 

By Net Profit 8s per Financial Accounts 

To Neb Profit as per Cost Accounts 

By Directors Fees not charged in 
cost accounts 

1 19,400 

By WorksO~vcrheads under-recovered in 
costs 

By LOSS due to Obsolcsccnce charged in 
financial accounts 

By IncorneTaxprovided in financial 
accounts 

By Fines pait! charged in financial 
accounts 

By Discount ton Issue of Debentures 
written ofli in financial accounts 



1 1.7 COMPREHENSIVE ILLUSTRATIONS 

illustration 2 
From the following figures prepare a Reconciliation Statement. 

Net Profit as per Financial Records 

Net Profit as per Costing Records 

Works Overheads under-recovered in costs 

Administration Overheads recovered in excess in costs 

Depreciation charged in financial records 

Depreciation recovered in costing 

Interest on Investments received but not included in costs 

Obsolescence loss charged in financial records 

Income Tax provided in financial accounts 

Bank Interest credited in financial accounts 

Store Adjustmentscredited in financial accounts 

Loss of Stock due to Spoilage charged in financial accounts 

Solution 

Reconciliation Statement 

Illustration 3 
The Net Loss shown by financial accounts of a company amounted to Rs, 57,320 while the 
Net Loss disclosed by company's cost accounts for that period amounted to Rs. 37,100. 
Scrutiny of figures from both the sets of books revealed the following facts : 

i) Directors Fees not charged in cost Rs. 1,300 

(-) Rs. 

150 

95 

2,445 

Net Profit as per Financial Accounts 

WorksOverheeds under-recovered in excess in costs 

Administration Overheads recovered in excess in costs 

Excess Depreciationrecovered in costs 

Interest on Investment not included in cost 

Obsolescence loss charged in financial records but not in cwt 

Income Tax provided in financial but not in cost 

Bank interest credited in financial books, but not in cost 

&oresAdjustmentscredited in financial books, but not in cost 

Loss of Stock due to Spoilage charged in financial books but not in cost 

Net Profit as per Cost Accounts 

ii) A Provision for Bad and Doubtful Debts made in financial accounts Rs. 1,140 

iii) Bank Interest credited in financial amuq t s  Rs. 60 

iv) S5solescenceLoss charged in financial accounts Rs. 16,600 

(+) Rs. 

25,751 

624 

1,140 

8,060 

1,350 

36,925 

34,480 

Reconciliation of Cost anti 
Financial Account.. 

V) Overheads in the cost accounts were estimated at Rs. 17,000. The charge shown by the 
financial accounts was Rs. 16,640 

E vi) 3epreciation charged in financial accounts was Rs. 9,600 while depreciation recovered 

I in costs amounted to Rs. 8,000. 
. . 

i 



Prepare a statement reconciling the figures shown by the financial and cost accounts. 

Solution 

(-) Rs. 

--- 

Net Loss as per Financial ~ ~ c o u n t s  57,320 

Directors Fees not charged in costs I_ 1,300 

Provision for Bad and Doubtful Debts made in financial accounts but not in costs 1,140 

Bank Interest credited in financial accounts, but not credited in costs 60 

Obsolescence loss charged in financial accounls, but not in cosb 16,600 

Overabsorption of overheads in costs (17,000-16,640) 360 

Excess depreciation chnrged in financial accounts (9,600-8,000) 1,600 

20,640 57,740 . 

Net Loss as per Cost Accounts 37,l M) 

Illustration 4 
From the following Profit and Loss Account draw up a Memorandum Reconciliation 
Account showing the profit as per Cost accounts. 

Profit & Loss Account for thc Year ended 31st December, 1989 

Dr. 

Rs. I Rs. 
TO Office Salaries 1 22,564 1 By Gross Profit b/d 1 1.09.236 

To Office Expenses 1- , :l:t5: ( By Dividend w i v e d  on investments I 2,4m 

To Sales Expenses 

TO Distribution,Expenses - 
_ TO Loss of Sale of Machinery 

TO Fines & Penalties 

TO Discount on Debentures 

TO Goodwill written off 

TO P~ovision for Income Tax I 
TO Net Profit 1 13,060 1 I 

Solution 

Memorandum Reconciliation Acco~~nts 

Dr. Cr. 

Rs. I I Rs. 

To Dividend received on Investments 2,400 By Net Profit as per Financial Accounts 13,060 

To Interest on Bank De osits 360 By Lou on ~ l e  of machinery 3,900 
TO Net Profit as per Cost A~coilnts 35,700 By Fines & Penalties 500 

I I By Discount on Debentures 1 1,m 

I I By Goodwill written off I lO.000 

By Provision for Income Tax 10,oKl 
38,460 38,640 - 



Illustration 5 
The following figures are extracted from the financial accounts of Selwel Ltd. for the year 
ending 31-12-1989. 

Sales (20,000 units) 

Materials 

Wages 

Factory Overheads 

Administration Overheads 

Selling and Distribution Overhends 

Finished Goods (1,230 units) 

Work-in-process 

Materials Rs. 60,000 

Labour Rs. 40,000 

Factory Overheads Rs.40,000 

Interest paid on capital 

Goodwill written off 

In the costing records, factory overheads are charged at 100% of wages, administration 
overheads at 10% of factory cost, and Selling and Distribution'overheads at the rate of 
Rs. 20 per unit sold. 

Prepare a statement reconciling the profit as per financial records with the profit as per cost 
records. 

Solution 

Trading nnd Profit & Loss Account of Selwel Ltd. for theyear ending Jlst December, 1989 

Dr. Cr. 

To Materials 

To Wages 

To Factory Overheads 

To Gross Profit c/d 

lO,OO,M]O By Closing Stock 
Finished Goods 

Work-in-process 

9 , ~ , o o O  Materials 

15,40,000 Labour 

Rs. 

20,00,M]O 

Rs. 

50,00,000 By Sales 

I I Factory Overhead 

To Administration Overheads 1 5,20,W I By Gross Profit b/d 

To Selling and Distribution Overhuds I 3.60,OOO I I 
TO Gpodwill Written off ( 4,WOOO 1 I 

To Net Profit 

Reconciliation of Cost and 
Financial Accounts 



Methods of Costing Cost Slieei or Selwel Etd. for the Year ending 31si December, 1989 

Outpur : 21,230 units 

Hs. 1 Rs. 

Cost of Direct Materials used 20,00,000 I 
Less : Cost of Materials in Work-in-process 

I 

Cost of Direct Labour used lO,OO,OOO I 
Less : Cost of Direct Labour in Work-in-process 

PRIME COST 

Factory Overheads @ 100% of wages 

* FACTORY COST 

Administration Overlleads @ 10% of Factory Cost 

COST OF PRODUCTION (21,230 units) 1 42.46.000 

Less : Cost of closing stock of finished goods (1,230 units) 

COST OF GOODS SOLD (20,000 units) 

Selling and Distribution Overheads (20,000 x Rs. 20) 

' I 4900,000 

COST OF SALES I 44.00,OOO 

Profit (balancing figure) 

SALES 

Reconcilialion Slaternen1 

- 
(+) Rs. ( 1 Rs. 

Profit as per Cost Accounts 6,00,000 

Overabsorpt~on of Factory Overheads in costs (9,60,MH)-8,60,000) 1,00,000 

dverva~uation of closing stock of Finished Goods in 

financial.accounts (3,00,000--2,44,000) 54,000 ' , 
Underabsorption of Administration Overheads in costs (5,20,000- 3,86,000) 1,34,000 

~verabsor~ thn  of Selling and ~idributton 
\ 

Overheads in costs (4,00,000-3,60,000) 40,000 

Goodwill written ofT in financial accountri, but not considered in cost accounts 4,00,000 

Interest aid on Capital charged in'fmancial accounts, but not 

considered in cost accounts 40,000 -- 
7,94,000 5.74.000 

Net Profit as per Financial Accounts 2,20.000 

Working Notes 

i) Toral no. of urrirs produced during lhe year 
= No, of units sold + No, of units remaining unsold 
= 20,000 + 1230 = 21,230 units 

ii) value of Closing S I ~ C ~  of ~inished GOO& 
' 

Cost of Productiqn - x No, of Units remaining unsold 
Total No, of units produced 



iii) Actual expenditure incurred on factory ove.rhads in Iiraaacinl acwunts 
Total amount - Amourit spnt on work-in-prwa? 

1 = k.(9,M,(bDO -40,000) = Rs. 8,60,(PIX1. 

I 
I 
I 11.8 LET US SUM UP 
I 
1 Broadly speaking, there are tw,o methods of maintaining cost accounts on double entry 

system : 1) Integral Accounting, and 2) Non-Integral Accounting. Under the second method 

1 of cost accounting (also known as control accounts system) cost records are maintained as 
# 

1 
an independent set of accounts. A separate Costing Profit and Loss Aceount is prepared to  
ascertain the profit or loss. The amount of profit or loss so ascertained is invariably different 

I from the profit or loss as per finincial accounts. 'l'his necessitates the preparation of a 
statement recortciling the amounts of profit or loss shown by the two sets of accounts. 

The profit or loss shown by the two sets of $soh differs on account of four major factors. 

i 
They are : 

I i) Items shown ohly in the financial accounts and not in the cost accounts 

ii) Items shown only in the cost kaccou~qs and not in the financial accounts 

iii) Under/Overabsorption of Overheads 

iv) Different basis of Stock,valualtion 

I The reconciliation statement can be prepared either with profit/loss as per cost accounts as 
I the starting point or with profit/loss as per financial amounts ns the starting point. In both 
i cases, the amount of profit/loss as per the other set of books is arrived at by making 

adjustments in respect of all items responsible for the difference. The reconciliation of two 
figures of profit can also be done by preparing a Memorandum Reconciliation Account. 
The prepmation of Reconciliation Statement or Memorandum R~onciliation~Account 
helps in cross-checking the arithmetical accuracy of both sets of accounting records and thus 
makes them more reliable. 

11.9 KEY WORDS 

Cost Control Accounts System : A method of maintaining accounts where the cost 
transactions are recorded in a completely separate set of bh. 

Cost Ledger : The principle ledger in cost accounting which contains all nominal accounts 
and all control accounts for the subsidiary ledgers. 

Costing Profit and Loss Account : An amount prepared for determining the profit/loss as 
per costing books maintained under non-integral accounting. 

Finished Stock Ledger : A subsidiary ledger which contains accounts of all items of 
finished products manufactured or the jobs completed. 

Integrated Accounting : A method of maintaining accounts where both the cost and 
financial transactions are recqrded in a single set of books. 

Memorandum Reconciliation Account : The formal way of reconciling the profit/loss 
shown by the two sets of books in theifobm of a ledger account. 

15, 

Overabsorption bf Overheads : ~ t i d r e c o v e r ~  of overheads in excess of the actual 
expenditure. 1 
Reconciliation Statement : The f d k a l  way of reconciling the profit/lom shown by L c  two 
sets of books in the form of a statement. 

1 'stores Ledger : A subsidiary ledger which contains accounts for items of stores and shows 
the movement of stores. 

I Underabsorption of Overheads : The short-fall in recovery of overheads. 

:cconciliation 
Financi 

Work-in-progress Ledger : A subsidiary ledger which contains accounts for all jobs, 
procdses or operations pending on the shop floor. 



Methods of Costing 

10.10 ANSWERS TO C H E a  YOUR PROGRESS 

A 1 a) Integral Accounting, b) Non-integral Accounting, c) principal, d) subsidiary, 
c) Profit/loss as per costing records, f) Non-agreement of profit/loss as per two sets of 

books 

2 ' a) True, b) False, c) False, d) False 

8 1 .I 1 TERMINAL QUESTHONS/EXERCHSES 

Questions 
1) What are control accounts? Describe their advantages. 

2) What do  you understand by 'Integrated Accounting"? 

3) Explain the need for reconciliation of'cost and financial accounts. 

4) It has been stated that the results worked out from the costing records and those 
worked out from the financial accounts may not necessarily agree. Why? 

5) Give reasons as to why it is necessary to reconcile cost accounts and financial accounts. 
What is the accounting procedure to be adopted for their reconciliation? 

6) State briefly the causes of difference bctween profits shown by Financial Accounts and 
the piofits shown by Cost Accounts. 

Exercises 
1 From the following figures prepare a Reconciliation Statement. 

Rs. 

Net Profit as per financial records 1,28,755 

Net profit as per costing records 1,72,400 

Works Overheads under-recovered i n  costinl; 

Administrative Overheads recovered in excess in cost in^ 

Depreciation charged in financial records 

Depreciation recovered in costing 

Interest received but not included in costing 
' ObsolescenceLoss charged in financial records 

Income Tax provided in financial records 

Bank Interest credited in financial books 

Stores Adjustment5 credited in financial books 6,750 

2) From the following particulars prepare 

i) Statement of Cost ofManufacture for the year 1988. 

ii) Statement of Profit as per cost accounts, and 

iii) *Profit &Loss account in the financial books and show how you would attribute the , 
difference in the profit as shown by (ii) and (iii). 

Rs. 

Opening stock of raw materials 30pW 

Opening stock of finished goods . . 
Purchase of raw materials 

Stock of raw materials at the end 

Stock of finished goods at the end 

I I Wages 

CaIcuIate the factory overhads at 25% on prime cost and office orerheads~t 75% on !I factory overheads. I 



Actual works expenses amounted to Rs. 58,125 and actual office expenses amounted to 
Rs. 45,750. The selling price was fixed at a profit of 25% on cost. 

(Answer: Profit as per Statement of?ost Rs. 97,500; Profit as per Financial Amounts 
Rs. 98,625) 

3) The following information has been obtained from the records of Freezer Ltd., a 
manufacturer of one tonne air-conditioners.: 

Rs. 

a) Materials per machine 1,500 

Wages 

Number of machines manufactured and sord 

Selling price per machine 

b) Works overheads to be charged O 60% of the wages 

c) Office overheads to be charged 20% of works cost 

d) There were no stock of machines or work-in-progress nt the beginning or at the end of the period. 

Prepare a statement showing the profit per machine sold. Also prepare a slatement 
showing the actual profit if work expenses were Rs. 43,000 and office expenses were 
Rs:48,000 as Rer the financial records; and shown how you will reconcile the profits 
shown by two statements. 

(Answer: Profit as per cost statement Rs. 57,760; Profit as per financial records 
Rs. 57,000) 

4) The following is the summrrrised version of Trading and Profit & Loss Account of 
Continental Enterprises Limited for the year ended 31st March, 1990. 

During the year 6,000 units were manufactured and 4,800 of them were sold. 

The costing records show that works overheads have been estimated at ERs. 3 per unit 
produced and administration overheads at Rs. 1.50 per unit produced. The costing 
books +ow a profit of Rs. 11,040. 

To Materials 

TO Wages 

To Works Expenses 

To Gross Profit c/d 

To Administration Expenses 

To Net Profit 

You are required to prepare a Reconciliation Statement. 

(Answer: Valuation of Closing Stock of Finished Goods in Cost Rs. 21,240 
(Overvalliation by Rs. 840). Under-recovery of Works Overheads Rs. 4,800 
and Over-recovery of Administration Overheads Rs. 3;000) 

Rs. 

48,000 

36,000 

24,000 

14,400 

1,22,400 

6,000 
8,400 

14,400 

5) Modern Company Limited furnishes the summary of Trading and Profit & Loss 
Account for the year ended 31st March, 1990. 

By Sales 

By Closing Stock Finished Goods 

By Work-in-progress 

Materials 3,000 

Wages 1.800 

Work Expenses 1,200 

By Gross Profit b/d 

Reconciliation of Cost and 
Financial A c c ~ l n b  

Rs. 

96,000 

20,400 

6,000 

l,Z2,400 -- 
14,400 

14,400 

To Raw Materials 

To Direct Wages 

k, 
1,39,600 

76,200 

By Sale (1,200 units) 

By Finished Stock (200 units) 

Ks. 

4,80,000 

W O O  



To Produdion Overheads I 42,600 ( By Work-in-progress 

To Administration Overheads 1 39,100 1 Materials 28.2U;O 

To Selling & Distribution I I Wages 11,976 

Overheads 1 42.700 1 Production Overheads 7,999 

To Preliminary Expenses written off 1 2,200 

To Goodwill written off 1 2,501 

To Dividends I 3,000 

T o  Income Tax I 4,100 

To Net Profit 1 1.89.916 

The colrrpa~~y manufactures a standard unit, scrutiny of cost records for the same 
period shows that 

By Interest on Securities 

1 
i) Factory overheads have been allotted to the production at 20% on prime cost. 

6,MM 

5,41,995 -- 

ii) Administration overheads have been charged at Rs. 3 per unit on units produced, 

iii) Selling and Distribiition expenses have been charged at Rs. 4 per unit on units sold. 

You are required to prepare a Statement of Cost to work out profit as per cost accounts 
and to reconcile the same with that shown in the financial accounts. 

(Answer : Profit as per costing records : Rs. 1,88,493; 'Valuation of Closling Stock of 
Finished Goods in Cost Rs. 4,058 (under-valuation by Rs. 3,942); 
Overabsorption of production overheads Rs. 560; Underabsorption of 
administrative overheads Rs. 2,500 and overabsorption of selling & 
distribution overheads Rs. 5,300) 

6) The financial profit and loss account of a manufacturing company for the year ended 
31st March, 1990. 

To Opening Stock of Finished Goods 1 38,:; 1 By Sales 

To Purchases of Materials 1 60,000 1 By Closing Stock of Finished Goods 

To Wages 

To Works Overheads 

To Gross Profit c/d 

To Administrative Expenses I 20,000 I By Sales 

To Selling k ~ictributidn Expcnwr 1 24,000 1 By Closing Stock Finished Goods 

'I'o Bad Debts ' I - 7,200 I 
To' Provision for Bad Debts I 5,OW I ' 

To Net Profit 65,300 

1.2 1,500 

It is found that the Costing Profit and Loss Account has been pleepared on the basis of 
figures furnished below : 

Opening Stock of Finished Goods Rs. 45,000 t 

Closing Stock of Finished Goods Rs. 3 1,500 I I 
Works Overheads rycovered in costs Rs. 36,000 ; 

t 

Adrnirtistrative Overheads recovered in Costs Rs. 22,000 : 
Selling & Distribution Overheads~ecovered in Cosu .--. Rs. 20,000 ' 

. E 

I 



You are required to prepare a Memorandum Re~onciliatisla A m u n t  and determine the 
profit as per cost accounts. 

(Answer : Profit 8s per cost accounts : Rs. 50,5OQ 
Overvaluation of Opening Stock in cost 1Rs. 6,500, 
Undervaluation of Closing Stock in cost 1Rs. 3,500; 
Under-resovery of Works overheads in cost Rs. 2,000 

Note : These questions will help you to understand the unit better. Try to write answers 
for them. But do oot s~bmit  your answers b the University. These are for your 
practice only. 

Reconciliation of Cost and 
Financial Accounts 
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112.0 OBJECTIVES 

After studying this unit. you should be able to: 

define job costing and describe its special features 

@ explain the proced.ure adopted for costing purposes in case of job costing 

@ evaluate job costing as a method of cost ascertainment , 

e prepare a job cost sheet 

@ define contract costing and describe its special features 

@ prepare contract account and ascertain the notional profit on uncoinpleted contracts 

@ explain h o w  profit taken to profit and loss account is determined 

@- explain how work in progress is shown in balance sheet. 

12.1 INTRODUCTION 

If a firm is engaged in producing llomogeneous product, it uses unit costing method about 
which you studied in Unit 2. But, where a firm is engaged in undertaking small jobs 
involving different amount of material, labopr and overhead costs such as automobile repair 
shop, interior decorators, furniture makers, etc., unit costing method cannot be applied. The 
method of costing used by them is known as 'job costing' which treats each job as a 
separate unit of cost. Under this method, costs are accumulated and analysed job-wise. 
When, however, a firm undertakes big jobs like constructing a building, road, bridge, etc., 
which involve hugebums and long duration, it stops contract costing method of ascertaining 
cost and profit. The special feature of such jobs is that they may remain incomplete by the 
end of the,accounting year. Hence, ascertainment of profit or loss has many complexities. 

In this unit, ytou will learn abbut both the methods in detail and study how cost and profit 
of small'jobs and big projects (contracts) are ascertained. To be more specific, you will 
learn about the preparation of Job Clost Sheet and Contract Account. 
- 
12.2 JOB COSTING 

Job Cosling refers to the method of ascertaining costs where product is manufactured or 



service is provided against specific order, as distinct from continuous production for stock Job and Contrpct Casting 
and sale. Under this method, costs are collected and recorded for each job. or a batch of 
similar jobs, under a separate production order number. Each job has its own characteristics 
and needs special treatment. Take the example of a machine tool ~nanufhcturer or an 
automobile repair shop. Each order of machine or each repair job involves dtfferent amount 
of materials, labour and overheads. Hence, it is necessary to accumulate the costs for each 
order or job so that its total cost can be determined and proper matching of cos'ts and 
revenues can be made. 

12.2.1 Definition and Characteris tics 
The ICMA Terminology provides an excellent description of job costing which defines it as 
"that form of specific order costing which applies where work is undertaken to customers' 
special requirements and each order is of comparatively short duration. The work is usually 

F' 
carried out within a factory or work shop and moves through processes and operations as a 
continuously identifiable unit". 

Thus, the special features relating to production and cost ascertainment in industries where 
job costing can be applied are : 

i) . Each job is unique, specific and dissimilar. 

ii) Each job is undertaken to customer's special requirements and not for stock. 

iii) Each job is comparatively of a short duration. 

iv) Each job is capable of identification at all stages of production. 

v) Each job order is separately identified by a job order number. 

vi) There is no uniformity in the flow of production from department to department. 

vii) Direct costs of labour, materials and expenses are booked directly against the job order. 

viii) Overheads are charged on the basis of predetermined rates. 

12.2.2 Applicability 
Keeping in view the above features, job costing may be usefully employed in the following 
organisations : 

Printing Press : Each item to be printed, whether it is a handout, a book or an advertising 
flyer, is a separate job. 

Garage : Each car to be repaired or tuned up becomes a separate job. 

Furniture Manufacturer : Each order for furniture is treated as an individual job. For 
example, several units of one style of chairs will be produced in one batch. 

Service Organisation stations : A firm of Chartered Accountants is an example of a 
service Organisation. Each work-order assigned by the client is treated as a separate job and 
fees charged accordingly. 

Construction Companies : Each building is a separate job because each building has 
different covered area and a different design. 

12.2.3 Procedure 
Job Costing involves considerable amount of recording and analysis. It requires reliable 
production control records which must show material issued to various jobs, labour time 
spent on different jobs and the appropriate allocation of overheads as work on each job 
passes through production cost centres. A concern using job costing usually adopts the 
following procedure for costing purposes. 

1) Estimating the job costs : Estimating is essential requirement of a job costing 
procedure. It is useful for submission of tenders and price quotations. The Costing 
Departme~~t has to prepare an estimate of the total cost for each job before it is 
undertaken. This forrns the basis for quoting the price to the customer. 

2) Allocating job order number : As soon as an order is received and accepted, it must 
be assigned a separate job order number. This facilitates reference for production as 
well as for costing purposes. 49 
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12.0 OBJECTIVES 

After studying this unit, you should be able to: 

0 define job costing and describe its special features 

+ explain the procedure adopted for costing purposes in case ofjob costing 

+ evaluate job costingas a method of cost ascertainment . 

prepare a job cost sheet 

dkfine contract costing and describe its special features 

0 prepare contract account and ascertain the notional profit on unmmpleted contracts 

0 explain how profit taken to profit and loss account is determined 

0' explain how work in progress is shown in balance sheet. 

12.1 ' INTRODUCTION 

If a firm is engaged in producing l~omogeneous product, it uses unit costing method about 
which you studied in Unit 2. But, where a firm is engaged in undertaking small jobs 
involving different amount of material, labour and overhead costs such as automobile repair 
shop, interior decorators, furniture makers, etc., unit costing method cannot be applied. The 
method of costing used by them is known as 'job costing' which treats each job as a 
separate unit of cost. Under this method, costs are accutnulated and analysed job-wise. 
W,hen, however, a firm undertakes big jobs like constructing a building, road, bridge, etc., 
which involve hugebums and long duration, it stops contract costing method of ascertaining 
cost and profit. The special feature of such jobs is that they may remain incomplete by the 
end of the accounting year. Hence, ascertainment of profit or loss has many complexities. 

In this unit, you will leam about both the methods in detail and study how cost and profit 
of small'jobs and big projects (contracts) are ascertained. To be more specific, you will 
learn about the preparation of Job Cost Sheet and Contract Account. 

12.2 JOB COSTING - 
Job Costing refers to the method of ascertaining costs where product is manufactured or 



service is provided against specific order, as distinct from continuous production for stock 
and sale. Under this method, costs are collected and recorded for each job. or a batch of 
similar jobs, under a separate production order number. Each job has its own characteristics 
and needs special treatment. Take the example of a machine tool manufacturer or an 
automobile repair shop. Each order of machine or each repair job involves aifferent amount 
of materials, labour and overheads. Hence, it is necessary to accumulate the costs for each 
order or job so that its total cost can be determined and proper matching of costs and 
revenues can be made. 

11 2.2.6 Definition and Characteris ties 

The ICMA Terminology provides an excellent description of job costing which defines it as 
"that form of specific order costing which applies where work is undertaken to customers' 
special requirements and each order is of comparatively short duration. The work ib usuaily 
carried out within a factory or work shop and moves through processes and operations as a 
continuously identifiable unit". 

Thus, the special features relating to production and cost ascertainment in industries where 
job costing can be applied are : 

i) Each job is unique, specific and dissimilar. 

ii) Each job is undertaken to customer's special requirements and not for stock. 

iii) Each job is comparatively of a short duration. 

iv) Each job is capable of identification at all stages of production. 

v) Each job order is separately identified by a job order number. 

vi) There is no uniformity in the flow of production from department to department. 

vii) Direct costs of labour, materials and expenses are booked directly against the job order. 

viii) Overhcads are charged on the basis of predetermined rates. 

62.2.2 Applicability 
Keeping in view the above features, job costing may be usefully employed in  the following 
organisations : 

Printing Press : Each item to be printed, whether it is a handout, a book or an advertising 
flyer, is a separate job, 

Garage : Each car to be repaired or tuned up becomes a separate job. 

Furniture Manufacturer : Each order for furniture is treated as an individual job. For 
example, several units of one style of chairs will be produced in one batch. 

Service organisation' stations : A firm of Chartered Accountants is an example of a 
service Organisation. Each work-order assigned by the client is treated as a separate job and 
fees charged accordingly. 

Construction Companies : Each building is a separate job because each building has 
different covered area and a different design. 

12.2.3 Procedure 
Job Costing involves considerable amount of recording and analysis. It requires reliable 
production control records which must show material issued to various jobs, labour time 
spent on different jobs and the appropriate allocation of overheads as work on each job 
passes through production cost centres. A concern using job costing usually adopts the 
following procedure for costing purposes. 

1) Estimating the job costs : Estimating is Ian essential requirement of a job costing 
procedure. It is useful for submission of tenders and price quotations. The Costing 
Departmet~t has to prepare an estimate of the total cost for each job before it is 
undertaken. This forrns the basis for quoting the price to the customer. 

2) Allocating job order number : As soon as an order is received and accepted, it must 
be assigned a separate job order number. This facilitates reference for production as 
well as for costing purposes. 

Job and Contmt Costing 
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i Methods of Costing 3) Preparing production order : If the job is accepted, a production order is made out by the 
Planning Department in the form as shown in Figure 12.1. A production order refers to 
the work order or job order that constitutes a written authority to factory foremen to 
proceed with a job. It stipulates all essential details of the order to be executed. In fact, 
it serves as the authority for accounting costs assigned to a job. 

Figure 12.1 : Form of Production Order 

4) Collecting and recording costs : The costs are collected and recorded for each job 
separately. A job cost shect as sl~own in Figure 12.2 is used for recording and 
summarising the cost of materials, labour and overheads applicable to each job. A job 
cost sheet is often referred lo as the basic document ofjob costing. It is used to credit 
the Work-in-progress Control Account when a job is completed and also to ascertain 
the profit or loss on each job. 

Pr.oduction Order 

Name of Customer ....................................... Job No. ...................... 

................................. .......................... Date of Commencement Date 

...................................... . . . . . . . . . .  Date of Completion Bill of Material No. 

Special instruclio~~s ....................... ... .... . . . . . .  Drawing attached Yes/No. 

Figure 12.2 : Form of Job Cost Sheet 

I . Job Cost Sheet 

Tools required 

- 

Customer ......................................... 
......................... Dntc of Commencement 

Machines to be used Quantity 

Job No. .......................... 
.............. Date of completion 

Description 

Price Quoled. ............ I I Material I 
Less : Cost ............ I I Labour I 

Material Cost 

Factory Ovcrhcad 

Administration O~rprhrud 

Selling Overhcad 

Amount 
Rs. 

Labour Cost 

Date 

Totcrl Cost 

Cost Summary 

Rs. 

Profit/ Loss 

Rs. 

Material 
Req. No. 

Factory Overhead 
(Absorbed) . 

Total 

Datb Depc. 

Total 

Hours Rate 
Rs. 

Hours Amc. 
Rs. 

Total 

Rate 
Rs. 

Amt. 
Rs. 



The sourccs for collectiorr of job costs are: Job and Contract Costing 

a)  kdaterids : Material Requisition Slip, Mataials Abstract or Materials Issue Analysis 
Sheet. 

b) Wages : Job Card or Labour Abstract (Wages Analysis Sheet) 

c) Direct Expenses : Vouchers pertaining to direct expenses 

d) Overheads : Charged on the basis of pre-determined rates based on the rnethod of 
absorption used. 

5) Cowrpan'irig actual costs witla estimated eostt; : On colnpletiorl of a job, a completion 
report is sent by the Production Shop to the Costing Department. The Costing 
Departmenl, then, prepares the job cost sheet and ascertains the actual cost and profit 
om the job. Thereafter, a comparison is made wit11 estimates to find out any variance 
and suggest future course of aclion. 

12.2.4 Evaluation 
The maivk p~~rpose of job costing is to determine the profit or loss on each job. This serves as 
a check oim the acculacy of the estimates on the basis of which the prices are quoted. 
Co~x~pariso~~ of actual costs with the estimated costs, or with the cost of similar jobs 
completed in the past, l~elps to bring to light any inefficiencies that might have occurred in 
(lie course of production. Thus, job costing separates profitable jobs from unprofitable ones, 
provides ik check on past estimates, and scrvcs as a basis for estimating costs for similar 
worlc in filture. This method is also used when contracts are accepted on a 'cost plus' basis 
i,e., actual costs plus an agreed percentage of profit. 

JTlc main drawback of job costing relates to tllc expenrditure involved in the paper work in 
estimatiug costs, and designing and scheduling of production. It should, therefore, be used 
when absol~ltely necessary. 

Claeck Your Progress A 
List four features of job costing. 

Name four industries in which job costing is considered a suitable rnethod of 
ascertaining costs. 

...................................................................................................................... 

3 Fill in the blanlts. 

i) Job costing is applied where ................................... cnn be measured in terms of 
co~npleted jobs. 

i i )  Under job costing, each job is assigned a ............................................. number. 

iii) Each job order is capable of ......................................................... at all stages. 

iv) A job order is the ............................................. of costing under job costing. 

v) A job cost sheet is used to . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . j  ob costs. 

4 State whether the following statements are True or False. 

i) Job Costing routine involves little clerical work. 

ii) A production order constitutes the authority for work. 

iii) The main purpose of job costing is to determine the profit made on each job. 

iv) The overhead rate should be used for accumulating costs for accounting purposes 
and not for estimating the cost of job. 

v) ~ a l h  job is comparatively of a short duration. . S 1 



12.2.5 Practical Problems 
You have learnt that a job cost sheet is prepared for recording and summarising the cost of 
materials, labour and overheads pertaining to each job and ascertains the profit or loss rnadc. 
on each job. On going through its format as given in Figure 12.2, you might have observed 
that it is very much similar to the cost sheet prepared under unit costing for ascertaining the 
total cost and profit of a product. 

Under job costing, the practical problems mostly involve the preparation of cost es thates  
and the ascertainment of price to be quoted. You learnt about this aspect also under unit 
costing (refer to Unit 10, Section 10.5) wherein you were required to prepare a statement of 
quotation based on cost estimates where overheads were included on the basis of recovery 
rates. More or less, the same ractice is followed under job costing as shown by various 
illusrrations worked out as fo iows. 

- 
P; 

Illustration 1 
The estimated :naterial cost of job D-2 is Rs. 5,000 and direct labour cost is likely to be 
Rs. 1.000. In the machine shop it  will require machining by Machine No. 8 for 20 hours 
and by Machine No. 11 for 6 hours. Machine hour rates for Machine No. 8 and-Machine 
No. 1 1 are Rs. 10 and Rs. 15 respectively. Last year, the direct wages amounted to 
Rs. 80,000 and factory overheads (excluding those related to Machine No. 8 and 1 I )  amounted 
to Rs. 48,000. Similarly, the factory cost of all j ~ b s  last year amounted to Rs. 2,50,000 and 
office expenses Rs. 37,500. Ptepare a statement of quotation which provides for 20% profit 
on selling price. 

Solution 

Statement of Quotation for job Number D-2 

PRIME COST 

Working Notes I 

1) Factory overheads rate has beer: worked out as 60% of wages as under : 

Dirccr Materials 

Direct Wages 

Machines Expenses 

Machine 8:  20 x 10 = Rs. 200 

Machine 1 1  : 6 x 15 = Rs. 90 

O~her Factory Overheads 

(60% of wages) 

FACTORY COST 

Office Overheads 

(15% of factory cost) 

TOTAL COST 

PROFIT (20% on selling price) 

SELLING PRICE 

Factory Overheads - x loo 
Direct Wages 

5,000 

1,000 

6,000 

290 

600 

6,890 

l,b34 

7,924 

1,981 

9,905 

2) Office overhead rate has been workcd out as 15% of,factory cost as under: 
Office Overheads - x loo 
Factory Cost 



Illustration 2 Job and Contract Costing 

A shop floor supervisor of a small factory presented the following cost data for job No. 42. 

I Per Un~t 
Rs. 

I 

Materials 70 

Direct Wages ( I  8 hours @ Rs. 2.50) 45 

(Deptt. X-8 hrs., Deptt. Y-6, hrs., Deptt. 2-4 hrs.) 

Chargeable Expenses (special stores items) 
I 

5 - 
PRIME COST 120 

1 
Add : 33.- % of prime cost for expenses 40 

3 1 

TOTAL COST 160 
- 

, Analysis of the Profit and Loss Account of 1989 shows the following : 

Cr 

It 8 also noted that the hourly wage rate for the three departments X, Y and Z is same. 

You are required to : 

1) Draw up a job cost sheet. 
2) Calculate revised cost using 1989 figures as the base. 

1 3) Add 209% 06 tdrl aost to determine the selling price. 1 

Solution 

Job Cost Sheet 

............. Job No. 42 Date of Commencement 
I .................. Description ................ ,. ................,...a Date of Completion 

I 
-- 

I 

. , 

Malerials used 

Direct Wages : 
Deptt. X 10,000 
Deptt. Y 12,000 
Deptt. Z 8,000 

Special Stores Items 

Overheads : 
Deptt. X 5,000 
Deptt. Y 9,000 
Deptt. Z 2,000 

Gros Profit c/d 

Selling expensa 

Net profit 

Rs. 

1,50,000 

30,000 

4,000 

b6,000 
50,000 

2,50,000 

20,000 

30,000 

Particulars 1 Rota Quantity 

Materials 
Direct Wages : 
Deptt. X Rr 2.50 8 hrs. - 
Deptt. Y Rr 2.50 6 hrs. 
Deptt. Z Rs.2.50 4 hrs. 
Chargeable Expenses 

PRIME COST 

1 50,000 

I 

Amount 

Rs. 
70.00 

20.00 
15,00 
10.00 
5.00 

120.00 

50,000 

Sales 

~ross( Profit b/d 

Rs. 

2,50,000 

2,50,000 

50,000 



Methods of Costing 

Workirlg Notes 
I) The number of working hours has been ascertained by dividing the direct wages in mch department by the 

labour hour rate. 
Overhead 

Overhead Rate = --- 
NO. of hours 

Overheads : 
Deptt. X Rs. 1.250 8 Ins. 
Deptt. Y b. 1.875 6 hrs. 
Deptt. Z Rs. 0.625 4 hrs. 

TOTAL COST 
Add : Profit (20% of total Wst) 

SELLING PRICE 

Rs. 5,000; 
Deptt. X - = Rs. 1.250 per hour 

4,000 hrs. 

10.00 
10.00 
2.50 

143.75 
28.75 - 

t 172.50 -- 
-,,-- 

Rs. 9,000 
Deptt. Y - = Rs. 1.875 per hour 

4,800 hrs. 
Rs. 2,000 ' 

Deptt. Z : - = Rs. 0.625 pcr hour. 
3.200 hrs. 

Illustration 3 
A factory uses job costing. The following data is obtained from ita books for the year ended 
31st December, 1989 : 

Rs. b. 

Direct Materials W,m Selling and Distribution Oveuhwds 52,500 

Direct Wages 75,000 Administration Overheads 4 2 , W  

Profit 60,904 Rctory Ovsrheads 45,000 

a) Prepare a Job ~ o s ;  Sheet indicating the Prime Cost, Works Cost, Cost of Production, 
Cost of Sales and Salp Value. 

b) In 1990, the factory received an order for a number of jobs. It was estimated that direct 
materials required would be for Rs. 1,20,(#)84nd direct labour would cost Rs. 75,000. 
What should be the price for these jobs if factory intends to earn the same rate of profit 
on sales as in 1989, assuming that she selling and distribution over eads had gone up by F 15%? The factory recovers factory overheads as a percentage of di ekt wages and 
administration and selling and distribution overheads as a percentage of works cost. 

Solution 1 1  

Job Cost Sheet for the Year ended 31-12-1989 

Rs. 

Direct Materials 

Direct Wages 

PRIME COST 

Factory Overheads 

Administration Overheads 

Selling and Distribution Overheads 

Profit ' 

WORKS COST 

COST OF PRODUCTION 

SALES VALUE I 3.65.400 -- ..- 
r 54 - -- 

COST OF SALES 3,04,500 

60,900 



Overhead Recovery Rstos Job and Contract Costing 

1 1) Percentage of Factory Overheads to Direct Wages = 45,000 x 100 1 - 
75,om 

I 

i = 60% 

2) percentage of Admin. Overheads to Works Cost 

3)iPercentage of Selling & Distribution.Overheads to Works Cost 

4) Percentage of Profit to Sales 

Esllmsde Job Cost Slbnct for 19!M 

- 

Direct Materials 

Direct Wages 

Add : Factory Overheads (60% of direct wages) 

Add : Administration Overheads (20% of works cost) 
, , 

Rs. 

1,20,000 

PRIME COST I 1,95,000 

WORKS COST 1 2,40,000 

COST OF PRODUCTION 1 2.88.000 

Add : Selling & Distribution Overheads (25% of works cost + 
15% thereof) 1 69,000 

COST OF SALES I 337.000 

Add : Profit (16.67% of sales or 20% of cost of snles) 

SALES I 4'28'4W 

Illustration 4 
The following information for the year ended December 31, 1989 is obtained from the 
books and records of a job order factory : 

Completed jobs Work-in-progress 

Rs. Rs. 

Raw Matcrinls supplied from storcs 90,000 30,000 

Chargcablc Expcnscs 10,000 4 ,0h  

Miitcrials transferred to work-in-progress 2,000 2,000 

Materials returned to storcs 

Factory Overheads are 80% of wages and office owheads are 25% of Factory Cost. The 
price of the executed contracts during 1989 was Rs. 4,10,000. Prepare (i) Consolidated 
Completed Jobs Account showing the profit made or loss incurred, and also 
(ii) Consolidated Work-in-progress Account. 



- 
Melhods of Costing 'Solution 

Consolidated Completed Jobs Acco~int for theyear ending 31- 1.2- 1.989 

Dr. Cr. 
- 
Rs. 

To Materials 90,000 

Less : Trnnsfer to W.I.P. 2,000 

Returned to stores 1,000 3,000 87,000 - 
To Wages 1,00,000 

To Chargeable Expenses 

PRIME COST I 1,97.000 ( I 
To Factory overheads (80% of wages) 

FACTORY COST 

To Oflice Overheads (25% of factory cost) 

COST OF PRODUCTION I 3A6.250 I 
To Net Profit 

Consolidated Work-in-progress Account for the Yearmding 31-12-1989 

Dr. Cr. 

. To Wages 

To Chargeable Expenses 

.- - -  - 

To Mu(erials 30,000 

Add : Transfer to W.I.P. 2,000 

PRIME COST- 

To Factory overheads (80% of wages) 

FACTORY COST 

To Ofice Overheads (25% of factory cost) 1 n,oool 

Rs. 

1,35,000 
I 

COST OF PRODUCTION 

32,000 

To Balance b/d I 

By Balance c/d 

12.3 CONTRACT COSTING 

Contract costing is a special form of job costing used for ascertaining cost and profit on 
contracts undertaken for big jobs like constructing a building, a road, a bridge or a ship. 
Such jobs mainly comprise Sctivities outside the contrabtor's premises and involve huge - 
amount. They take long time to complete so much so that the work may extend over more 
than one accounting year. This means that the cost and profit may have to be worked out 
even on incomplete work as at-the end of an accounting year. Hence, a special method of 
accounting known as 'contract costing' or 'terminal costing' has been developed for 
ascertaining cost and profit on such jobs. 

12.3.1 Definition and Characteristics 
Contract costing has been defined as !'that form of specific order costing wtiicn applies, 



where work is undertaken 10 customer's special requirements and each order is of long 
duration (compared with those to which job costing is applied). The work is usually of 
constructional nature. In general, the method is'similar to job co.ting, although it  has 
certain distinctive features". 

The distinguishing features of contract are as follows : 

Features regarding Production 

i) The work is undertaken to customer's specific requirements. 

) The work will be of a relatively long duration and involves large amount. 

iii) The work is usually site based. 

iv) /The work is frequently of a constructional nature. 
, 

v)':~lant and equipment may be pwchased or hired for the duration of the contract. 

vi) The completion date is fixed In advance, and penalties follow delays. 

vii) Certain aspects of the work are assigned to sub-contractors. 

Features regarding Cost 
i) The cost unit in contract costing is a contract. 

ii) A'separate account is prepared for each contract to ascertain the profit or loss on each 
contract. 

iii) Most of the items of cost can be classified as direct since they can be easily identified ' 

with a specific contract. 

iv) Indirect costs are normally restricted to Head Office expenses and storage costs. These 
are allocated to various contracts on which work is cariied out during the year. 

v) The contract price is often fixed in advance and payment is received at various stages 
of completion based on architect's certificate. 

vi) A separate contract ledger is maintained for recording costs when the number of 
contracts is large. 

12.3.2 Difference between Job and Contract Costing 
There is a great deal of similarity between job and contract costing because a c0ntract.i~ 
nothing but a job, though large in size. In both cases, the unit of cost collection, cost 
determination and cost control is the job itself. Contract costing, morC or less, follows the 
same principles as job costing.   ow ever; there are certain points of difference between the 
two. These can be summarised as follows : 

1) Jobs are generally performed within the factory premises while contracts are usually 
location-bound, making site-operation an i~l~portant element in contract costing. 

2) Many expenses which are treatcd as indirect costs in job costing, are often treated as 
direct costs in contract costing. Thus, the cost of supervision and indirect labour 
regarded as overheads in case of job costing is charged as a direct cost to the contract. 

3) Overheads constitute a substantial portion of the total cost of a job. This creates 
problems of over or under absorption of expenses. Under contract costing, overheads 
form only a small part of the total cost and so over or under absorption of overhead 
costs is negligible. 

4) In Job Costing, no profit is computed on work-in-progress. But, as contracts may run 
for long periods, profit or loss may have to be nscertaincd even on contracts that are 
incomplete at the end of the accounting year. 

5 )  Job Costing is applicable to repair shops, printing presses. machine tools manufacturing 
units and foundries. But contract costing is used by ship-builders, civil engineering 

- contractors, constructional and mechanical engineering firms, etc. 

Check f f o u r - h ~ ~  B 
1 What is meant by coafratt costing? 

Job and Contract ~.osting 
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2 Give four examples of industries for which contract costing is considered appropriate. , 

3 State whether the following statements are True or False? 

i) Contract costing follows the same principles as jobs costing. 

ii) Contract costing applies to small job whereas job costing is used for big jobs. 

iii) The price for which the contractor agrees to carry out the work is called contract 
price or the tender price. 

iv) Many contracts require seyeral years for completion. 

v) General overheads form a substantial proportion of the total cost of a contract. 
I 

vi) The costs of sub-contracting are charged as direct expenses of the contracl. 

12.3.3 The Procedure 

There are two parties to a contract : i) The contractor, and ii) the contractee. Contractor is a 
person (or an organisation) who undertakes to do the job. Contractee is the person (or an 
organisation/a government agency) who assighs the job to the contractor. The contractor 
usually engages an architect who prepares the plans, structural designs, detailed drawings 
and the tender documents, and also undertakes to supervise the complete contract. The 
contractor submits the tender to the contractee and, when it is approved, an agreement is 
signed by both the parties including the contract price and the ternis of payment. It may 
also provide for an 'escalation clause' to compensate the contractor for an unwarranted 
increase in prices and for other contingencies. 

Since, the contract involves a large amount and a long period, payment is made at various 
stages of completion based on the architect's certificate. The contractee usually retains a 
pertain percentage of the amount recommended for payment by the architect. This is called 
'retention money'. It is in the Ipm of security against defective work and penalties 
chargeable for delay in completion of the work. It is retained for a short period (called 
warranty period) even after the completion of the contract. Thus, i t  is released to the 
contractor only after the warranty period is over. 

12.3.4 Treatment of Important Items 
The contractor usually maintains a Contract Ledger in which a separate account is opened 
for ePch contract. It is a common practice to allot a distinguishing number to each contract, 
and all costs and revenues relating to a particular contract must be shown against the 
appropriate contract number. 

Let us take some important items of contract costing and study their treatment in detail. 

Materials 
i) Direct materials : Most of the materials like bricks, cement, steel, etc. are delivered 

direct to the site. Their costs will be debited to the contract account. 

ii) Stores materids : Some materials are received through material requisitions from the 
store. The cost of the same should also be debited to the respective contract account. 

iii) Materials on site : At the end of an accouning year, the cost of materials on site is 
carried forward to the next year. 

iv) Materials returned to the stores : The materials found surplus on site are returned to 
the stores. Their cost should either be dkducted from materials issued (shown on the 
debit side) or credited to the contract account, 

v) Materials stolen or destroyed : The cost of materials stolen or destroyed is treated as 
an abnonnal loss. Hence the same should be transferred to the Profit and Loss Account 
and credited to the contract account. 



Labour 
i )  All labour employed at the contract site should be regarded as direct labour and 

charged direct to the contract account. 

11) As far as possible a separate wage sheet should be prepared for each contract. 

Ili) Wages accrued or outstanding at the end of the year should appear on the debit side of 
the contract account. 

iv)  Wages of labour employed at Head Office and Central Stores are considered as 
~verhead cost. Hence, these should be allocated to all contracts on some equitable 
basis. 

Direct Expenses 
All expenses other than material and wages are charged to individual contracts as and when 
they are incurred. Direct expenses may include i) cost of special tools, jigs etc., ii) cost of 
designs, and iii) cost of hiring plant and machinery for the contifact. 

Overheads 
i)  Direct allocation : Most of the expenses incurred in connection with a contract can be 

directly identified with each contract, e.g., supervisory salaries, staff amenities, repairs 
and maintenance of machinery, etc. These are a~rectly allocated to the contract 
concerned. 

ii) Apportionment : It is only the Head Office expenses which will require an 
apportionment to various contracts on some equitable basis. Labour hour rate is the 
most common method used for this purpose. However, the overhead costs can also be 
apportioned in the ratio of wages or total expenses incurred on the respective contracts. 
The amount thus allocated to a contract must be debited to contract account. 

Plant and Machinery 
This includes cranes, trucks, excavators, bulldozers, mixers and lorries, etc. Thc plant and 
equipment may be taken on lease or purchased specifically for a contract. When i t  is taken 
on lease or hire, the leasing charges or the hire will be charged to the contract account. If 
the plant or equipment has been specially purchased for a particular contract, there are two 
ways of showing it in the contract account: 

i) Contract account may be debited with the cost of plant sent to the site and then 
credited with its depreciated value when it is moved to another site. The difference 
be~ween the cost and the depreciated value represents the depreciation charge. 
Similarly, at the end of the accounting period, an uncompleted contract is credited with 
the depreciated value which is kter debited to the contract account at the beginning of 
the next year. 

ii) Alternatively, depreciation may be calculated based on the period for which the plant. 
has been used for the contract during the accounting year and debited to the contract 
account. Other plant costs such as maintenance, insurance, fuel, oil, etc. should also be 
debited to the contract account. 

Sub-contracting 
Sometimes, a sub-contrilctor is engaged for a special work connected with tlic main 
contract. For instance, in constructing a house, the jobs likc pi~inting, plumbing. special 
flooring, carpentry, etc. may be given lo different sub-contractors. The cost of such jobs 
must be charged to the main cpntract. 

i 

Value of Work Certified 
As stated earlier, part payment is made to the contractor at each stage of completion based 
on architect's certificate. These stages usually are: plinth level, wxlls, roofing, plastering, 
flooring, etc, On complelion of each stage, the contractor submits his bills to the architect 
for certification, who, after verification of the quantities and rates, certifies the value of 
work done. It is called 'work certified' or 'value of work certified', This amount is credited 
to the contract account. 

Progress Payments 
The payments due to the contractor at each stage of completion, is termed as 'progress 
payments'. The amount of progress payment due at each stage is calculated as follows: 

Job and Contracl Costing 



Methods of Costing \ Value of Work Certified 

Less : Retention Money 

Total Payment Due 

Less : Payments made to date 

Progress Payment Due 

phe total amount of progress payment made up to the end of the accounting year .is termed 
as 'cash received'; This stands debited to the contractee's personal account. It is not shown 
anywhere in the contract account. 

Cost of Work Uncertified 
It is quite possible that at the end of an accounting year, certain amount of work remains 
uncertified. For example, the accounting year of a contract ends on 3 1st March, 1991. The 
work done up to 15th February, 1991 having reached a stipulated stage, had been duly 
certified. Apparently, the work done from 16th February to 31st March, 1991 remains 
uncertified. The costs incurred in relation to the contract during this period of six weeks 
shall be ascertained and shown as 'cost of work uncertified'. It is like closing stock of 
finished goods. Hence, it is credited to contract account at the end of the accounting year 
and then debited to the contract account at the beginning of the next accounting year. 

Extras 
Sometimes, the contractor may be asked to do .some work which is nbt included in the 
original conpact. This becomes necessary on account of some additions/alterations which 
are suggested later on. The contractor is usually,entitled to charge extra amount for such 
work. This amount is called 'extras'. These charges are treated as income for the contractor 
and is credited to the contract account in his books. 

12.3.5 Profit on Uncompleted Contracts 
If the work on a contract is started and finished during the same accounting year, its profit or 
loss can be easily calculated and transferred to Profit andLoss Account. But, in case of contracts 
which extend to more than one accounting year, the question arises whether any profit or loss 
should be accounted for during the accounting year or years when they are still in progress and, 
if so, how? It is agreed that if profit is computed only on the compIetion of the contract, there 
will be heavy fluctuation in the amount of profit from year to year. This will result r;ot only in 
distorted profit pattern but also higher tax liability during the year of completion ofthe contract 
because the tax will have to be paid at higher rates. At the same time, if profit is computed on the 
uncompleted contracts and taken toprofit and Loss Account, there is a possibility of other 
unforeseen contingencies. Hence, it is an accepted principle that profit on uncompleted 
contracts must be taken into account in respect of the work certified only after 
providing adequate reserve for future contingencies. This is usually based on the,formula 

2/3 x Notional Profit x Cash Received 
Work Certified 

However, after ascertaining the profit in respect of the work certified (called notional . 
profit), the amount to be taken to Profit and Loss Account is determined on the basis of the 
following rules : 

1) In case the work on the contract has not reasonably advanced, say, the value of work 
certified is less than one-fouith of the contract price, the whole amount of the notional 
profit should be kept in reserve. In other words, in such a situation, no profil should be 
taken to Profit and Loss Account. 

2) In case the work on the contract ha,. reasonably advanced, say, up to one-fourth of the 
contract, then : 

B 

a) If the value of work certified is one-fourth or more but less than half 
price, the amount of profit to be taken to Profit,and Loss Account is 
follows : 

1/3 x Notional Profit x Cash Received 
Work Certified 



b) If the value of work certified is half or more than half of the contract price, the 
amount of profit to be taken to Profit and Loss Account is determined as follows : 

Job and Contract Costir 

Cash Received 
2/3 x Notional Profit x Work Certified 

~ o o k  at Illustration 1 and see how profit taken to Profit and Loss Account has been worked 
out. 

Illustration 5 
The total contract price in ESpeCt of a contract was Rs. 5,00,000. On 3 1st March, 1991, the 
value of work certified was Rs. 3,00,000, and the cost of work certified (total cost incurred 
to date minuicost of work uncertified) wasRs. 2,55,000. The cash received was Rs. 2,40,000. 

You are required to  determine the amount of profit to be taken to the Profit and Loss 
Account for the year ending 31st March, 1991. 

Solution 

Value of Work Certified 

Less : Cost of Work Certified 

Notional Profit 

Profit taken to Profit and Loss Account 

Cash Received 
= 2/3 x Notional Profit x Work Certified 

= Rs. 24,000 

3) In case the work un the contract is nearing completion, the basis of taking profit to 
Profit and Loss Account is the total estimated profit on complete contract, and not the 

. notional profit. Henkeiyou will have to work out first the total profit expected on the 
complete contract. For this purpose, further expenditure to be incurred on the 
remaining part of the contract is estimated and added to the costs incurred to date so as 
to arrive at the total cost, on the contract, By deducting this amount from the contract 
price, you will arrive at the total estimated profit. Thus 

. Total Estimated Profit = Contract Price - (Expenditure 
incurred to date + Additional Expenditure) 

Having arrived a t  the total estimated profit as per the above equation, the profit to be taken 
to the Profit and Loss Account is determined as follows : 

Work Certified Cash Received Total estimated profit x Contract Price 
Work Certified 

1 llernalively 
Work Certified Total Estimated Profit x Contract Price 

The alternative formula may be used if the amount of cash received cannot be ascertained, 

Look at Illustration 2 and see how profit taken to Profit and Loss Account has been worked 
out where the work on contract is nearing completion. - - 

Illustration 6 
The contract s i q e  in respect of a project was Rs. 5,00,000. On 3 1st March, 1991,90% of 
the work had been completed and certified by the architects. The costs incurred up to 3 1st 
March, 1991 on this project amounted to Rs. 4,00,000. It was estimated that another 
Rs. 20,000 would have to de spent further tg complete the project. The contractee paid 80% 

, of the value ofework certified: I 



Methods of Costing Complete the profit to be taken to Profit and Loss Account for the year ending 31st March, 
1991. 

Solution 

Contract Price 

Less : Total Es~imated cost : 

Cn~ts to date 4,00.000 

Costs LO be incurred 20,000 

Total Estimated Profit 

Profit to be taken to Profit & Loss Account 

Work Certified Cash Received 
= Total estimated profit x Contract Price Work Certified 

= Rs. 57,600 

Working Note 
Cash received being 80% of the work certified is 

= Rs, 3,60,000 

Let us now take a few illustrations and study how notional profit on uncompleted contracts 
is computed when detailed cost data is given and also how profit taken to Profit and Loss 
Account is to be determined. 

Illustration 7 - 
0 1  3rd January, 1990 Beas construction Lid. started work on the construction of an office 
black at a contracted price of Rs. 7,50,000. The construction company's financial year 
erqded on 3 1st October, 1990 and on that date the accounts pertaining to the contracl 
cantained the following balances : 

Rs. 

Maarials issued to site 1,6 1,000 

Materials returned from site 

Wa@s paid 

Own Plant in qse on site (at cost) 96,000 

Hire af Plant and Scaffolding 

Supbrvlsory Sta'ff Direct 

Indirect 

Head ,office Charges allocated to the contract 

Value of w o r k  Certified to 31.10.1990 

Cost of Work Completed but not yet Certified 

Cash Received on Work Certifivd 

Depreciation on own plant is lo be provided at the rate of 12HX per annum on cost; Rs. 2,000 is owning for *ages; 
Estimated value of materials on site Rs. 24,000. 

You are required to prepare the Contract Account for the period ended 31st October, 1990 
showing the amount to be included in the construction company's Profit and Loss Account. 



Joh and Contract Costing 
Solution 

Dr. 

Beas Construction Ltd. 
Contract Account for the Year ending 31-10-1990 

To Wages pa~d 
I 

To Plant at cost 

To Plant Hire 

TO supervision : Direct 1 1.000 

In~lircct 

To Notional Profit 
r & L A / c  43,450 I I 

To Wages 

To Cost of Work-in-progress b/d 

Reserve 35.550 ( - 79.000 I 

2.000 -- 
4,85,000 -- 
3,h 1,000 

By M;l~eri;~ls I .V I I I ~ I~L ' I~  

By Plant on h:~nd (Dcprccialcd \;~luc) 

Uy Materials on sitc 

By Cost of Work-in-p~.c~grcs\ c/d 

Uy Value of Work Certified 

By Cost of Work UncertiLed c/d 

b 

Working Notes 
I ) Deprt>cinll>d V~ l r rc  of Platr~ n!t ,'rutrd 

Plant at cost 

Less : Dep. at 12 for I0 months 

Dcprcciatcd value 

2) Prufli, 10 he crediled 10 Profi~ & LOSS ACCOIIIII 

2 Cnsh Received 
s -. x Notional I'rofit x 

3 Work certified 

F 79,000 x - * x "-- ' '0'000 = Rs. 43,45!! 
3 4,00.000- 

Materials issued to mntrnct 

Rs. 

96,000 

10,000 

Illustration 8 
A firm of building contractors started its business on 1-4-1 990. Following was the 
expenditure on the contract for Rs. 3,00,000. 

Rs. 

5 1 .ooo 
Plant issued for contract ' 15.000 

Wages incurred 8 1 .OOO 

Ohcr Expenses incurred 5.000 

Cash received on account up to 3 1-3-1 99 1 amounted to Rs. 1,28,000 being 80% of the 
work certified. Of the plant and materials charged to the contract, plant which cost Rs, 3,000 
and malerials which cost Rs, 2,500 were lost, On 31.3.1991 plant which cost Rs. 2,000 was 
returned to stores. The cost of work done but uncertified was Rs. 1,000 and materials 
cosling Rs. 2,300 were in hand on site. 

Charge 15% depreciation on plant and take to the Profit & Loss Account 2/3rd of the profit 
receivgd. Prepare the necessary Contract Account from lhc above parliculars. , 



Metliods oT Costing , 

- 

Solution 
Contract Account for the Year ending 31-3-1991 

nr 

To Materials i s w d  

To Wages 

To  Plant issued 

To Other Expenses 

To Notional Profit 
P & L A/c , 14,400 

By Profit & Loss Ak 

Plant b s t  3,000 

Materihls Lost 2,500 

By Plant returned to store (2,000 - 300) 

By Materials on hand 

By Plant on site ( 10,000 - 1,500) 

By Cost of Work-in-progress c/d 

By Value of Work\Certified 

By Cost of Work Uncertified 

Cr. 

Working Notes 
1)  Value of Work O r t i f e d :  ;Cash received is Rs. 1,28,000 representing 80% of the work certified, hence the 

value of the work certified would be 1,28,000 x ( 
2) -Projir.to be taken ro Profir and Loss Account : It has been worked out as follows : 

2 Cash Received 
= - x Notional Profit x 

3 Work Certified 

U,lustration '9 
f i e  following is a summary of entries in a contract ledger as on 31st December, 1989 in 
respect of Contract No. 27. 

Rs. 

Direct Materials 30,000 

Materials from stores 

Wages 

Direct Expenses 

Establishment Charges 
- 

Plant 

Sale of Scrap 1,820 

sub-contract cost 

The foilowing further information is made available to you : 
a) Accrued p,on 31st December, 1989 were : 

Wages Rs. 800 and Direct Expenses Rs. 1,12_0 , 

b) Depreciation of pbnt up to 31st December, 1989 was Rs. 8,550 - 
c)  .-Included in the above summary of entries were : Wages Rs. 1,000, Other Expenses 

Rs . - l ,W and Materials Rs. 2,080. These expenses were incurred after certification. 

d) Materials onsite on 31st December, 1989.iost,~s. 10,000 

e) Rs. 62,500 worth-of-work had been certified up to 31st December, 1989 when three 
eighth of thecontract remained uncompleted. 



f) The total contract price was Rs. 1,00,000. Job and Contract Costing 

you are required t o  show what profit or loss would be taken into the accounts for the year 
ended 31st December, 1989 in respect of this contract. 

, Solution 

,Contract Account for 1989 

' Dr. Cr. 

Notes 
1) Cost of work certified has been given indirectly by stating the cost of materials, labour and other expenses 

incurred after certification. Hence, it has been worked out by adding these amounts. 

- 

To Materials 

Direct 30,000 

From stores 6'500 

To Wages 17,210 

Add : Outstanding 800 

To Establishment Charges 

To Plant at Cost 

To Direct Expenses 6,710 

Add : Outstanding 1,120 

To Sub-contracting cost 

2) The cost of work-in-progress has not been worked out, as the value of work certified has been shown in the 
first part of the Contract Account itself and so also the loss. This is an alternative method ofpreparing Contract 
Account. 

3) The contract has shown loss. As per rules, the whole amount of loss has to be transferred to Profit nnd Loss 
Account. 

Rs. 

36,500 

18,010 

8,000 

34,200 

7,830 

7,210 

1,11,750 

12.3.6 Contractee's Account 
Contractee's Account is a personal account of the contractee. This account is credited as and 
when the cash is received from the contractee. No amount is debited to this account till the 
contract is completed, Thus, it will continue to show a credit balance so long as the work on the 
contract is in progress. Since the amount is received from the contractee against the value of 
work certified, the balance in his account is not treated as a liability and, therefore, it should not 
be shown on the liabilities side of the Balance Sheet. The common practice is to deduct it.from 
fhe work-in-progress shown on the assets side of the Balance Sheet. 

By Sale of Scrap 

By Materials on hand 

By Plant on hand 
(34,200-8,550) 

By Cost of Work Ukertified 

By Value of Work Certified 

By Loss 
(transferred to P & L A/c) 

In Contract Account you must have noted that all costs incuked on the uncompleted 
contract are shown as the cost of work-in-progress, The cost of work-in-progress consists or 
the cast of work certified as well as the cost of work uncertified. Hence, if you have to work 
out the cost of work certified, deduct the cost of work uncertified from the total cost of 
work-in-progress. While showing it in the Balance Sheet, however, the profit transferred to 
Profit and Loss Account is also added thereto. Thus, it will include: a) the cost of wMk 
certified, b) the cost of work uncertified, and c) the profit taken to Profit and Loss Account. 

b. 

1.820 

10.000 

25,650 

4,580 

62,500 

7,200 

1,11,750 -- 

You have also learnt that the credit balance in the Contractee's Account (being cash 
received) is deducted from the work-in-progress shown in the Balance Sheet. Thus, the 
work-in-progress is shown on the assets side of the Balance Sheet in one of the followillg 
two ways : 

Wock-ill-progress Ka. 
Cost of Work Certified 

Cost of Work Uncertified ... . .  . 



Methods of Costing Cost to date 

Add : Profit taken to P & L A/c 

Less : Cash received 

Alternatively 

Work-in-progress 

Value of Work Certified 

Cost of Work Uncertified 

Less : Reserve 

Less : Cash Received 

If we were to show work-in-progress in the Balance Sheet of Beas Construction Ltd. as per 
data given in Illustration 3, it will appear as follows : 

Work-in-progress Rs. 

Cost to date 

Add : Profit taken to P'& L A/c 

Less : Cash received 

Alternatively 
" , 

Work-in-progress 

Value of work certified 

Cost of work uncertified 

Less : Reserve 

Rs. 

4,40,000' 

40,000 

Less : Cash received 

The second alternative is most commonly used by the accountants. It should be noted that 
while showing work-in-progress, there is no need to make any adjustment for loss taken to 
Profit and Loss Account when second alternative is used. 

12.3.8 Comprehensive illustrations 
Illustration 10 
Alcsn Construction Co. Ltd., commenced its business ,on 1st January, 1990. Tha following 
data has been extracted from its books in relation to a contract, 

Rs. 

Cash received from Contractee 1,20,0(30 

Materials ~ , 0 ( 3 0  

Direct labour 55,000 

Expenses at site 2,000 

Plant & Equipments (at cost) , . 30,000 

66 Fuel and Power 2,500 



The contract price was Rs. 3,00,000 and the work certified Rs. 1,50,000. The work 
completed, since certification had been estimated at Rs. 1,000 (at cost). Machinery costing 
RS. 2,000 was returned to stores at the end of the year. Stock of materials at site on 31- 12- 1990 
was worth Rs. 5,000 and wages outstanding were Rs. 200. Depreciation on Machinery was 
to be charged at 10%. You are required to calculate the profit on the contract and show 
how the work-in-progress will appear in the Balance Sheet as on 3 1.12.1990. Also prepare 
the Contractee's Account. 

Solution 

Alcon Construction Compnny Ltd. 
Conlrncl Account 1990 

Dr. Cr. 

TO Materials 

To Direct Labour 

To Expenses at site 

To Fuel & Power 

To Machinery nt site 

To Notional Profit c/d 

To Profit & Loss A/c 

To Balance c/d (Reserve) 

Workiugs : Profit token to Profir & Loss Accoutlr 

2 Cash Received 
Notional profit x - x 

3 Work Certified 

2 120000 
53,300 x - x - = Rs. 28,427 

3 1,50,OM) 

Balance Sheet as on  31.12.1990 (Extracts) 

Work certified 1,50,000 

Work Uncertified 

Less : Reserve 

Less : Cash received frorn Contriictee . 1,20,000 .- 

Contractcc's Account 

Cr. 

Job and Contract Costing 

I 
Rs 

1,20.000 

1.20.000 

Ay Bank 

By Ba'ladce b/d 

I To Balance c/d 

Rs. 

1,20,000 



















Methods of Costing 2) Show the amount of profit which you consider might be fairly taken on the 
contract and how you have calculated it. 

(Answer : Profit taken P & L A/c : Rs. 19,200) 

Wits : 2/3 of Notional profit as redbced on cash basis should be taken to P $ L A/c. 

7) From the following particulars relating to a contract, prepare a) Contract Account, 
b) Contractee's Account and also show how work-in-progress will appear in the 
Balance Sheet as on 31.12.1989. 

Materials sent to site 85,349 

Labour engaged on s i k  

Pladt installed at cost 

Direct Expenditure 

Establishment Charges 3,167 

Materials returned to store 

Wxk Certified 

Cost of Work not yet CertiIied 

Materials on hand as at 31.12.1989 

Wages accrued on 31.12.1989 

Direct Expenditure iccrued on 31.12.1989 240 

Value of Plant as on 31.12.89 11,000 

The contract price had been agreed at Rs. 2,50,000. Cash had been received fmm the 
contractee amounting to Rs. 1,80,000. 

(Answer :.Notional Profit : Rs. 28,275; Profit credited to P $ L A/c : Rs. 17,400; 
W:I.P. to be shown in B/s : Rs. 8,625) 

Note : These questions will help you to understand the unit better. Try to write answers 
for them. But do not submit your answers to the University. These are for your 
practice only. 
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13.0 OBJECTIVES 

After studying this unit you should be able to : 
e explain the meaning and the main characteristics of process costing 

e list the industries for which process costing is suitable 

e distinguish between job costing and process costing 

0 describe the costing procedure followed in process costing and prepare the process account 

e distinguish between the normal and abnormal prDcess losses and explain their accounting 
treatment 

0 prepare abnormal loss and abnormal gain accounts. 

3 . 1  INTRODUCTION 

Job and contract costing methods about which you learnt in Unit 12, are used for ascertaining 
the costs of specific job orders involving special orders and individual specifications. These 
are not considered suitable for industries involving mass production such as chemical plant, 
paper manufacturing, flour mill, cement works, textile mill, etc. Depending upon the nature 
of their product and the production processes involved, the organisations engaged in such 
industries generally use unit costing method or process costing method. You have learnt 
about unit costing method in Unit 10. In this unit you will learn about the process costing 
method under which the cost of a product can be ascertained at each stage of production. 

13.2 MEANING AND APPLICATION 

Process costing refers to a method of ascertaining the cost of product nt each stage or 
process of manufacture where a product passes through different consecutive processes of 
production, each distinct and well defined. As a matter of fact, almost every product passes 
through atseries of manufacturing operations before it takes the shape of a final product. 
But, in most cases, the operations involved are small and the costs incurred on cach 
operaticn form an insignificant portion of the total cost. Hence, it is not considered 
worthwhile to compute the cost of each operation separately and so the process costiiig is 
not considered useful. Process costing is suitable only where the final product is the 
result of a series of such process that the output of one process passes on as a raw 
material t o  the next process and may otherwise be sakable as a finished product in the 
market. Take the case of a cotton textile mill, for example, where productioii of cloth . 



Methods of Costing involves three distinct sequential processes viz., tbe spinning process, the weaving process 
and the finishing process. The output of spinning process (yarn) is passed on as a raw 

n material to the weaving process. It can also be sold in the market, if the mill has somk - surplus. Similarly, the output of weaving process (coarse cloth) is passed on to the finishing 
process as a raw material and, if there is surplus, it can be sold to other textile mills. For a 
textile mill, therefore, it will be useful to compute the costs of spinning, weaving and 
finishing processes separately and ascertain the cost of yarn, coarse cloth and finished cloth. 
This will also enable them to compare their costs with the market prices thereof. 

Thus, the industries to which process costing can be usefully applied, may normally have 
the following features : 

1) The production is continuous and passes through a number of consecutive operations 
or processes. , 

2) The output of one process becomes the input for the next process till final product is 
obtained. 

3) The products are standardised and homogenous. 

4) The output of each process may be saleable in the market. 

5 )  The processing of raw material may give rise to the production of joint and/or 
by-products. 

Hence, process costing is usually employed by the following industries : 

Chemical works Distillaries Textile mills Sugar works 

Soapmaking Paper mills Food processing Paint manufacturing 

Breweries Oil refineries Canning factories Milk dairy 

13.3 DIFFERENCE BETWEEN JOB COSTING AND 
PROCESS COSTING 

. The distinction between job and process costing arises mainly from tbe distinctive nature of 
the manufacturing systems to which they are applicable. The main points of difference can 
be sumrnarised as follows : 

I 

I 
1 

JOB COSTING 
1 1) Job d n g  measures product msts in industries 
I ,  where production is intermittant md against 

I specific ordcn from customera. 

2) Costs arc collected md aerlysed by iadividlul 
jobs or work orders rqadtss of the time taken 
to complek them. 

PROCESS COSTING 

1) Process costing b used in industries where 
production is continuow lad is munt  for stock 
and l e .  

2) Costs are accumulated and llulysad by 
departments or proces~es on a time.basi#. 

3) The job cost is a t e r m i d  cost. The accumulation 
of mts in nspect of a job is stopped when the 
job is completed and disposed off. 

5) Them are usually no transfers from one job to 5) Costs are transferred from one prclcess to mother 
mother except in case of surplus material. process till completion. 

3) Process cost is a period cost. Under process 
costing system, costs a n  computed at the end of 
ucb specified period. 

4) The cost of each job order or unit of production 
can be separately identified without averaging the 
total cost of production. 

6) There may or may not be any work-in-progress 6) There is always some work-in-progrm at the 
at the end of an accounting period. However, &e ,---'&ginning as well as at the end of the period. This 
value of uncompkted job is easy to obtain. prsents the knotty problem of valuation of 

work-in-progress. 

4) The unit cost of a process nprescnts on average 
cost for the period, obtained after adjustment of 
work-in-progress. 

7) Roner control requires greater supenision due to 7) Control of process activities is comparatively a y  
dismtc nature of the Job. I because production is morestable and standardised. 

8) Job costing h applied in any situation where 
bnboff ' '  orders are being executed. For example, 
machine-tools, gcneralengineering, phtiag, 
motorcar repain, etc. 

76 - . 

8) Prwes costing is applied under conditions of 
continuous production, sequential pnxxsaing and 
uniform outputs. For example : cement, chcmid 
products, bottling and canning, oil refining, g o r p  

making, etc. 



13.4 MAIN CHARACTERISTICS 

1) Process costing applies to industries where production is continuous and passes through 
a series of processes, each distinct and well-defined. 

2) All costs (material, labour and overheads) are accumulated and classified by processes. 

3) An account is maintained for each process to which all direct and indirect costs are 
allocated or apportioned. 

4) Production in terms of physical quantities is also recorded in respective process 
accounts. 

5) Average cost per unit is worked out for each process. 

6) Since the output of each but last process becomes the input of the next process, and 
that of the last process is transferred to Finished Stock Account. The tota1,cost of 
finished product comprises of the cumulative costs of all processes. 

7) Average cost per unit provides the basis for transfer of costs to subsequent process. 

Check Your Progress A 

1 What do you mean by process costing? 

. ................................*...................................................... 

....................................................................................................................... , 

2 Mention rfny three features relating to industries which adopt process costing. 

3 State whether the.following statements are True or False : 

i) Process costing is a multi-step method or procedure to measure product costs in 
mass production industries. 

ii) Process costing is used by industries where each unit of output is different from 
another. 

iii) In process costing average cost per unit provides the;basis for transfer to 
subsequent process. 

iv) Process costing is applied to industries where standardised goods are produced 
wually for stock. 

v) Process costing can be usefully employed by a company manufacturing custom- 
made machinery. 

13.5 COSTING PROCEDURE 

You have learnt that, under process costing method, a separate a m u n t  is opened for each 
Prwes~ in respect of which the costs are to be ascertained.. It should be noted that each 
Process account will have an additibnal column on both debit 'and credit sides for recording 
the physical quantities. Look at Figure 13.1 which shows the proforma of a process 
account. 



Methods of Costing 

Dr. 

Figure 13.1 Proforma of Process Account 

Process I Account 

Month ended : ...... 
Cr. 

The main steps involved in costing procedure are as follows : 

1) Debit the cost of basic raw material to the first process account showing both quantity 
and amount involved. 

2) Show costs of other materials, direct labour and direct expenses pertaining to each 
process in their respective process accounts. 

Particulars Amount 
Rs. 

Particulars 

3) Debit each process account with production overheads as given or on some equitable 
basis. 

Qtr 
(units) 

4) Credit the process account with realisable value of scrap and containers of materials 
returned or sold, if given. Alternatively, their amounts can be deducted from cost of 
raw materials. 

Q~Y.  
(units) 

5) Ascertain the total cost of the process and calculate average cost per unit of output. 

Amount 
Rs. 

6) If the whole output of a process has been transferred to the next process, the total cost 
may be shown on the credit side as transfer to next process. The same shall be shown 
on the debit side of the next process account. 

7) If a portion of output has been earmarked for sale or has been sold, show its cost as 
transfer to store and the balance as transfer to the next process. It should be noted that 
when a portion of output has been sold, the process account should be credited 
only with its cost, and not the sale value. 

8) The cost of containers used for packaging the finished goods should be debited to the 
last process account. 

9) The total cost of the last process shall be transferred to Finished Stock Account. 

, .  10) The Finished stock Account is like the Trading Account. Hence, sales will be credited ' 

1 ,  k, to this account and gross profit ascertained. , 

Look at Illustrations I and 2 and study how process accounts are prepared. 

IlIustration 1 
In the course of manufacture, a product passes through three distinct processes, A, B and C. 
During a four week period, 1,OOQ-units are produced and the following information is made 
available : 

Process A Proccm B Process C 
Rs. Rs. Rs. 

1 Direct Materials 2,000 1 ,Om - 
I Direct Wages 1,500 700 800 

I 

~jrect Expenses 300 100 - 
I 

Indirect production costs were Rs. 4,500 and these are to be apportioned to the processes 
78' on the basis of direct wage cost. Prepare the necessary process accounts. - -- 

* - - - _  __ __ --- 



Pruccss A Account 

Output : 1,000 units 

Process Costing 

Dr. Cr. 

To Direct Materials 
To Direct Wages 
To Direct Expenses 
To Overheads (7130) 

par~iculars 

By Transfer to 
Process B at Rs. 6.05 
per unit 

Amount 

Rs. 
6,050 

Units 

Cost Per Unit of output = = Rs. 6.05 
1,000 

Process B Account 

Amount 

Rs. 

Dr. Cr . 

Particulars 

Ts Transfer from Process A 

Units 

I 

To Direct Materials I 

Particulars 

To Direct Wages I 

Units 

To Direct Expenses I 

1 

To overhead (7/30) I- 

Amount I Particulars I Units 1 Amount 1 

Process C at Rs. 8.90 

Rs. 
8,900 

8 900 Cost Per Unit of output = - = Rs. 8.90 
1 ,ooo 

Process C Account 

Dr. Cr. 

Particulars 1 units 

To Transfer from Procw B 
To Direct Wages 
To Overheads (8/30) 

Amount 1 Particulars I Units 1 Amount 

' 
Cost Per ~ n h  of output = 10'900 = Rs. 10.90 

1 ,o00 

Rs. 
8,900 

800 
1,200 

10,900 

Dr. 

By Transfer to Finished Stock A/c 
at Rs. 10.90 per unit 

To Transfer fGin Proccss C 1 J9mO 

Rs. 

10,900 

Particulars 

Finished Stock Account 

10,900 

Units 

Cr. 

I 
Amount 

Rs. 

Illustration 2 
The following details are extracted from the costing records of an oil mill for the year ended 
1 31st March, 1989 : 

Units Amount 

Rs. 
10,900 

Particulars 



Methods of Costing Purchase of 500 tonnes Copra Rs. 2,00,000 

Cost of labour 

Electric power 

Crushing 
Rs. 

2,500 

600 

Refining Finishing 
Rs. Rs. 

1,000 1,500 

360 240 

Sundry materials 100 2,000 - 

Repairs of machinery 280 330 140 

Factory expenses 

Cost of Casks 

300 tonnes of crude oil were produced. 250 tonnes of oil were produced by the refining 
process. 248 tonnes of refined oil were finished for delivery. Copra sacks were sold for 
Rs. 400. 175 tonnes of copra residue were sold for Rs. 11,000. Loss in weight in crushing 
25 tonnes, 45 tonnes of by-products obtained from refining process valued at Rs. 6,750. 

You are required to show the accounts in respect of each of the following stages of 
manufacture for the purpose of arriving at the cost per tonne of each process and the total 
cost per tonne of the finished oil. 

(a) Copra Crushing Process (b) Refining Process (c) Finishing Process including casking. 

Solution 

Dr. 

Crushing Process Account 

Cr. 

1.94,OOO 
Cost Per Unit of Crude Oil = -------- Or Rs. 646.67 

300 

Refining Process Account 

Amount 

Rs. 
- 

11,000 

400 

1,94,000 

2,05,400 - 

Dr. 

Particulars 

To Copra used 

To Labour 

To Electric Power- 

To Sundry Materials 

To Repa~rs to Machinery 

To Steam 

To Factory Expenses 

Cr. 

Particulars 

B y  Loss in Weight 

By Sale or Cbpra Resrdue 

~y Sale of Copra Sacks 

By Transfer to Refining 
Process A/c 

Units 

25 

175 

- 

300 

-- 
500. -- 

Units 

500 

__  -- 

500 

80 Cost Per tonne of Refined Oil 1,92.050 
250 

Amount 

Rs. 
2,00,000 

2,500 

600 

100 

280 

600 

1,320 
PP 

2,05,100 -- 

Particulars 

To Transfer from 
Crushing Process A/c 

To Labour 

To Electric Power 

To Sundry Materials 

To Steam 

'lo Repairs to Machrner) 

TO Factory Expenses 

Units 

5 

45 

250 

-- 
300 -- 

Amount 

Rs. 

- 
6,750 

1,92,050 . 

1,98,800 

Particulars 

By Loss in Weight 

By Snle of By-product 

By Transfer to Finishing 

Process A/c 

IJnits 

300 

300 -- 

Amount 

Rs. 

1,94,000 

1,000 

360 

2,000 

45q 

330 

660 --- 
1,98,800 



Process Costinq Finishing Process Account 

Cr. 

To Labour I 1 1,500 1 By Finished 'stock A/c ] 248 1 2,02,100 1 

- - 
particu1al.s 

To Transfer from 
Refining Process A/c 

To Electric power I I  
To Steam I I I I 

Units 

250 

To Repairs to Machinery I I I I 
To Factory Expenses I I 

Amount 

Rs. 

1,92,050 

To Cost of Casks 7,500 -- I 250 I 2,02,/00 1 --- 

Cost Per tonne of Finished Oil = =0 
248 

or Rs. 814.92 

Particulars 

By Loss in Weight 

- 

13.6 PROCESS LOSSES 

In most manufacturing industries, some loss or wastage of materials always occurs while , 

they pass through different stages of production. Consequently, the output from a process is 
usually less than the input. This difference is termed as a process loss. 

Units 

2 

Process losses can be classified into two categories : (1) normal process loss, and 
(2) abnormal process loss. Let us understand the nature of each type of loss and study its 
treatment in process costing. 

Amount 

Rs. 

- 

13.6.1 Normal Process Loss 
Certain losses are inherent in the production process. They cannot be avoided because of 
the very nature of materials or the production process. 'These include losses due to 
evaporation, chemical reaction, scrap, or unavoidable spoilage. The lqss of output resulting 
from such factors is termed as 'normal process loss' or 'normal wastage'. Sincepsuch a loss is 
quite expected under normal conditions, it can always be worked out in advance on the 
basis of past experience. 

Accounting treatment : It is a fundamental accounting principle that the cost of any 
normal loss should be absorbed by the cost of production of good units. Hence, for 
ascertaining the cost per unit of output, the total cost should be divided by the number of 
good units (normal output). However, if the wastage has some realisable value, the same 
should be credited to'the process account and duly adjusted in the cost of output. For 
example, 500 tonnes of raw material costing Rs. 5,000 have been placed in a process I, 
The other process costs are : labour-Rs. 2,500 and overheads-Rs.1,100. If 10% of 
material is normally losr in the process and the wastage realises Re, 1 per unit, the cost per 
unit of output wiil be ascertained as follows : 

Dr. 

Process I Account 

Cr. 

8 500 Cost Per Unit of Outpm - = Rs. 19 per tonne 
450 

Particulars 

To Materials 

To Labour 

7'0 Overheads 

Units 

SO 

450 

-- 
500 --- 

Amount 

Rs. 
50 

8,550 

8,600 -. 

Units 

500 

- 
-- -- 

500 -- 

Amount 

Rs. 
5,000 

2,500 

1,100 

8,600 

Pnrticulars 

By Normal Wastage 

By Transfer to ncxt Process 



Methods of Costing The same thing you had observed in illustration 2 where 500 tonnes of copra was put in 
crushing process and only 300 tonnes of crude oil was produced. The cost per tonne of oil 
was worked out by dividing the total cost (after adjusting the sale value of copra residue) by 
300. Obviously, it had been assumed that 40% loss of weight was normal at crushing stage 
in casc of coconut oil production. 

13.6.2 Abnormal Process Loss 
Any loss of material which is in excess of normal loss, is termed as 'abnormal process loss' 
or 'abnormal wastage'. For example, the normal loss in crushing process is 40%. If the input 
is 500 tonnes the normal output shall be 300 tonnes. If the actual output is 280 tonnes, the 
loss of 20 tonnes is treated as abnormal loss. This loss may occur due to some unexpected 
or abnormal operating conditions, such as accidents, carelessness, inefficiency or use of sub- 
standard materials. Such losses must be thoroughly investigated and, where necessary, 
remedial steps should be taken to prevent any recurrence. 

Accounting treatment : Abnormal loss does not form part of the cost of good units 
otherwise it will unnecessarily inflate the-cost af production. Hence, the cost of abnormal 
loss is excluded from process costs by transferring i t  to the costing Profit and Loss Account. 
In such a situation, the real problem arises in ascertaining the cost of abnormal process loss. 
The guiding principle in this regard is to treat the abnormal loss as the loss of good units of 
output. Hence, the cost of abnormal loss units is ascertained in the same manner, and on 
identical basis, as the good units ofproduction. This implies that the total process cost 
should be spread proportionately over both gpod units and the abnormal loss units. 

You should adopt the following procedure to deal with the problem of abnormal loss in 
process costing : 

1) Work out the quantum of normal loss and show it on the credit side of the respective 
process account alongwith its realisable value. 

2) Assuming there is no abnormal loss, work out the cost per unit of output as follows : 
Cost of Production 

Normal Output 
3) Ascertain the cost of abnormal loss units on the basis of the cost per unit as calculated 

above. 

4) Debit Abnormal Loss Account and credit the respective procsss account with quantity 
and amount of the abnormal wastage. 

5 )  The balance in the Process Account shall now show the cost of the actual output which 
shall be transferred to the next process account. 

6) Prepare Abnormal Loss Account and show the cost of abnormal loss units on its debit 
side and their scrap value on its credit side. The balance in Abnormal Loss Account is 
transferred to the Costing Profit and Loss Account. 

Look at Illustration 3 and study how abnormal loss is treated in process costing. 

Illustration 3 
1200 Units were introduced into a process at a cost of Rs. 12,000. The additional 
expenditure incurred for the process was Rs. 3,000. From past experience and technical 
estimates, a norma1 loss equal to one-sixth of the input is expected which has scrap value of 
Re. 1 per unit. The actual output for the period was 900 units. Complete the Process 
Accoullt and show how abnormal loss will be treated in accounts. 

Solution 

Dr. 
Process Account 

Cr. 

Particulars 

To Materials 

' To Expenses 

82 
.. . 

Units 

Rs. 
1,200 

- 

-- 
1,200 -- 

Amount 

Rs. 
12,000 

3,000 

15,000 

Particulars 

By Normal Loss 

By Abnormal Loss 

BY Cost of Production 
tr. to next Process 

Units 

Rs. 
200 

100 

900 

.1,200 -- 

Amount 

Rs. 
200 

1,480 

13,320 -- 
15,000 



Cost of Production Per Unil = of Production 

Normal Output 

= Rs. 14.80 per unit 

Abnormal Loss Account 

Dr. Cr. 

To Process A/c 1 loo 1 I By P&L A/c 
(scrap value) I loo I '0° 
By Cash A/c 

Working Notes 
1) Normal Output = Total Input-Normal Loss Uni& 

= 1,200- ( 1  /< of 1,200) 
= 1,200-200 
= 1,000 Units 

Units Particulars 

2) Cost of Production : 
= Total Expenditure-Scrap Value of Normal Loss Units 
= 15,000-200 
= Rs. 14,800. 

Amount 

Rs. 

Amount 

Rs. 

Particulars 

3) Abnormal Loss Units = Normal Output-Actual Output 
= 1,000-900 
= 100 Units 

Units 

4) Cost of Abnormal Loss 
= Abnormal Loss Units x Cost of Production Per unit 
= 100 x 14.80 = Rs. 1,480 

13.7 ABNORMAL EFFECTIVENESS 

It is quite possible that the actual output of a process is more than the expected (normal) 
output. This will happen when the actual loss is less than the normal loss which may be the 
result of efficiency or overestimation of normal loss. In such a situation, the excess of actual 
output over normal output is regarded as 'abnormal gain'. The presence of abnormal 
effectiveness should not affect the cost per unit of output because it will be calc"1ated in the 
same manner as in case of abnormal loss. 

Accounting treatment : The value of abnormal gain units is calculated with the help of the 
cost per unit of output. It will be shown on the debit side of the respective process account 
and on the credit side of a newly opened Abnormal Gain Account. Abnormal Gain 
Account is closed by transfer to Costing Profit and Loss Account. 

It must be noted that whether there is abnormal loss or abnormal gain, the normal loss is 
shown in the process account on the basis of pre-determined rate, and not on the basis of 
actual loss. Hence, in case of abnormal effectiveness, the realisable value of normal loss 
units as shown in the process account will be more than the actual amount realised on the 
sale of scrap. This unrealised amount of scrap should be adjusted by showing it on the 
credit side of Normal Loss Account and on the debit side of the Abnormal Gain Account 
before its balance is transferred to the Costing Profit and Loss Account. 

Look at Illustration 4 and study how abnormal effectiveness is treated in process costing. 

Illustration 4 
Based on data given in lllqstration 3 and assuming the actual output was 1,050 units, 
prepare the Process Account and show how abnormal loss effectiveness will be treated in 
accounts. 
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- 

Solution 
1 

Process Account 

Dr. Cr. 

Cost of Production per Unit of Output 
Cost of Production 

- 
Normal Output 

= Rs. 14.80 per unit. 

Particulars 

To Material 

To Expenses 

'To Abnormal Gain 

Abnormal Gain Account 

Particulars 

By Normal Loss 

By Cost of Production tr. 
to next Process 

Dr. Cr. 

Units 

1 ,200 

- 

50 - 
1,250 -- 

Units 

200 

1,050 

-- 
1,250 -- 

Amount 

Rs. 
12,000 

3,000 

740 -- 
15,740 - 

Working Notes 
1) Normal Output Total Input-Normal Loss 

= 1,200-(116 of 1,200) 
= 1,200-200 
= 1,000 Units 

Amount 

Rs . 
200 

15,540 

15,740' 

2) Cost of Production 
= Total Expenditure-Scrap Value of Normal Loss 
= 15,000-200 
= Rs. 14,800 

Particulars 

To Normal Loss A/c. 
(unrealiaed scrap value: 

To P&L A/c 

3) Abnormal Effectiveness 
= Actual output-Normal Output 
= 1,050-1,000 
= 30 Units 

Particulars 

By Process A/c 

4) Value of Abnormal Effectiveness 
= Abnormal Effectiveness x Cost of Production per unit = 50 x 14.80 
= Rs. 740 

Check Your Progress B 
1 What do you mean by process loss? 

Units 

50 

-- 
50 

........................................................................................ 
2 List three causes of abno~~nal process loss. 

Amount 

Rs. 

50 

690 - 
740 -- 

Units 

50 

-- 
50 -- 

Amount 

Rs. 

740 

740 



3 What is abnormal effectiveness? 

4 Fill in the blanks. 

i) The type of loss which does affect the cost of good units is called . . . . . . . . . . . . . . . . . .  
process loss. 

ii) Process loss usually has some ............................................... value. 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  iii) Excess of actual loss over the normal loss is called 

iv) In case of abnormal loss as well as abnormal effectiveness, the average cost'of 
. . . . . . . . . . . . .  production is calculated by dividing the total cost of production by 

v) In case of abnormal effectiveness, the unrealised scrap value is debited to 
Abnormal Gain Account and credited to . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  Account. 

vi) In case of abnormal loss, its scrap value is credited to Abnormal Loss Account and 
debited to ...................................... Account. 

13.8 COMPREHENSIVE ILLUSTRATIONS 

1:llustration 5 
In a factory the product passes through two processes A and B. A loss of 5% is allowed in 
Process A and 2% in Process B, nothing being realised by disposal of the wastage. 

During April 1990, 10,000 units of material costing Rs. 6 per unit were introduced in 
Process A. The other costs were as follows : 

Process A Process B 

Rs. Rs. 

Materials 

Labour 

Overheads 

The output was 9,300 units from Process A. 9,200 units were produced iq Process B which 
were transferred to the warehouse, 8,000 units of the finished product were sold at Rs. 151- 
per unit, the selling and distribution expenses were Rs. 2 per unit. Prepare (1) Process 
Accounts, and (ii) a statement of Profit and Loss of the firm for April, 1990, assuming there 
were no opening stocks of any type. 

Solution 

Process A Account 

Dr. Cr. 

TO Labour I 1 10,000 1 By Abnormal Loss I 200 1 ~,600 

To Overheads 

Particulars 

TO ~aterihs 

Amount 

Rs. 
60,000 

Units 

10,000 

10,000 -- 

Amount 

Rs. 
- 

Particulars 

By Normal Loss (5% of 10,000) 

6,000 
-- 

76,000 

Units 

500 

By Transfer to 
Process B at Rs, 8 per unit 9,300 

10,000 

74,400 -- 
76,000 -- 0 



Methods of Costing 
Dr. 

Particulars 

To Overhead 

To Abnormal Gain 

Units 

To Transfer from Procw A 

To Material 

To Lobour 

Process 5 Account 

I 
9,300 

6,140 1 By Finished Stock 

Units Amount _t?;b 

Statement of Profit and Loss lor April, 1990 

Note : The valuation of unsold stock has been ignored. 

Working Notes 

I) Normal Output = Total Input - Normal Loss 

In Process A = 10,000-500 = 9,500 units 

Profit on sale of 8,000 units 

Less : Abnormal Loss in Process A 

Add : Abnormal Gain in Process B , 

Less : Setting and Distribution Expenses 

In Process B = 9,300-1 86 = 9,114 units 

Rs. 
40,000 

1,600 -- 
38,400 

860 

39,260 

16,000 

23,260 

2) Cost of Production = Total Expenditure - Scrap value of Normal Loss 

In Process A = 76,000-NIL = Rs. 76,000 

In Process B = 91,140-NIL = 91,140 

Cost of Productim 
3) Cost of Production per Unit = 

Normal Output 

In Process A = 76,000 = Rs. 8 per unit 
9,500 

In Process 3 = 91,140 = Rs. 10 per unit 
9,114 

4) Normal Loss Unit = Normal Output - Actual Output 

In Process A = 9,500 - 9,300 = 200 units 

5 )  Cast of Abnorinal = Ab. Loss Units x Cost per Unit 

In Process A = 200 x 8 = Rs. 1,600 

6) Abnormal Gain Units = Actual Output - Normal Output 

In Process B = 9,200 - 914 = 86 units 

7) Value of Abnormal Gain = Abnormal Gain Units x Cost Per Unit 

In Process B = 86 x 10 = Rs. 860 

Illustration 6 
Product '2' is obtained after it passes through three distinct processes. The following 
information is obtained from the acdounts for the month-ending December, 31, 1989 : 

Items Total 

I 

Rs. Rs. 

Processes 

11 I11 

Rs. Rs. 

86 Direct Material 7,542 2,600 1,980 2,962 



Direct Wages 9,000 2,'333 3,000 4,000 

production Overhead 9,000 - - - 

1,000 Units at Rs. 3 each were introduced in process I. There was no stock of materials or 
work-in-progress at the beginning or at the end of the period. The output of each process 
passes direct to the next process and finally to finished stock. Production overheads are 
recovered at 100 per cent of direct wages. The following additional data are obtained : 

Output during Percentage of Value of Scrap 
the month Normal loss per unit 

to lnput 

111 750 15% Rs. 5 

Prepare process accounts; and normal loss, abnormal gain and abnormal loss accounts. 

Solution 

Dr. 

Process I Account 

Cr. 

Dr. 

Process I1 Account 

Cr. 

Amount 

Rs. 
100 

9,500 

-- 
9,600 -- 

Par~iculars 

To Units introduced 

To Direct Materials 

To Direct Wages 

To Production Overheads 

To Direct Materials 15 
C 

To Direct Wages By Transfer to Process 111 1 I 

Amount 

Rs. 

Units 

50 

950 

1,OoO 

Pardculars Units 

To Produclion Overheads 

Particulars 

By Normal Loss 
(5% of 1,000) 

To Transfer to  Process II 

Units 

1,000 

1,CrX) 

Amount 

Rs. 

9,500 To Transfer from Process I 

I I I I I 
Process 111 Account 

Dr. Cr. 

Amount 

Rs. 
'3,000 

2,600 

2,000 

2,000 -- 
9,600 --- 

950 

Particulars - - -  Units 

By Normal Loss (10% of 950) 95 

Particulars 

To Transfer from Process II 
, 

To Direct Materials 

To Direct Wages 

To Production Overheads 

To Abnormal Gain 

Units 

126 

750 

876 

Amount 

Rs. 

630 

28,500 

-- 
29,130 -- 

Uniui 

840 

36 

876 

Amount 

Rs. 

16,800 

2,962 

4,000 

4,000 

1,368 -- 
29,130 --- 

Particulars 

By Normal Loss (15% of 840) 

By Transfer to Finished 
Stock A/c 



Methods of Costing 

Dr. 

Normal Loss Account 

Cr. 

Dr. 

Abnormal Loss Account 

Particulars 

To Process I 

To Process I1 

To Process I11 

1. 

Cr. 

Particulars 

By Cash A/c : 

Process I 

Process I1 

Process I11 

By Abnormal Gain A/c 

Units 

50 

95 

126 

271 

Abnormal Gain Account 

Dr. 

Amount 

Rs. 

100 

380 

630 

-- 
1,110 -- 

Units 

50 

95 

90 

36 -- 
-- 271 

Particulars 

To Process I1 A/c 

Cr. 

Amount 

Rs. 

100 

380 

450 

180 

1,110 

Units 

15 

15 

Working Noles : 

I) Cost of Population = Total cost - Scrap value of Normal Loss 

In Process I = 9,600 -- 100 

In Prows I1 = 17,480 - 380 

In Process 111 = 27,762 - 630 

2) Cost of Production per Unit - Cost of Production - 
Normal Output 

Particulars 

To Normal Loss A/c 
(unrealised scrap) 

To Profit & Loss A/c (gain) 

= Rs. 9,500 

= . Rs. 17,100 

= Rs. 27,132 

Amount 

Rs. 

300 

-- 
300 -- 

In Process I 

In Process 111 

Particulars 

By Cash A/c 

By Profit & Loss A/c (loss) 

Units 

36 

36 

3j Abnormal Loss Units 
In Process I , 

In Process I1 * 

Units 

36 

-- 
36 -- 

4) Cost of Abnormal Loss 
In Process I 
In Process 11 

Units 

15 

-- 
15 -- 

Amount 

Rs. 

1,368 

1,368 

Amount 

Rs. 

180 

1,188 -- 
1,368 -- 

5) Abnormal Gain Units 
In Process 111 

Amount 

Rs. 

60 

240 

300 

Particulars 

By Process 111 A/c 

6) Value of Abnormal Gain 
In Process 111 

9,500 
= - = Rs. 10 per unit 

950 

17,100 = Rs. 20 per unit 
855 

- 27,132 - - -  - Rs. 38 per unit 
714 

= Norma1 Output - Actual Output 
= 950 - 950 = NIL 

= 855 - 840 = 15 units , 
= Abnormal Loss Units x cost per unit , 

=. NIL 
= 15x20 = 300 

= Actual'Output - Normal Output 
= 750 - 714 = 36 units 

= Ab. Gain Units x Cost per unit 
= 36 x 38 = Rs. 1,368 . . i r  



~llustration 7 
.A passes through two processes P & Q and then to Finished Stock Account. It is 
ascertained that in each process normally 5% of the weight of output is lost and 10% is scrap 
which from process P realises Rs. 80 per tonne and from process Q Rs. 200 per tonne. 

The following data is available for both the processes for the month of February, 199 1. 

Materials in tonnes 

Cost of materials per tonne in rupees 

Wages in rupees 

Mfg. expenses in rupees 

Output in tonnes 

prepare process accounts, showinkdcist per tonne of each process. There was no stock or 
work-in-progress in any process. 

Solution 

Dr. 

Process P Account 

Cr. 

To Wages By Normal Loss I 100 I 8.000 

-- Particulars 1 i; 1 A y n t  Particulars 

To Materials 1,25.000 By Loss in Weight 
(5% or 1,000) 

By Abnormal Loss I 20 
By Transfer to 

Process Q at Rs. 180 
per tonne 1 830 

Units 

Ton. 

so 

Cost of output per tonne = Cost of I'roduction ---- 
Normal Output 

= 1.53.000 -- 
$50 

= 180 per tonne 

Amount 

Rs. 

- 

Process Q Account 

Dr. Cr. 

To Materials 

To Wages 

To Mfg. Exp. 

Unia 

Ton. 

45 

Particulars 

To Transfer from Process P 

To Abnormal Gain 

10,000 By Transfer to Finished stock 1 5,254 at RS. 210 per tonne. 1 780 

Units 

Ton. 
830 

- 
Amount 

Rs. 

Cost df output per tonne - Cost of Production 

Normal Output 

= 1.53.000 
850 

= 2 10 per tonne 

Amount 

Rs. 
1,49,400 

Particulars 

By Loss in Weight 
(5% of 900) 



Methods of Costtng working Notes 

I) Normal Loss Unit = Normal Output - Actual Output 
In Process P = 850 - 830 = 20 tonne 

2) Cost of Abnormal Loss I = Ab. Loss Units x Cost Per Unit 
In Process P = 20 x 180 = Rs. 3,600 

3) Abnormal Gain Units = Actual Output - Norinal Output 
In Process Q = 780 - 7.65 = 15 tonne 

4) Value of Abnormal Gain = Abnormal Gain Units x Cost per unit 
= 15 x 210 = Rs.3.150 

5) Loss in weight has no 
scrap value 

Illustration 8 
A company manufactures and sells three chemicals produced by three consecutive processes 
known as A, B and C. In each process, 2% of the weight put in is lost and 10% is scrap:The 
scrap realises in Process A and B - Rs. 100 per tonne and in C - Rs. 200 per tonne. The 
other details are as follows : 

Materials (in tonnes) 100 140 1,348 

Cost of Materials per tonne (in rupees) 120 200 80 

Mfg. Expenses (in rupees) 30,800 24,8 10 1,832 

Output retained for sale 

Output sent to next process 

Solution 

Dr. 

Process A Acco~~nt 

Cr. 

41,800 Cost of Production per tonne = 88 

Particulars . 

To Materials 

To Mfg. Exp. 

= Rs. 475 per tonne 

Process B Account 

Units 

Ton. 

100 

I-- 
100 

Dr. Cr. 

Amount 

Rs. 

12,000 

30,000 

42,800 -- 

1 " 
Cost of Production per tonne = 80t960 

176 

- - 
Particulars 

To Transfer from Process c 
To Materials 

TO Mfg. Exp. 

= Rs. 460 per tonne 90 

Particulars 

By Loss in Weight 

By Scrap 

By Transfer to stores for sale 

By Transfer to Process R 

Units 

'Ton. 

66 

134 

-- 
200 -- 

Units 

Ton. 

2 

10 

22 

66 

100 

Amount 

Rs. 

- 

1,000 

10,450 

31,350 -- 
42,800 -- 

Amount 

RS. 

31,350 . 

26,800 

24,810 

82,960 

Amount 

Rs. 

- 
2,000 

41,480 

41,480 --- 
--* 82,960 

Particulars 

By Loss in Weight 

By Scrap 

By Transfer to stores for sale 

By Transfer to Process C 

Units 

Ton. 
- 
4 

20 

88 

88 

- 200 



Dr. 

Process C Account 

Cr. 

1,19,504 
Cost of Production per tonne = ' 

= ' R z 6  per tonne 

Pnrticulars 

To Transfer from Process 

To Materials 

To Mfg. Exp. 

13.9 LET US SUM UP 

Process costing refers to a method of ascertaining the cost of a product at each stage or 
process of manufacture. This method is applied where (i) the production is continuous and 
passes through a number of processes, (ii) the product of one process becomes the material 
of the next process, and (iii) the producb are standardised and homogeneous. Process 
costing, therefore, is considered suitable for industries like textile, oil refining, paper, 
breweries, etc. 

Units 

Ton. 

88 

1,312 

- -- 
1,400 

Under process costing, a.separate account is opened for each process of manufacture and all 
costs relevant to a process arc debited theselo. If the whole olitput of a process is transferred 
to the next process, the total cost is shown on the credit side as a transfer to the next 
process. If a part of the output is retained for sale in the market, the proportionate cost of 
such output is shown as a transfer to store. As for,the last process, its total cost is transferred 
to the finished Stock Account. 

Process losses can he norm4 or abnormal. Normal losses are inherent in any process, They 
cannot be avoided. Hence, such losses should be absorbed by good production. Abnormal 
losses are caused usually by factors like use of sub-standard material, inefficiency or 
accidents. Their cost is determined on the basis of the cost per unit of output and transferred 
to the Costing Profit and Loss Account through the Abnormal Loss Account. 

In some cases, the actual output may be more than the normal output. In such a situation, 
the excess is regarded as abnormal effectiveness (also called abnormal gain). The cost of 
such gain is also determined on the basis of the cost per unit of''output and transferred to the 
Costing Profit and Loss Account. 

Amount 

Rs. 

41,480 

1,04,960 

1,864 

1,48,304 -- 

KEY WORDS 

Particulars 

By Loss in weight 

By Scrap 

By Transfer to finished stock 

Units 

Ton. 

28 

140 

1,232 -- 
1,400 

Abnormal Process Loss : Excess of actual loss over normal loss which is caused hy factors 
like accidents, inefficiency, etc. 

Amount 

Ks. 

- 

28,800 

1,19,504 

1,48.304 -- 

Abnormal Gain : Excess of actual output over normally expected output. It is also called 
'abnormal effectives'. 

By-Product : A product of relatively small value produced incidently from processing the 
IJW material for the main product. . 

Joint Product : Two or more products resulting from ~rocessing a particular raw material. 
Both have equally high value and merit recognition. 

Mass Production Industries : Industries engaged in a standardised and homogeneous 
product on large scale. 

Normal Output : The normally expected output from processing certain quantity of raw 
material. 

Normal Process Loss : Loss bf materials expected under normal operation conditions and 
i?herent in ,the process gf manufacture, 



Process Costing : A method of ascertaining the cost of a product at each stage or process 
of manufacture. 

3 . 1  ANSWERS TO CHECK YOUR PROGRESS 
. . 

A 3 i) True, ii) False, iii) True, iv) True, v) False 

B 4 i) Normal, ii) Realisable, iii) Abnormal Loss, iv) Normal 
Output, v) Normal Loss vi) Cash 

63.12 TERMINAL QUIESTIONS/EXERCHSES 

1) Distinguish between job costing and process costing. 

2) State the main characteristics of process costing and outline the costing procedure 
thereof. 

3) Explain the meaning of normal and abnormal process losses and state how, they are 
treated in cost accounts. 

4) Explain the following terms : 
a) Abnormal Effectiveness 
b) By-Products 
c) Joint Products 

Exercises 
1) Chemical X passes through three consecutive processes P, Q and R. From the 

following cost data relating to the three processes, prepare the process cost accounts 
and find out the cost of production of each process. The pr~duction per month was 270 
bottles. 

Items Process P Process Q Process R 

Materials 

Labour 

Direct Expenses : 

Fuel 

Carriage Inwards 

Factory Expenses 

Indirect expenses Rs. 3,825'should be apportioned on the basis of labour. 

(Answer : Total Cost : P-Rs. 17,420, Q-Rs. 39,160, R-Rs. 49,560 

Unit Cost : P-Rs. 64.52, Q-Rs. 145.04, R-Rs. 183.55) 

2) In the month of May, 1991, 6,000 tonnes of raw material A costing Rs. 150 per tonne 
were produced through process No. 3 for the manufacture of solvant X. 

The total operating cost of the process for the month was Rs. 12,50,000. 10% of the 
input was wasted and was disposed off at Rs. 25 per tonne. 

Prepare the Process 3 Account for the month of May, 1991 assuming that the wastage 
Was 
i) the normal process loss 

ii) an abnormal loss due to poor quality material. 

(Answer : i) Finished stock Rs. 21,35,000 @ Rs. 395.37 per tonne. 
ii) Finished stock Rs. 19,35,000 @ Rs. 358.33 per tonne.) 

3) 600 Kgs. of a material was charged to Process I at the rate of Rs. 4 per kg. The direct 
labour accounted for 'Rs. 2U0 and the other departmental expenses amounted to 
Rs. 760. The normal loss is 10% of input and the net production was 500 kgs. 
Assuming that the scrap is sold at Rs. 2 per kg., prepare the Process I Account clearly 
showing the values of normal and abnormal loss. 



(Answer : Normal loss Rs. 120; Abnormal loss Rs. 240; Transfer to Process II 
Rs. 3,000) 

4) The particulars for the last process are as follows : 

Units Rs. 

Transfer to last process from the first process 4,000 9,ooo 

Trinsfer to Finished Stock from the last process 3,240 - 
Direct Wages ~,o'.M 

Direct Materials used 3,0430 

The factory overhead in process was absorbed at 400% of direct materials. Allowance for 
normal loss is 20% of units worked. The scrap value of the wastage was Rs. 5 per unit. 
You are required to prepare 

a) Last Process Account 

b) Normal Wastage Account 

c) Abnormal Effectiveness Account. 

(Answer : Transfer to Finished stock' Rs. 22,275; Abnormal Effectiveness Transfer 
to P 8t L A/c Rs. 75 (275-200) 

5) The product of a manufacturing company passes through two processes A and B. It is 
ascertained that in each process 108 of the total weight is lost and 20% is scrap. The 
realisation from scrap amounts to Rs. 160 per tonne and Rs. 400 per tonne from 
processes A and B respectively. 

The process figures are as follows : 

Process A Process B 

Materials consumed in tons 

Cost per tonne 

W a p  

Manufacturing Expenses 

2,000 140 

Rs. 250 400 

Rs. 36,000 Rs. 24,000 

Rs. 12,000 Rs. 10,000 

prepare process accounts showing the cost per tonne of output in each process. 

(Answer : Transfer to Finished stock 1,078 units at Rs. 4,50,800 
Process A Cost per unit : Rs. 345.71, Process B-Rs. 418.18) 

6) X Manufacturing Company's product passes through two distinct processes A and B 
then to Finished Stock. It is known from past experience that wastage occurs in the 
process a follows : in Process A, 5% of the units entering the process and in Process B, 
10% oft f e units entering the process. The scrap value of wastage in process A is Rs. 16 
per 100 hi t s  and in Process B is Rs. 20 per 100 units. The process f i y  res are : 

Process A Process B 

Rs . Rs. 
Msterials consumed 6,000 3,000 

Wages 7,000 4,000 

Manufacturing Expenses 2,000 2 , m  

5,000 units were brought into Process A, costing Rs. 5,000. The outputs were : Process 
A = 4,700 units, Process B = 4,150 units. Prepare Process Accounts showing the cost of 
the output. ( 
(Answer : Process A : cost per unit-Rs. 4.20; Abnormal Loss-Rs. 202 (210-) 

Process B : cost per unit-Rs. 6.77; Abnormal Loss-Rs. 434 (542-108) 

7) The product of a company passes through three distinct processes to cohpletion. From 
the past experience it is ascertained tbat wastage is incurred in each process as under : 
Process A 296, Proms B 5%, Proms C 10% 

The wastage of Processes A and B is sold at Rs. 10 per 100 units and that of Process C 
I 

at Rs. 80 per 100 units. 93 
1 , 



- -  . 

Following is the information regarding the production of March, 1979 : 

Materials 

Direct Labour 

Machine Expenses 

Other Factory Expenses 

Process A Process B 

12,000 s,oh ,, 

16,000 1 12,000 
I 

2,000 2,000 

3,500 3,800 

Process C 

4,000 . 

6,QOO , 

3,000 

4,200 

20,000 units have been issued to Process A at a cost of Rs. 20,000. The output of each 

process has been as under : 

Process A 19,500 Unitr 

Process B 18,803 Units 

Process C 16,000 Units 

There was no stock or work-in-progress in any process in the beginning and in the crnd of 
March. 
Prepare Process Accounts. 

(Answer : Transfer to Finished stock 16,000 units at Rs. 90,5.49.50) 

- -- - - - - 

I Note : .These questions wilI help you to understand the unit better. Try to write answers] 
1. for them. But do not submit your answers ts the University. These are for your 1 L practice only. - 
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