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1.0 OBJECTIVES

After studying this unit, you should be able to:
o describe the need for costing in modern economy
o define 'costing' and 'cost accounting'
~¢ gpecify the object's of costing
‘oY differentiate between cost accounting and financial accounting
e explain the importance of costing
¢ state the major considerations in the installation of a costing system.

1.1 INTRODUCTION

|
You know that Cost Accounting is aspecialtsed branch of accounting. It isconcerned
with classifying, recording and appropriate allocation of expenditure for the
determination of costs of products and services and the ascertainment of the
profitability. 1t 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, involvessome expenditure. The expendituremay bein 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 al
thethreeelementsof 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. 30for labour and Rs. 25for other expenses (overheads) on every pair
of shoes produced by the factory and supplied in the market. The factory has fixed
thesdlling price of the shoesat Rs. 100 per pair. Thus, the cost of a pair of shoesis
Rs. 75 (20 + 30 * 25), its selling price is Rs. 100, and the profit per pair isRs. 25
(100 - 75). 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
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financia accounting fail to provide the necessary information. Hence, the
accountants developed a new system of accounting called ‘cost accounting' undet
which records of transactions are maintained in such a manner that detailed cost
information is readily availablein respect of each product, job, department, process,
etc. In fact, variousdeficienciesand limitationsof financial accounting gaveriseto the
need for cost accounting.

1.2.1 Limitations of Financial Accounting

1) It doesnot provide detailed operating information for each department, process,
product, or other unit of activity within the organisation. It smply provides
information in terms of income, expenses, assetsand liabilitiesfor the enterprise
as awhole.

2) It does not classify expenses into direct and indirect or fixed and variable. The
costsare not assigned to the productsat each stage of production so asto reveal
controllable and uncontrollable items.

3) Itdoesnot set up aproper systemaf control over the main elementsof cost viz.,
materials and labour. Hence, the wastages and losses of materials go unchecked
and utilisation of labour time remains uncontrolled.

4) 1t does not establish standards or norms against which different cost itemscan 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 diagnosisor cause analysis of its health.

1.2.2 Cogting and the Economy

Let us now analyse the need for costing in a relatively wider perspective. Modern
economy has afew characteristic features which further establish the necessity of
costing. These can be summarised asfollows :

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) Specia 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 performancein financial, personnel, production and
marketing activities.

If we correlate the above factors, costing appears to be the only underlying link
between different factorsand the only unifying force behind business success. Costing
aids pricing, checking of wastage, control of resources, management of processes,
flow of datafor decisions, discharge of social obligationsand providesan 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
cogting 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
consistsaf principlesand 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 al incomes and
expenditures and ends with the preparation of periodical statements and reports for
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' hasgiven an exhausting definition of Costing which
reads as follows : -

Cogting istheclassifying, recordingand appropriateallocation of expenditurefor the
determinationof the costsof productsorservices, and for the presentation suitably of
arranged data for purposes of control and guidance of management.

At initial stages of the development of cost accounting, the Terminology published by
the Institute of Cost and Manageinent Accounts (ICMA) of U.K. even distinguished
between 'cost accounting' and 'cost accountancy’ 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 aswell
as the presentation of information for the purpose of managerial decision-making."
But, now-a-daystheterm,,'Cost Accountancy' isnot 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 providesstatistical dataon the basisof which future estimatesmay be prepared.
d) It servesasa basisof ascertainment and control of costsof productsand services.

e) It involves thefunctionsof (i) analysis, (ii) recording, (iii) establishment of
budgets and standards, (iv) comparison, and (v) reporting.

| Check Your Progress A
'1) What is Costing?

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

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

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

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

3) Givefour examplesof expenseswhich constitute cost in a ready-made garments
© factory.

Nature and Scope
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4) State whether each of the following statements is True or False.

i) Cost Accounting gets its basic data for estimates
- from the financia 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 OBJECTSOF COST ACCOUNTING

The main objects of cost accounting are as follows :

1) To ascertain the cost of products and services,

2) To adinfixation of selling price or quotation for tenders;

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

4) Toidentify causesof 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 of 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 costing establish the fact that it is an essential branch of
accounting. It isthe key to economy in cost of production and is an essential
technique of ensuring efficiency in management.

1.5 DIFFERENCE BETWEEN COST ACCOUNTING .
" AND FINANCIAL ACCOUNTING

The difference between Cost Accounting and Financial Accounting is asfollows :

Cost Accounting Financial Accounting
1) Ascertainsthe cost of goodsor Presents the operational resultsand
Services. financial position of the business.
2) Servestheinformationneeds of Providesfinancial information about the
the management. company to its'shareholders, creditors,
employees and the society at large.
3) Neednot befollowed by a Needsasystemof independent audit
system of external audit. to ensure that the financial statements
giveatrueandfair view of thestate of
affairs.
4) Classifiesexpensesinto material Transactionsrelating toal receipts

5)

cost, labour cost, fixed overheads
and variableoverheads.
Showsexpensesin acost sheet,

processaccount, contract account or
someother statement of account.

and paymentsof the businessare
classified into debit end credit entries.
Consolidates dl transactionsinto twofinancial

statementsi.e., Trading and Profit & Loss
Accountand BalanceShest.



H
Does not form abasisfor tax assessment

because thisis not arecord.

7 Requires variance analysis to identify the
favourableor adverse differences between

thestandard cost and actual cost.

Presents thecost information at frequent

intervals.

9) Finds out the profit or losson specific
products, branches, departments, jobs,
OF Processes.

10) Maximisesfuture efficiency of operations

with the help of cost data used to exercise

control and check wastage.

6)

8

11) Accountsasofor physical unitssuch as
labour hour, machine hour, etc.

Actsasabasisfordetermination d tax liabilities - Nature and Scope

of the business.

Recordsonly the actual transactions occurringin
course of businessoperations.

Presentsfinancial information once or twiceayear.

Givestheoperationa resultsof the
entire business.

Usesaccounting ratios to compute the magor
trends which havealready taken placein the
previous accounting period.

Followsonly monetary unitsfor recording
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 common goal of
continuously assisting the organisation they serve. I nfact, the two are complementary .
toeach other. In adeveloping enterprise, therefore, both the systemsoperate 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 :

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

2) Identification of unproductive activities, |osses or wastage of resources, obsolete
machinery and points of inefficiency which demand a quick remedial action.

3) Compilation of correct and reliable cost data.
$) Preparation of budgets and business forecasts.
5) Measurement of efficiency of operations through establishment of standardsand
analysis of variances.
6) Fixation of selling prices.
7) Cost comparisons between different periods, products, departmentsor firms.
8) Estimates of costs and revenue in advance. . 0
9) Inventory control anc periodical stock-taking. o
10) Identification of idle capacity and the cost of working below theinstalled capacity.
11) Ascertainment of cost and profit morefrequently and examination of their causes
in detail.
12) Decisionson the basisof factsand figures and formul ation of suitable policiesfor
various matters such as
i) level of output
" i) make or buy decision
iii) replacement or modernisation of old equipment
iv) shut down or continue during depression'
v) introduction of new productsor 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.
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Besides, costing is of considerable advantage to the consumers. They get productsat
reasonableprices due to proper costing system. Tothe employees of the organisation,
costing is beneficial in granting incentives to good work, bonus and higher wages.
Costing helpstheinvestors, bankers, lenders and shareholders in eval uating the past
profitability and future prospects of the company. It ultimately benefitsthe economic
development of the country as a whole because of efficiency inindustrial operations,
effective mobilisation of resources, balanced utilisation of funds and timely
achievement of targets.

Check Your ProgressB

‘1) Give four main objects of costing.

B) oo OO OOV

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

i) Cost Accounting Can .................... the future cost of production
a) ascertain [
b) forecast,
c) analyse
d) estimate

ii) Cost Accounting givés information to the management for the purpbse of
2) employees welfare
b) decisions
s) efficiency
d) profitability

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

a) published
. b) statutory

c) interna
d) taxation

iv) Costingishased on.................... figures.*
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 principlesand procedures of costing, therefore. have !
to be applied in each organisation according to its own characteristics and !
environment. In other words, it isonly aproperly designed system of costing suitable

to the organisation which can help its successful operation.



Before introducing asystem of costing, it would be advisable to conduct a preliminary
investigation to assess the exact requirements of the businessin 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;

ii1) the process of costing designed for the organisation is compact and goesinto
meaningful details only;

iv) the procedure is simple and economical to operate; and

V) thesystemisabletogenerate periodical reportsto variouslevelsof 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 ingtituting a system of cost

control, or for both.
2) What are the practical difficultiesin the process of introduction of the system?

1.7.1 Possible Difficulties

Wemust be conscious of the difficultiesin introducing the system of costingand that
they have to be overcome. These difficulties usually are :

1) Inadequatesupport 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 costsinvolved in the process of installation.

1.7.2 Factorsto be Considered

Thefollowing factors should be considered before the installation of a system of
costing :

1) Ohbjective 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 labour

10) Natureof 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 Successof 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 Scope

1
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2) Itissimpleand easy to operate. For this purpose, standard formsshould 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) Itisclosely 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) Thereis considerable amount of flexibility in the system so 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
thedesired results. Much depends upon the manner in which the system operatesso
as to derive its best advantage.

Check Your Progress C

1) Statefour major factors which you will take into account for installation of a
costing system in an organisation.

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

competitorsof the business. Yes/No
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 isa standard system of costing which suits all

types of organisations. Yes/No,
v) The cost of the costing system should be justified by the

benefits derived from the system. Yes/No
vi) The costing system should be independent of the

financial accounting system. Yes/No

1.8 LET USSUM 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 Nature and Scope '
ascertainment and control of costs as well as the presentation of information for

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 manageria

use. Cost Accountingdiffersfrom Financial Accountingin respectsof (i) theinterests

it serves, (ii) the objectivesto be achieved, (iii) analysis of cost and profit, (iv) mode

of presenting information, and (v) the periodicity of reporting.

For installation of acosting 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,
(i) it isintroduced gradually, (iv) it provides the necessary information promptly
and regularly, (v) it iseconomical, and (vi) it is flexible.

1.9 KEY WORDS

Allocation : Distribution of expenditure among various cost centres.

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 : Expenseswhich do not increaseor decrease with achangein volume
o 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 haveto 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 previousexperience
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
\

A 3 (a) Wages (b) Cloth (c) Buttons (d) Package
4 (i) True (i) False (iii) True - (iv) Fase
(v) True (vi) True
B 1 (@) Cost ascertainment (b) Cost control
(c) Fixation of prices (d) Providing data for management decisions

3 ()d ()b (i)c (va Vc
C 3 (@) No (i) No (i) Yes (iv) No (v) Yes (vi) No

1.11 TERMINAL QUESTIONS

1) Why do we need an effective system of cost accounting in a business enterprise? 13
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2
3
4)
5
6)

7)

8)

Define 'Cost Accounting'. State its main objects.

State the importance of costing in a modern economy.

Differentiate between Cgst Accounting and Financia Accounting.

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

How can you instal asystem of costing in abiscuit producing factory? What are
the possible difficultiesin installing such system?

*"Financial Accounting procedures are generally designed to ascertain the
periodicprofit or loss, but there areimportant limitations and deficienciesin the
system.” Discuss.

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
answersfor them. But do not submit your answers to the University. These are

for your practice only.
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2.0 OBJECTIVES

After studying this unit, you should be able to :

e define the term cost

s explain the concepts d cost unit and cost centre

® cClassify costs

e describe the elements of cost

¢ 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.

L]

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 advantagesof installing
a costing system in an organisation. You learrit that costing is the technique and
process of ajcertaining costs. In order to understand this process, one must gain.
familiarity with certain conceptslikecost, 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 aso
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) adirect orindirect.expenditure, and (iii) itisrelated toa

. job, process, product or service. Examples of expenses which constitute cost arc :

15
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2
3
4)
5
6

7)

8)

Define 'Cost Accounting'. State its main objects.

State the importance o costing in a modern economy.

Differentiate between Cost Accountingand Financial Accounting.

What are the major advantages o Cost Accountingto a manufacturing concern?

How can youinstal asystem of costingin a biscuit producingfactory? What are
the possible difficultiesin installing such system?

"Financial Accounting procedures are generally designed to ascertain the
periodic profitor loss, but thereareimportant limitationsand deficienciesin the
system.’” Discuss.

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
answersfor them. But do not submit your answers to the University. These are

for your practice only.
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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

classify costs

describe the elements of cost

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.

¢ &8 O & o

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
process of adcertaining cost$. In order to understand this process, one must gain.
familiarity with certain conceptslikecost, cost unit, cost centre, classification of costs,
elementsof cost and componentsof total cost. Thisunit 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) adirect or'indirect.expenditure, and (iii) it isrelated toa
job, process, product or service. Examples of expenses which constitute cost arc :

15
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(a) materials, (b) labour, (c) factory overheads, (d) administrative overheads, and
(e) selling and distribution overheads.

Cost is a wide concept. It does not give an exact meaning unlessiit is properly
qualified. It isnecessary, therefore, that both who ascertain cost and who useitas a
base for certain decisions, interpret the meaing and contents of cost in asimilar
manner. The main characteristicsd cost are :

1) Theterm 'cost’ is not complete unlessit is fully identified with its nature and
category.

2) Costsdo not represent the same contents under every situation.

3) No cost istrue, exact or accurate. It is a flexible concept; it does not mean the
same thing under al circumstances.

4) Cost may be ascertained in different ways by different persons.
5) Costsvary with time, volume, firm, method or purpose.

Thuscost has nofixed, certain or definite meaning. Thismay change accordingtoits
interpretation and the manner in which, or the purpose for which, it is ascertained.
Cost must indicateits purpose and the conditions under which it iscomputed. 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 o goods produced or services performed.

Cost and Loss: You should beable to distinguish between the terms'cost” 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 aforeman during the period
of strike are not regarded as cost. These are examples of oss to the business.

23 CLASSFICATION OF COSTS

We often come acrossawide variety of costs. Unlesswe arefully familiar with their
meaning and utility, we may not be effective in their computation, anadysis
comparison and control.

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

2.3.1 Functional Classification

The most common classification of costs in a manufacturing establishment is on the
basi sof functions to which they rel ate because costs have to be ascertained for each

of these functions. On this basis, costs are classified into four categories :

(i) manufacturingcosts (production costs), (ii) administrative costs, (iii) selling costs,
and (iv) distribution costs.

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

Adminigtration Costs : Administrative costs include dl costs that are incurred for
general administration of the organisation and for the operational control. Some
examples of such costs are : 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 o the administrative costs.

Sdlling Costs: Selling costsare those costswhich areincurred in connection with the
sale of goods. Some examples of such costs are: cost of warehousing, advertising,
salesmen salaries, etc. . -
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Distribution Costs: Distribution costsare those costswhich areincurred on despatch Concept of Cost and Its
»f thefinished products to customer including transportation. Some examplesof such Ascertalnment
costs 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 materialsused and labour employed,
we can easily ascertain as to which product or job or process they relate. The same
thingisnot true of expenditurelikerent of the building whichisacommon cost for
various products manufactured in the factory and will have to be alocated to al
products on some rational basis.

Indirect Costs - Indirect costsrefer to those expenseswhich cannot beeasily identified
with a particular product, job or process. These are of a general, common or
collective nature which are to be alocated to various products manufactured in the
factory. Some examplesof such costsare: rent of thefactory building, salary of the
production manager,’ wages paid to chowkidar, etc. These costs have to be
apportioned among different products on some rational basis. These are known as
‘overheads' or 'oncosts' and can besubdivided intofactory overheads, administrative
overheads, selling and distribution overheads.

2.3.3 On the Bags of Variability

On this basis costs are classified into (i) fixed costs, (ii) variable costs, 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 unitsor 15,000 units
of aparticular product during a particular period, the rent of thefactory building or
sdary of the production manager will remain the same. Hence, the rent or saary is
regarded asfixed cost. It should, however, be noted that fixed costs do not remain
fixedfor all timesto come. They remain fixed only upto acertain 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 unitsof
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 remainsthe same i.e., Rs. 15 per unit. But, it is the
total cost of materials which changes becauseof the changein 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
repairsof machinery are the best examplesof such costs. Depreciation on machinery
iscaused partly by passage of time and partly by its usage. Hence, when production
isincreased 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 proportion 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 various levels of activity and also in various managerial
decisions,

Check Your Progress A

1) What do you mean by the term 'cost.

.........................................................................................................
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2) Distinguish between 'cost' and 'loss

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

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

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

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

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

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

i) The term 'cost' has a fixed, certain and definite meaning.
iii) Rent o afactory building is a variable cost.
iv) Salesmen salary is a fixed cost.

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

vi) Bad debts are selling costs.

24 COST UNIT

You know one of the main functions of costing isto ascertain cost per unit of output. -
This meansthat 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 service (e.g., cost of running a bus per kilometer).

Thus, a cost unit isa unit of product, service or time in terms of which costsare
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 should offer
conveniencein cost ascertainment. Secondly, it should be easier to associate expenses

with cost units. Thirdly, it should be according to the nature and practice of the
business.

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

Product/Activity Cogt Unit

Wire ' per metre

Power per kilowatt hour

Telephone per call

[ron per tonne/quintal

Transport per passenger per kilometer/
_ per kilogram per kilometer

Bricks per thousand

Cement per bag/per tonne

Paper per ream/per kilogram

Computer per hour

Printing per thousand impressions

Cars per car
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Pencils per dozen

Goald per gramme

Ship-building per ship

NursngHome per bed per day

25 COST CENTRE

A Cogt Centreis alocation, person or item of equipment (or group of these) for
which costs may be ascertained and used for the purposesaf cost control. In other
words, a cost centre may consist of either or a combination o the following :

LOCATION : Fac”iory, Office, Warehouse, Stores, Sales Depot, etc.
PERSON : Foreman, Salesman, Customer, etc.
EQUIPMENT : Machine, Car, Truck, Crane, €etc.

In fact, the entire organisation may be dividedinto specified cost centreswhich jointly
contribute to the total cost. Identification o cost centres helps usin

1) ascertaining the centre-wise costs,

2) comparing the centre-wise costs periodically,

3) finding out the mgjor trends of variance, and

4) applying the techniques of control to check undue, undesirableor unexpected
movementsin costs.

A cogt centre is a convenient unit o the organisation. It segregates operations, ’
demarcatesactivities, and distributes expenses. This helps in fixing responsibilities
for every cost centre.

Types of Cost Centres : Cost centres may be divided into the following four types :
1) Process Cogt Centre (based on sequence of operations)

2) Production Cost Centre (for regular production in afactory)

3) Operation Cost Centre (where variousoperationsareinvolved in the production
process)

4) Service Cost Centre (for activities supporting the main production)
Thus, identification or selection of cost centres depends on the nature and type of
industry,

Check Your ProgressB
1) Match the cost unit appropriate to the activity/product.

i) Transport a) per sq, centimeter
ii) House Construction b) perjob

iii) Furniture C) per contract

iv) Advertising d) per piece

v) NursingHome €) per ton kilometer
vi) lceCream f) per bed per day
vii) Shirt g) per kilogram

2) Define Cost Unit.

...........................................................................................................
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4) State the objectives of identifying cost centres.

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

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

2.6 ELEMENTSOF COST

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

2.6.1  Materials

The term 'materials refers to those commodities which are used as raw materids,
components; Or consumablesfor manufacturing a product. Materials can bedirect 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, tyresfor car are some examplesof 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 for converting material into finished product or for doing
variousodd jobsin the businessare known as'labour'. Labour can also bedirect or
indirect.

Direct Labour : The workers who are directly involved in the production o goods
areknownas'direct labour'. They may belabourers producing manually or workers
operating machinery. The wagespaid to such workersare known as'direct wages or
‘manufacturing wages.

Indirect Labour : The workers employed for carrying out tasks incidental to
production of goodsor those engaged for officework and selling and distribution
activitiesare known as'indirect labour'. The wagespaid to such workers are known
as 'indirect wages.

2.6.3 Expensss

All expenditure other than-material and labour are termed as 'expenses. Expenses
can also bedirect and indirect.

Direct Expenses: Other expenses which are incurred specifically for a particular
product, job or serviceare termed as 'direct expenses. Some examples o 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 and heating,
insurance are some'examplesof indirect expenses.

“he variouselements of cost have been presented in the form of achart in Figure 2.1
Figure 2.1 - Elementsaf Cost

Cost
]
|
I .
Materials Labour Expenses
Di reét Indirect Dirl Indlrcct Dir] Inarect

Overheads i i . 5 |
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asdirect costs are termed as'indirect costs. The three elementsdf indirect costsviz. , Ascertainment
indirect materials, indirect labour and indirect expenses are collectively known as

'‘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 : Categoriesof Overheads
Overheads

(Indi re<‘:t Costs)

Factory Overheads Office Ovcrhcads Sellingand Distribution
Ovcrheads
Indirect Indirect Indirect Indirect ' I
M aterialls Expenses Materials Expenses Niadériats Indirect
Aaterials Expenses
Indirect 1 dhec Indjrect
Labour Labour Labour

. Conversion Cost : The cost of converting raw materialsinto finished goodsis termed
as'conversion cost'. Thisincludesdirect wages, direct expenses and factory
overheads. -

2.7 .COM PONENTSOF TOTAL COST

Total cost of a product isthe combination of direct costs (al so known as prime cost)
and indirect costs (also known as overheads).

Thus, the two main components of total cost are : (1) PrimeCost. and (2) Overheads.
#Fhe prime cost which represents al direct costs, therefore, conssts of direct
materials, direct labour and other direct expenses. Overheads, on the othér hand,
L consigts of factory overheads, office overheads, and selling and distribution
! overheads?

| Total Cost Build Up
AIf we add various costs step by step, we get the following framework o total cost

build-up.

1) Direct Material + Direct Labour + Other Direct Expenses = PRIME COST

2) Prime Cost *+ Factory Overheads = WORKS COST .

3) Works Cost + Office and Administrative Overheads = COST OF
PRODUCTION

4) Cogt of Production + Selling and Distribution Overheads = TOTAL COST or
COST OF SALES R

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

Figure 2.3 : Total Cost Build-up

Direct Materials ‘
~Birect Labour Prime Cost

Other Direct Expenses Factory Cost
Factory - : Cost of
Overheads . Office . pProduction
Overheads Cost of
' Selling Sales

&
Distribution
Overhgads




Basic Concepts Thus, we get the following components o total cost:

1) Prime Cost (also known as Direct Cost or First Cost)
2) Works Cost (also known as Factory Cost)

3) Cogt of Production (also known as Office Cost)

4) Cogt of Sales

Check Your Progress C
1) Give four examplesof other direct expenses.

2) Give four examples d indirect expenses.

3) Distinguish between direct and indirect wages.

4) Fill in the blanks.
i) Direct Materials+ ...................... + Other Direct Expenses = Prime Cost

i) PrimeCost T ...ooovvvvvrernnnee, = Works Cost
iii) Works Cost + Office Overheads = ...........ccvevvenen.

iv) PrimeCost + .......cocviivinnnin, F o F o =
Cost of Saes

28 COST SHEET

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

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

Possibleinformation which may beincorporated into a cost sheet in accordancewith
the requirements of the business are :

1) Name o the product cost centre or cost unit

2) Period to which the statement relates

3) Output for the period

4) Detailsd various components o total cost
Item-wise cost per unit

6) Changesin stock position

7) Cost of goodssold

8) Profit or loss position

_Proforma of cost sheet isgiven in Figure 2.4.
Figure 24 : Proforma Of Cost Sheet

Ly COST SHEET O: ................................
o for themonth ending ......c..covvvvneenieiiiniiinnn.

Total Per Unit
Rs. Rs.

Raw MaterialsConsumed
Qpeni ng stock of raw materials
Add : Purchasesof raw materials

Less : Closingstock of raw materials
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Direct Labour
Other Direct Expenses

PRIME COST
Factory Overheads

WORKS COST

Office& Administrative Overheads

COST OF PRODUCTION

(oo units)
Add : Opening Stock of Finished Goods
(ceviriiiinn units)
Less: Closing Stock o Finished Goods
(oo units)
COST OFGOODS SOLD
(ceoriviranns units)

Sdling& Distribution Overheads

COST OFSALES
(covennninn units)
PROFIT (LOSS)

SALES/SELLING PRICE

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

Ilustration 1

From the following particulars of a manufacturing firm, prepare the Cost Sheet
showing (i) Prime Cost, (ii) Works Cost, (iii) Cost o Production, and (iv) Cost of

Sales.

Stock of materials on 1.1.1989
Purchase o Materials
Stock o finished goods on 1.1.1989 (5,000 units)

.Productive wages

Finished goods sold (1,74,000 units)

Works overheads

Officeexpenses

Sdling and Distribution expenses

Stock of materials on 31.12.1989

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

Solution

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

during the year,

Rs.
40,000
11,00,000
50,000
5,00,000
24,36,000
1,50,600
1,00,000

1,74,000.
1,40,000 -

. 60,000

Concept of Cost and Tt
Ascertainmen
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Closing Stock 6,000
Number of units sold 1,74,000
1,80,000
Less : Opening Stock __ 5,000
1,75,000

Number of units produced

COST SWEET

for the year ending 31.12.1989
Output : 1,75,000 units

Total Per Unit
Rs. Rs.
Raw Materials Consumed :
Opening Stock 40,000
Add : Purchases 11,00,000
11,40,000
Less: Closing Stock 140660 10,00,000
Direct Wages 5,00,000
Other Direct Expenses
PRIME COST 15,00,000
WorksOverheads 1,50,000
WORKSCOST 16,50,000
Office Overheads 1,00,000
COST OF PRODUCTION (1,75,000 units) 17,50,000 .10.00
Add : Opening Stock of Finished Goods (5,000 units) 50,000
Less: Closing Stock of Finished Goods (6,000 units) 18,00,000
" 60,000
Cost of Goods Sold (1,74,000 units) 17,40,000 10,00
Sdllingand Distribution Overheads 1,74,000 1.00
COST OFSALES 19,14,000 11.00 §
PROFIT 5,22,000 3.00
SALES 24,36,000 14.00

29 METHODSOF COSTING

Though, in dl cases, the basic principles and procedureof 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 summarised 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, stretchesover along period,
and is undertaken at different sites. Hence, each contract istreated 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.

Batch Costing : Where work-ordersare 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
asaseparate unit for purposesof costing. In such asituation, the method of costing
adopted is known as 'batch costing.' It isgeneraly used in industries like
pharmaceuticals, bakery, toy manufacturing, etc.

Unit Costing: Under thismethod costs are ascertained for convenient units of output.
1t appliesto products which are turned out by continuous manufacturing activity and
can be expressed in identical quantitative units. It issuitablefor industrieslike brick



making, mining, cement manufacturing, dairy, flour mills; etc. This method is also Concept of Costua;nd Its
Ascertainment

called 'Single Output Costing'.

Process Costing : In case of some industries, aproduct passesthrough 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 processand 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) istransferred
tofinishing process. Y arnand coarse cloth can also be sold to other textile mills which
may not have adequate spinning or weaving facilities. In such asituation, it becomes
necessary to ascertain the cost at each stage. This helps in comparing cost with the
market price as well asin cost control. The method employed for ascertaining the
cost at each stage of production istermed 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, thisis called 'Service Costing'.

Multiple Costing : Where a produce comprises many assembled parts (or
components) asin 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 useof different methods of costing for different componentsand soit is
known as 'multiple’ or ‘composite’ costing.

Uniform Cesting : The practice of using a common method of costing by a number
of firmsin the sameindustry isknown as'Uniform Costing'. Thus, it isnot a separate

method of costing. It smply refersto a common system using agreed concepts,
principlesand 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
(2) Process Costing. Theother methods discussed abovearesimply variants of these
two methods.

,Check Your ProgressD
4) Name the two basic methods of costing.

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

2) Which method of Costing would you recommend for the following industries?
i) ship-building
i) ToyMaking
i) Oil Refinery.
iv) Sugar v
v) BrickMaking = e
vi) Construction of Bridge i
vii) Road Transport s
viii) Furniture L

210 TYPESOF COSTING

While method of costing refersto 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 kﬂnown as techniques of costing) generally used are as follows :

t
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Marginal Costing : It refersto 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 costsinto account. It allocates only variable costs (direct
‘materials, direct labour, other direct expensesand variable overheads) toproduction
and is aso 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 refersto a system of cost accounting under which costs are
ascertained only afier they have been incurred. In other words, the accounting isdone
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 costswhichindicate the level of coststhat should be attained under agiven
set of operating conditions. The standard costs are compared periodically with the
actual costsand underlyingcausesfor 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' or 'absorption costing' may be employed and either 'actual costs
or 'standard costs may be adopted to ascertain and account for costs.

2111 LET US SUM UP

Cost ascertainment isan important process o accounting. Cost means an amount of
expenditure (actual or notional) incurred 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 term 'loss which refe s an
expenditure incurred without deriving any benefit therefrom.

Costscan beclassified in various ways. On the basisof functions to which they relate,
costs are classified into manufacturing costs, administrative 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 o their variability in
relation to nature of output, costscan be classifiedintofixed costs, variable costsand
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
costsare ascertained e.g., per kilogram, per dozen, per piece, etc. Cost centrerefers
to thedivisonaof organisation into convenient segments with defined responsibilities
to whichinitial alocation and apportionment of various costs can be made and which
can be used for the purpose o cost control. It can be a department, a person or an
item o equipment.

There are three basic elementsof cost : (i) materials, (ii) labour, and (iii) expenses.
They may be direct or indirect. Indirect costs including indirect materials, indirect
labour and indirect expenses are known as 'overheads. Overheads are usualy
classifiedinto 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 facilitate
control.

There are variousmethods 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 adopts the
method which suits the nature of its products and the technique of production used.
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Conversion Cost : Cost of converting materiasinto finished products. It includes
direct labour, direct expenses and factory overheads.

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

Cogt of Sales: Total cost of a product including selling and distribution expenses.
Cogt Unit : The quantity in terms of which the cost of a product is ascertained.
Prime Cost : Cost of direct expenses including those of materials and wages.

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

Standard Cost : A predetermined cost based on a technical estimate for material,
labour and overheadsfor aselected period of time and for prescribed set of worling
conditions.

Works Cost : Prime cost plus factory overheads.

213 ANSWERS TO CHECK YOUR PROGRESS

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

B 1 ()e (i) c (i) b (iv) a
Wf (vi) g (vii) d

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

D 2 (i) Contract Costing (i) Batch Costing
(i) ProcessCosting (iv) Process Costing
(v)  Unit Costing (vi) Contract Costing

(vii) Operating Costing (viii) Job Costing

2.14 TERMINAL QUESTIONS

1) Definethe term 'Cost Centre'. Analysetheimportance d selectingsuitablecost
centres.

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

3) "Costsmay 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 methodsof costing?State the industriesto which they can
be applied.

5) Statetliemain characteristicsdf thefollowingmethods of costing and indicatein
which industry each would be suitable :

a) Process Costing
b) Job Costing
©) Output Costing
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6) The following figurés relate to Rising Star Co. :

Rs.
Wages 3,000
Factory Expenses 4,000
Office Expenses 5,000
Materials 6,000
Sdling Expenses 3,000
Digtribution Expenses 3,000
Sales 24,000
Output 2,000 units
Number of unitsseld 1,500 units

You are required to compute :

a) Prime Cost

b) Works Cost

¢) Office Cost (Cost o Production)

d) Total Cost

e) Cost per unit

f) Profit during the period

g) Profit per unit

Answer : @) 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
answersfor them. But do not submit your answers to the University. These are for
your practice,only.
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3.0 OBJECTIVES

After studying this unit you should be able to:
a define and distinguish between direct and indirect materials

. o 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 theissue of material.

3.1 INTRODUCTION

Materia 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
issueof 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 materials
constitute an important component of the cost of production. They account for
nearly 60 per cent of the cost of production of alarge number of private and public
sector organisations. The materials can be divided into two categories: (1) Direct
materials, and (2) Indirect material's,

Thematerials which can easily beidentified and attributed to the individual units
are known as 'direct materials. These materialsform part of thefinished product.
Leather used in the mgnufacture of shoes and yarn required for the production of
cloth are examples of direct materials. Al costs which are incurred to obtain direct
materials are known as 'direct material cost'. Indirect materials, on the other hand,
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do not form part of the finished product and cannot be conveniently and accurately
allocated to a particular unit of product. Examplesd such materials are: consumable:
stores, cotton wasteand lubricating oils, required for the maintenance of machines,
ete. Costs associated with indirect materialsarc known as "indirect material costs

Thegrouping o materialsinto direct and indirect sometimes become a matter of
convenience. Materialsd smdl value which should actualy be termed as direct may
be treated asindirect for the sake d simplicity. For instance, in the manufacture of
shirts, the thread forms part of the shirts and hence should be classified as direct
materials. But, considering the time and expense involved in measuring the thread
required for each shirt, it is desirablethat the cost of thread be treated as indirect
material cost. Similarly in the manufacture of shoes, the cost of nails used is treated

as indirect material cost.

3.3 MATERIAL CONTROL

Asstated earlier, materials constitute an important part of the cost of productiond a
product. It is therefore, important to keep a strict control over the cost of materias.
Any savings made in the cost of materia ?will go along way in reducing the cost of
production and improving the profitability of the concern. It is essential to keep a
proper control over materialsand supplies from the time orders for materialsare
placed with thesuppliers until they have been consumed. Proper control of material
can makeasubstantial contribution to the efficiency of a business.

3.3.1 Definition

Materia 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 asto maintain
an even flow of production without excessiveinvestment in material stock. Thus,
materials control involves control of threeimportant functions viz., procurement,
storage and usage. It has been rightly pointed out that just as the handling of cashis
of utmost important in the cased a non-manufacturing business, an efficient
handling o materialsisof vitd importancein thacase of a manufacturing business.

332 Objectives
Thefollowing are the main objectivesd materia control.

1) Thereshould be a continuous availability o all types of materialsin the factory
so that production may not be help up for want of any material.

2) Over stocking of materialsshould be avoided. By doing so the variouslosses
caused by overstockingcan be avoided.

3) Materialsshould be purchased on the most favourable terms. This helpsin
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 materialsshould be of the right quality consistent with the standards
prescribed in respect of the finished'product.

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

6) The management should'be frequently provided with-information regarding the
cost of materials and the availability d stock.

3.3.3 Advantages

The main advantages of a good system o materia control are asfollows.

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

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

3) It considerably reduces the cost of storageand issuing of materials.

4) It eliminates wastageand |oss of materials arising on account of spoilage,
filferage, theft, etc. [
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5) Itisimmensdy helpful in introducing the system o perpetual inventory control e

by which accurate ascertainment and valuation of closing stock are facilitated.

6) It ensures the purchase of materiasat reasonablg prices.

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

3.3.4 Basic Requirements

Materialscontrol extends to all spheres of materials management viz., buying,
receiving, inspection, storage consumption and accounting. Thefollowingare the
basic requirements o a good system of materialscontrol.

1) There should be proper co-ordination of al departments which areinvolved in
the purchasing, receiving, testing, approving, storage of materials and payment of

price.
2) The purchase of materials should be centralised.

3) Proper forms should be used with regard to receipt, issueand transfer of
materialsfrom one job to another.

4) There should be a budget for materialsand suppliesso that economy in
purchasing and use of materialsis realised.

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

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

7) Thereshould beasystem of perpetual inventory so that it is possibleto find out
the quantity and value of materialsin stock a 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) Thereshould bea proper system for the issue of materialsso that there will be
ddivery of materials on requisition to the department, processesor jobsin the

right quantity and at the moment they are needed.

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

Check Your Progress A
1) Sdect the correct answer in each of thefollowing cases:
i) In most of the industries, the most important element of cost is
a) Materia
b) Labour
¢) Overheads
ii) Direct material isa
a) Fixed cost
b) Variablecost
C¢) Semi-variablecost
iii) Direct material isa
a) Manufacturing cost
b) Administration cost
c) Selling and distribution cost
d) Any of the above
iv) Which of thefollowingitemsaf cost should not be treated as direct material

a) Electricity representing 90% o thetotal cost

b) Sand paper used in production

€) Thread used in stitching garments

d) Al of theabove o o 7
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2) Define materialscontrol.

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

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

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

........................................................................
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3.4 PURCHASE PROCEDURE

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

Keeping in view the size and the requirementsd an organisation. T hefunction of
purchasing can be either centralised or decentralised. Let usstudy these two systems

in detail.

3.4.1 Centralised Purchasing

Under centralised purchasing purchases are made at one central point for thewhole
organisation and from that central point materials are issued to respective
departments or jobs as and when reguired. In other words, ¢antralisation of
purchasing refers to the placement o authority for the whole purchasing functionin .
the purchasing department headed by the purchase manager. In medium sized and
big companies purchasing function is generally centralised.

Advantages

1) Centralised purchasing brings about economies in purchasing. Higher trade
discount or economies in transport can be obtained because the quantity
involved will be large.

2) Thebuying gtaff concentrates on purchasesalone and develops specialised
knowledgeand skill leading to expert and economical buying.

3) Ittnsures consistent policy with regard to purchases. It avoids haphazard buying
and the consequent effect on thefinancesof the concern.

4) Centralised purchasing facilitatesthe maintenanced one complete set if records
for"purchase transactions which enables the management to exercise a better and

effectivecontrol over purchases.

5) It relieves the departmental heads o the responsibility of procuring variety of \
materials. They can thus concentrate on the functions assigned to them.

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

Disadvantages
1) The procedure adopted for the purchase of materials is less flexible which may
cause undue delaysin obtaining supplies.

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

3) Thereare chances of misunderstandingbetween the department which requires

the material and the purchasing department with the result that wrong purchase
d material can be made. R



3.4.2 Decentralised Purchasing

Decentralised purchasing is the reverse of centralised purchasing. Each department
makesitsown purchases. Decentralised purchasing isaso known as'localised
purchasing'.

Advantages

1) ltisquiteflexibleand can bequickly adjusted in accordance with the changed
requirementsd a particular plant.

2} Incased emergency, localised purchasingis best suited and purchasescan be
procured more quickly.

3) Technical requirementsof each plant can be ascertained.

Disadvantages
1) Ascompared to centralised buying, it offerslesser economy in purchasing.

2) There are problemsof co-ordination among variousdepartments of the
organisation and it usually leads to unplanned buying.

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

After andysing the meritsand demeritsof both the systems, it can besaid that
centralised purchasing is decidedly better than decentralised purchasing. However,
neither of them isconsidered whally satisfactory in the case of al types of concerns.
Centralised purchasing is eminently suited to a concern operating only one plant. It is
aso suitable for a concern operating two or more plantslocated not far away from
one another and producing more or less homogeneousproducts. However, a
manufacturingconcern which operates several branches or factoriesat different
places and manufacturesdifferent products requiring different types of materials, can
have decentralised purchasing and different factories can meet their requirements by
making purchasesin the local markets.

' 3.4.3 Steps Involved in Purchase

Although the details o the purchase procedure may veery with individual concerns,

. thefollowing.are the varioussteps which are usualy followed in connection with the

purchaseof materials.

1 Purchase Requisition

A form known as.‘purchase requisition’ iscommonly used as aformal 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 arecord of the description and quantity of materialsrequired.

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 isreduced to re-order leve,
i.e., thelevel when the order for replenishment should be placed. The requisition is
approved by an executive.

: Purchase requisitionsare generﬂly prepared in triplicate. The original copy issent to

the purchase department, the record is retained by the storekeeper or the executive
initiating the purchase requisitionand the third copy is sent to the costing
department.

The purchase requisition containsthe requisition number, date, department, code
number, description and quantity o materialsrequired, signature of the person
initiating the requisition and signaturedf one or more executivesapproving the
purchaserequisition.

Specim‘en_ form of purchas‘e‘;rcquis_ition isgivenin Figure 3.1.

Procurement, Storage and
Issue
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Figure 3.1: Specimen of Purchase Requisition
PURCHASE REQUISITION

NO...cov.mt [DF: (= SR
Date by which materials are
required .....ccovinn
Serial No. Description Code No. Quantity Remarks
T
Requested by ........... Checked by «oeveene Approved by s

2 Sdecting the Supplier

Having decided to purchasethe material, the purchase department invites tenders or
quotations for the supply of materids. On receipt of the quotations from the
suppliers, acomparative statement known as ‘schédule of quotations' should be
prepared so that a suitable supplier may be selected. N

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 placethe order and in doing so he must consider such factors as price,
quality, time of delivery, dependability of the supplier, discount, credit facility, terms
o payment, etc.

The specimen d the comparative statement of quotationsis given in Figure 3.2
Figure 32: Specimen of Schedule of Quotations
COMPARATIVESTATEMFNT OF QUOTATIONS

Tender NO. .ovviiniias

Materid ............. Date ...
Serial Nameof the |  Quantity Rate Termsof Time of Remarks
No. supplier delivery delivery

Purchasing clerk Purchase Officer

3 Purchase Order

After choosing the supplier, the purchase department prepares a purchase order for
the supply o stores. The order is the written authorisation to the supplier to supply
the particular material or materials. The'purchase order is an important document
not only from the legal point of view, but from the accounting point of,view also. It is
the evidence of the contract between the buyer and the supplier that bi nds both the
buyer-and the supplier to the terms under- which the order is placed..It aso gives
authority to the receiving department to receivethe materials ordered for and to the
account department to accept the hill from the supplier for payment.

The purchase order should contain such particulars as date, name and address of the
supplier, description and specification o the material, quantity ordered, date, time ,
and place of delivery, price, terins of payment, transport charges, packing and

shipping instructions, the name and address o the buyer, and the signature o the
purchase manager.

. The number of copiesaf the purchase order depends upon the size of the

organisation. A large concern usudly issuesfive copies. Of these the original copy is |
sent to the supplier, the second to the receiving department, third to the department
initiating the purchase requisition, the fourth to the accountsdepartment and the fifth
copy is retained in the purchasedepartment. The copy retained in the purchase
department is used to check the progressdf the order and to ensure that the

delivery promisg's are adhered to.

A specimen of the purchase order isgiven in Figure 33,



Figure 3.3: Specimen o Purchase Order
PURCHASE ORDER

.......................... Requisition No.

(Name and address of supplier)

Please supply the following items in accordance with the terms and conditions mentioned hercin.

Item No. Description . Quantity Code No. Price Totd Remarks

1

Packing and despatching inStructions ...
DiSCOUNE +vrverievvesreriennens
Terms of payment .....ccoccmineeninns

Condition regarding empties «......ceveevvinns
Exciseduty and salestax .....c...ceeciniennns

For X Y Z Co. Ltd.

(Signature)
Chief Purchasing Officer

4 Receiving and Inspection o Materials
The receiving department is responsiblefor taking delivery of packagesand to get a
physicd verification of the contents. When the packages arereceived, the regeiving
officia getsthem opened and makes a detailed verification of the contents. After the
contentsdf the packages have been checked, the detailsdf the materias received are
entered in a Goods Received Note. Five copiesaf the note are prepared. One copy is
kept by the receiving department while the remaining copies are routed to the
purchasedepartment, the department originating the purchaserequisition, the stores
department, and the accounts department.

Theform of the Goods Received Noteisgiven in Figure 3.4.

Figure 34 : Specimen of Goods Received Note
GOODS RECEIVED NOTE

Supplier's name ......ccovvieines G.R. No......
Purchaseorder NO. ...cccovviniinninnn Date reevvenens

* Item No. Description Code No, |Quantity ordered | Quantity received|Amount| Remarks
Received by v Inspected by vvviuiianss
Storekeeper «vo..oveiiinm v

Storesledger posted by ...... s

Where the factory hasa separate inspection department, its nai n function is confined
to testing the materia received, for quality and specifications. The engineer or the
chemist may be called to check the quality of the materials. Heisto ensure that the .
quality isaccording to the purchase order. After checking the quality of the materials,
the department will submit a report asto the quality and if some of the materials are

Procurement, Storage and
Issue
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rejected, the reasons therefore. An unfavouable inspection report is utilised by the-
purchasing department in obtaining adjustmentsor an authority for the return of
goodsto the vendor. Thisforms the bassfor' theissued a debit note.

5 Checking and Passiug of Billsfor Payment

Invoice is the document giving detailsof goods supplied and the amount to be paid.
Invoicereceived 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 isequally necessary to check extensionsand totals.

1f the contents of the invoiceare 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
invoiceis 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 thestores department.

iii) Original copy of the purchase order issent to the supplier.

iv) Goods received note is prepared by goods receiving department.

v) Payment of the invoiceis made by the purchase department.

2) Lig thestepsinvolved in purchase of materials.

.............................................................................................................................................
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.............................................................................................................................................
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35 STORAGE OF MATERIALS

After the purchase, receipt and inspection of materials, the next most important step
in the processof material control is concerned with' the storage d materials which is
termed as 'storekeeping’, Storekeeping isthat aspect of material control whichis
concerned with the physical storage of goods. For carrying the task of storekeeping,a
separate stores department under, the chargeof astorekeeper'is set up. The
storekeeper should have the technical knowledgeand experiencein stores routine
and the ability of organising variogs activitiesrelating to the storage of goods. An
efficient system of storekeeping should:

1) . Ensure uninterrupted supply of materialsand stores without delay to various
production and service departments 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.

5) Ensure an effective utilisation of available storage space and workersengaged in
the process of storekeeping.

6) Develop asystem o providing necessary information about the material items
in the stores as and when required.

351 Functions of Storekeeping
The following functions are performed by the stores department:

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

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

3) Maintain proper record o receipt, issueand balanced dl items dof materials,
and check the bin card balances with the physical quantitiesin the bins.

4) Placingand arranging materialsreceived a proper and appropriate placesand
adhering to the golden principle of storekeeping, i.e., a-place for everything and
everythingin its place.

5) Issuestores, against proper authorisation, in right quantity of right specification,
and at the right time.
6) Minimising the storage handling and maintaining costs.

7) Ensuring that the stocks neither exceed the maximum level nor go below the
minimum level at any point o time.

8) Preventingthe entry of unauthorised personsinto the stores.
9) Co-ordination and supervision of staff in the stores department.

10) Carrying out a regular review o the itemsdf storesin hand for locatingdow
moving and non-moving items so that-the necessary steps may be taken for their
disposal before they become obsolete.

352 Location and Lay-out of Stores

Thelocation of stores department should be undertaken very carefully. The
management should keep in mind various important considerationsbefore 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 sametime,
there should be an easy access to all other departments o the factory, roads, railways
sding and wharf.

Proper lay-out of storesisalso of vita importance. Lay-out refersto theinterna
arrangement or placement of materialsinside the stores. It amsat 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 spacesare known as bins.
For every kind of material a binisallotted. All binsshould be serialy numbered.

Thestores department should be equipped with racks, shelves, boxes crates, barrels,
drums, cylinders and other receptaclesfor storing the differentitems. The receptacles
should be arranged in such away as to make the fullest utilisation of available space.
At the same time, they should be easily accessible. Enough space shaxtd be provided

.for the movement of trucks, conveyors, liftsand other mechanica devices.

A proper location and lay-out would ensure economy in materialshandling,
transportation costs, minimise wastage, ensure effective supervision and control.

353 Issue of Materials

All itemsin stores are meant issuance to various production departments. The
procedure for the issue of material iS normaily laid down by the management.

Procurement, Storage and
issue
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The storekeeper should not issue the materials unless a properly authourised material
requi sition 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
departmé'nt and the third copy is retained by the requisitioning department for its
own reference. On receipt d the materialsrequisition, the storekeeper issuesthe
necessary materials against the signatures of the person receiving the materials. One
of the copies of the materials requisitionis used by the storekeeper for making the
necessary entries in the bin card. The othex copy issent to the costing officefor .
pricing the issues and making the necessary entriesin the stores ledger.

A specimen o the materials requisition isgiven in Figure 3.5

Figure 3.5: Specimen of Materials Requisition
MATERIALS REQUISITION

Department .............. SOV Serial NO. v
o] o 11 Lo IO Date .....cococcnieniinriioniecinn
Quantity Description Code No. |Bin card No. | Storesledger folio No. | Rate | Amount
Authorised by wooennenesnnnnnnene Received by .....c...ocoovviiiiiinnn,
Storekeeper's Signature ....oouvveseresseens Checked by .ccovvviiiiiiinnninn

You will noticein the above specimen o materials requisition that it contains
information regarding the date, requisition number, description, quantity o the
material, name or job order number or work order number or process on which
materia is to be used, and the signatures o the person receiving the materials. The
entriesin the raté and amount columnsof the requisition dip are made by the costing
office.

Bill & materials

Materia 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 timeor if the materialsare not availablein stock. The use of the
bill of materials overcomes dl these difficulties.

A hill of materialsis astandard list (also called specification list) of al 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 asa substitute for materials
requisition. It provides advanceintimation to the storekeeper about the requirements
of different jobsor work orders.

The bill of materials serves the following purposes:

1) The clerical work involved in preparing a number of requisitions is
considerabably reduced and thereiseconomy in the use of stationery.

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

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

4) It may aso be used as an authorisation for procurement of materialsif these are
not availablein stock. Thusit eliminatesthe need for the issue of purchase -
requisitionsfor procuring materials not availablein stock.

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

6) The procurement and issueof materials can be planned in advance to avoid
delaysin-production and ddliveries.



3.5.4 Treatment of Surplus Materials Procurement, Storage and

Issue

Sometimes materials may beissued in excessof the requirement for a particular job
or work order. Thismay be done either to facilitateconvenient handling or
sometimes it may not be possibleaways to ascertain exactly the quantity of material
that will be required. This would result in a surplusof material at the work site. We
can dispose of the surplusin two days. We can either return the surplus material to
the stores or transfer the miaterial to some other job or jobs where those materias
have been requisitioned.

Return of Materials: The document used for return of excessmaterialsto the stores
is known as'materials returned mete’ or 'shop credit note'. The form of the
materials returned note is similar to that of material requisitiondip. But to
distinguish between the two, forms of different coloursare generaly used. The
materials returned noteis prepared in duplicate. One copy is retained by the
department returning the material and the other copy is kept by the storekeeper who
getsit along with the material returned. The materials returned note is forwarded to
the cogting office where the necessary credit for value o materials returned is given
to the particular job.

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

Y ou should note that the direct transfer of material from one job to another is
undesirableand should be discouraged asfar as possible. It is, however, justified
when an urgent job has to be completed and it is necessary to appropriate the surplus
materialsin 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, al
such transfer of materials must beaccompanied by aMaterials Transder Note which
issigned by the foreman of the sending and receiving departments and forwarded to
the cogting office where the necessary adjustments shall be madein the respectivejob
accounts. If a transfer of the material is made without the knowledge of the costing
office, it Wl result in excess debit to one job and lower debit to another. Assuch the
true costs o jobs cannot be ascertained and cost comparison would be mideading.

- Chedk Your ProgressC

1) Fill inthe blanksin thefollowigg.
) e items should be stored as near as possible to the department requiring

i) Materialsshould beissued by the storekeeper againgt .........

iii) A ligt of all materialsand parts required for a particular jobiscaled .........

V) isa document which records the return of unused materials.

V) ...con. isa-document on which is recorded the transfer of materialsfrom one
job or department to another.

2) Ligt any three functions of store keeping.

T DT PP P LT T LT T T T R T PP e P T T TP P P Ty PP PP Y PR PP TYSPPT P PRI
..............................................................................................................................................
.............................................................................................................................................
.............................................................................................................................................

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

3.6 LET USSUM UP

Materialsare divided into two broad categories: direct and indirect. Direct materials
can be easily identified with the finished product whereasindirect materialscannot be 15
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0 identified. However, sometimes materialsof small value, though forming part of
the finished product are treated asindirect for the sake of simplicity.

Since materials constitute an important part of the cost & production, it-is important
tokeep a proper control over themfromthetime orders for materials are placed
with the suppliers until they have t2en consumed. Proper control over material can
make a significant contribution to the efficiency of business. Materials control
involves the control over the procurement, storage and usage of materials.

The responsibility for the purchase of materialsis entrusted to a separate purchase
department under the charge of a purchase manager. The purchase function may be
centralised or decentralised. Centralised buying isdecidedly better than the
decentralised buying dueto relativemeritsof the former over thelatter. However,
neither of them can be considered as wholly satisfactory in the case of al types of
concerns; The purchasedepartment adopts a standard procedure for the purchase of
materials. It involves(i) receiving purchase requisition (ii) inviting quotations (iii)
(iil) selecting the supplier, (iv) placing the order, (v) receiving the materials and
transferring them to stores, and (vi) passing bills for payment.

Storageisthe art of preservingraw materialsand finished goodsin the storesin the
best possible manner. The stores department should be located as near as possible to
the goods receiving department. It should have facilitiesfor the storage of al types of
goodsin such a manner so as to avoid the possibility of lossin storage. The issue of
materialsfrom stores should be on the bass of properly authorised materials
requisition dip. Surplus materialsissued to a job may either be returned to stores or
transferred to some other job where the same materialsare required. Accordingly,
the shop will prepare the materials returned note or the materias transfer note.

37 KEY WORDS

Bill o Materials: A standard list of materials and components required for a
particular work order.

Centralised Purchasing : Purchase d materialsby 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 functionsof procurement, storage and usage of
materials in such a way asto maintain an even flow of materials to production and
avoid excessiveinvestment in stock of materials.

Materials 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 materialsfrom one
job to another.

Purchase Order : A request made by the purchaser to asupplier to deliver certain
goods o requisitequality and quantity at the terms and conditions agreed upon.

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

Storekeeping : Function of maintaining stores.

3.8 ANSWERSTO CHECK YOUR PROGRESS
' 5
A 1 i)a )b iija ind . . ’



B 1 i)Fase ii)False iii)True iv)True v)False Procurement, Storage and

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

3.9 TERMINAL 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.
3) What are the important requirements of an efficient system of materia control?
4) Distinguish between centralised purchasing and decentralised purchasing.

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

6) What isa Goods Received Note? Give its specimen form and state the purpose it
Serves.

7) Describe the functions of the stores department.
8) State the procedure for the issue of materials.

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

10) Under what circumstances should surplus material be transferred to-another job?

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




UNIT 4 INVENTORY CONTROL

Structure

4.0  Objectives
4.1  Introduction
4.2  Meaning and Objectives of Inventory Control

421 Meaning
4.2.2 Objectives
4.3 Techniques of Inventory Control
4,3.1 ABC Andyss
432 Stock Leves
4.33  Re-Order Quantity
434  Stores Records
435  Perpetual Inventory Sysem
4.3.6 Inventory Turnover Ratio
4.4 LetUsSum Up
4.5 Key Words
4.6  AnswersTo Check Your Progress }

477  Termina Questions/Exercises

4.0 OBJECTIVES

After studying this unit, you should be able to:

e define theterm inventory control and Lig its objectives

e enumerate the various techniques o inventory control

¢ explain the various stock levels, and the methods of their calculation

e define the term ordering quantity and list the factors on which it depends

¢ explain the record maintained by the store keeper and the costing department

¢ define perpetua inventory system and explain its advantages

» determine the stock turnover ratio to determine the fast and slow moving stocks.

4.1 INTRODUCTION |

Y ou have learnt that inventories constitute a significant part of the total production
cost o a product. An inadequate stock of inventory leadsto 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 capital resultsin
losses due to deterioration and obsolescence of products. Thus, control d inventory
will goalong way in reducing the cost of production and improving the profitability
o aconcern. In this unit you will study the various methods by which a firm exercises
proper control over inventories and avoids lossesarising from understocking and
overstocking of materials.

4.2 MEANING 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 isto obtain
maximum iaventory turnover with sufficient stock to meet al requirements. The
guantum of inventory to be kept is decided after taking into consideration the
availability of finance, the quantum of discount alowed, the cost of storage and
storage space available etc. P




422 Objectives

The main objectivesof inventory control are asfollows:

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

ii) To avoid excessiveinvestment in inventory and consequently reducing carrying
costs

iii) To keep ,surplusand obsolete items to the minimum

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

4.3 TECHNIQUES OF INVENTORY CONTROL

Thefollowing are the common techniques of inventory control:
1) ABC anaysis

2) Setting of various stock levels

3) Economic order quantity

4) Use of perpetual inventory recordsand continuous stock verification

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

4.3.1 ABC Analyss

For the purpose of exercising selective control over materials, manufacturing
concerns find it useful to divide materials into three categories. An anaysisof 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 number) will account for a
substantial portion of about 70 per cent of total consumption value. Similarly, alarge
.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
fal those items the percentage number of which is more or leds equal to their
consumption value. Iltems in the top category are treated as'A’' items, itemsin the
bottom category are called as'C' category items and the items that lie between the
top and the bottom are called ‘B’ category items. Such an analysisof materialsis
known as'ABC analysis or 'Proportional parts value anaysis.

Thelogic behind this kind of anlaysisis that the management should study each item
o stock in terms of its usage, lead time, technical or other problemsand its relative
money value in the total investment in inventories. Critical i.e., high value items
deserve very close attention and low value items need to be devoted minimum
expense and effort in the task of controlling iventories.

The material manager by concentrating on 'A' classitems is able to control
inventories and show visible results in ashort span o time. By controlling ‘A" items
and doing a proper inventory analysis, obsolete stocks are automatically pinpointcd.
ABC analysisalso helpsin reducing the clerical costs and resultsin 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.

. Thefollowing steps will explain to you the classification of theitemsinto A, B and C

categories.

1) Calculate theunit cost and the usage of each material over agiven period.

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

3) \Iﬂﬁjgut al theitems by rupee annual issuesand arrange them in the descending

4)  Accumulate value and add up number of items and calculate percentage on total
inventory in value and in number.

Inventory Conirol
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5) Draw acurveof percentageitems and percentagevalue.
6) Mark off framthe curvetherationa limitsof A,B and C categories.

Thegraphical representation of ABC andysisisshownin Figure 4.1.
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Check Your Progress A
1) Indicate whether the following statementsare Truecr False:

i) InABC analysis'A’ group of itemsconsist of those inaterials
thevlauedf which is not high but which are used in large quantities .............

i) ABC analysisis based on the principleof management by
exception. e

1% 30% oo,

Percentape ot total Quantity

Figure 4.1: ABC Analysis

2) Define Inventory Control.

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

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

3) List themain objectsd inventory control.
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4.3.2 Stock Levels

You know that the maintenance of proper stock of each item of storesisone of the
main functions of stores department. If large quantity of storesis maintained it would
lead to hugeinvestment, large space coverage, dangers of deterioration in quality,
etc. On the other hand, less stock will result in frequent purchases, higher costs, |oss
of production etc. It implies that thereis dwaysalimit to the minimum and
maximum quantity of materialsin stores.



In order to ensure that the optimum quantity of material is purchased and stored,
neither more nor less, the storekeeper applies scientific techniqued material
management. Fixation of certain levelsfor each item of materialsis one of such
techniques. Thefollowing levels are generaly fixed:

1) Minimumstock level
2) Maximum stock level
3) Re-ordering level

4) Danger level

Re-ordering level

Y ou should know theleve at which the storekeeper will initiatethe requisitionfor
the purchase of materials for fresh supplies. Thislevd isreferred to as're-order leve!'
or 'ordering level'. Thislevel normaly lies between the naxi numand minimum
stock levd. Thisleve will usually be higher than the minimum stock level to cover
for emergenciesas abnormal usage of material or unexpected delay in ddivery of
fresh supplies. The fixation o thislevel normally takesinto considerationthe lead
'time (period d supply or re-order period), rate of consumption and the economic

ordering quantity.

Re-ordering levd can be calculated according to any one o thefollowingformulas:

Re-order level = Maximum consumption X Maximum
re-order period
OR

Re-order level = Minimum level *+ consumptionduring
the time required to get fresh ddiveries

Thefollowingillustrations 1 and 2 will explain to you the calculation of the re-order
levd.

Tlustration 1

Calculatethe re-order level from the following information:

Maximum consumption = 400 units per week

Minimum consumption = 250 units per wesk

Re-order period =  4t06 weeks

Solution

Re-order level =  Maximum consumption X Maximum
re-order period

= 400 % 6 = 2,400 units

[lustration 2

Find out the order level from thefollowing information:

Maximum stock = 2,500 units

Minimum stock = 1,000 units

Timerequired for receivingthe material = 10 days

Daily consumption,d material =+ 50 units

Solution

Re-order level = Minimum stock level + consumption
during the period required for fresh
delivery

=  1000t50x10
= 10007% 500 = 1,500 units
Minimum S ock level

Minimum stock level points to thelevel of an.item of material below which the stock
in hand isnot normally allowed to fal. In other words, it refers to the minimum

| quantity of a particular item of materials which must be keét instoresat dl times.

Inventory Control
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This limit isfixed so asto avoid the possibility of suspension of production due to
shortage of material. In fixing this level the followingimportant factors, among others

are taken into consideration:

i) . Lead time i.e., time lag between indenting and receiving of material
ii) Rate of consumption of material during the lead time

iil) 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.

[llustration 3

Calculate the minimum stock level from the fallowing data:

Net normal consumption = 400 units per week

Normal re-order period = 5weeks

Re-order leve = 3,500 units

Minimum stock level =  Re-order level—(Normal consumption X

Normal re-order period)
& 3,500 — (400 5)
= 3,500 — 2.000 = 1,500 units
Maximum stock level
It isthat quantity of material above which the stock of any item should not be

allowed to exceed. The main object o fixing the maximum stock level isto avoid
undue investment in stock and to use the working capital in a proper way.

Maximum stock leve isfixed by taking into consideration the following factors:

1) Amount of working capital available

2) Normal rate of consumption of materialsduring the lead time
3) Time necessary to obtain deliveries

4) Availability of storage space

5) Economic ordering quantity

6) Cost d carrying the inventory

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

8) Extent to which price fluctuations may be important.

9) Possibility of change in fashion, habit etc., which may necessitate the changein
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
guantity — (Minimum consumption X

Minimum re-order period)

Danger level

Thisisgenerallyalevel below the minimum level. When stock reaches this level,
urgent action is needed for replenishment of stock. If no emergency steps are taken
to restock the materials, the stores will be completely exhausted and normal
production stopped. At thislevel no further issuesare made by the storekeeper
except on specia requisition approved by the works manager. Thelevel is generally
calculated by taking into account the time required to get the materials by the
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quickest possible means of transport i.e., minimum time required for obtaining
suppliesfrom any possible source. It is calculated as follows:

Danger level = Averageconsumption X Maximum
‘ re-order period for emergency
purchases

Average stock level
Average stock level is usualy calculated with the help of thefollowing formula:
J(Minimum stock level + Maximum stock level)

Depending upon the availability <f information average stock leve cah also be
calculated as follows:
Averagestock-level

1

Minimum stock level + 3 Re-order
quantity

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

[lustration 4

From the following information, calculate;
5) Re-ordering level

b) Minimum stock level

¢) Maximum stock level

Re-order quantity .= 30,000 units

Time required for delivery = 2-4 months
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) Mini mum stock level

Re-order level —(Normal consumption X Normal re-order period)

32,000 — (5,000 % 3)

32,000 — 15,000 = 17,000 units

2+4
2

i

NOTE: Normal re-order period = = 3 months

¢) Maximum stock level
= Re-order level + Re-order quantity — (Minimum consumption X Minimum
re-order period)
= 32,0007 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 sameis received the stock
level will not exceed the maximum stock to be carried at any point of time.

The re-order quantity is alsoreferred to as the economic order quantity. It is called
‘economic order qudntity’ (EOQ) because the purchase of thissize of materiasis
most economical. Purchase of material larger than the economicorder quantity of
material will result in increase in' the carrying cost. If on the other hand small
quantitiesof materials are purchased at frequent intervalsthe ordering cost will
increaseand will lead.to disruption in the production duet o inadequate inventory.
‘The economic order quantity isfixed at such alevel as to minimise the cost of

Inventory Control
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Materialsand Labour ordering and carrying the stock. It isthe size df the order which produces the lowest
cost of material ordered.

Carrying cogt includes the interest on investment,obsolescence |0sses, space costs,
storage chargessuch as warehouse rent, insurance, heating and lighting expenseson
stores staff, pilferage, breakageetc. The cost of ordering isindependent of thesizeof
the order and includes.cgsts due to extra purchasing, handling and transportation R
costs, higher price due to small'order quantities, frequent stock outs, resultingin
disruption of production schedules, overtime and extra set up time, loss of salesand

customer goodwill etc.

Theeconomic order quantity can be calculated by making use o thefollowing

formula
201
EOQ = V1
where EOQ = Economic order quantity
U= Annua usagein units
0= Cost of placing one order including the cost of receiving the
goods

| = Cost of carrying one unit of inventory for one year

Diagram representing the Economic Order Quantity is shown in Figure 4.2

oS

Costs (R‘sﬂ...)

<—Units —
Figure 4.2: Economic Order Quantity

- Assumptions in the calculation of economic order quantity
L The calculation d economic order quantity issubject to the following conditions:
1) The quantity of theitem to be consumed during a particular period is known.

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

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

4) Quantity ordered isdelivered immediately. The following illustration will explain
" to you the calculation of economic order quantity.

[llugtration 5
From the following particul ars calcul ate the economic order quantity

i
i
i
[
i
by
\i

‘ Annual usage = 6,000 units
Cost of the material per unit = Rs 250
E;', Cost of placingand receivingoneorder =  Rs. 15.00

24 Annual carryingcost o one unit =  20% d inventory value



Solution 2U0 Inventory Control
Economicorder quantity = J1I

U = 6, 000 units
O = Rs 1500 per unit
I = 20% of Rs. 2.50to Rs. 0.50

Substitutingthe vatues in the above formula
X X

poq = [ZX000XT5

_ 1,8U,00U

= J*G5ep =/3,60,000

= 600 units

Check Your Progress B
1) Indicate whether thefollowingstatementsare True or False: .

i) When maximum stock level isfixed, the
stock in hand should never exceed thislevel. e,

ii) Re-orderinglevel isawaysfixed some where
between maximum and minimum stock levels.

iif) Minimum stock level isthe level of materials
at which anew order for material istobeplaced. e

iv) Economicorder quantity isthe re-order quantity. e

2) How do you compute average stock level?

434 “Storeﬁ Records

In order to exercise proper control over materials, it is necessary to record the
physical movement of every item of materials. One of the main functionsof the
storekeeper isto maintain recordsfor receipts, issuesand balancesdf variousitems of
materials. Bincard and stores ledger are the two-important storesrecords that are
generally kept for making a record of the variousitems o stores.

Bin Card

A bin card provides a quantitative record of the receiptsissues and balance of
material. A bin isa place where the goods are stored. A bin may be a shelf, an
amirah, open space etc. depending upon the nature of the commodity. These cards
areusually-attached to or place near the bin so that receiptsand the issuesmay be
entered thereinas 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
onefor each item are prepared, treating the almirah astwo bins.

The bin card provides a continuous record of the’stock in each bin and assis the
storekeeper to control the stock. For each material the maximum stocks to be held _
are noted on the card. Wherethe materialsare of akind requiring advance ordering, 25
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an ordering level isdso indicated therein so that fresh suppliesmay pe ordered
before the minimum is reached. These cards also provide an independent check on
thestoresledger.

In large organisations, the storekeeper so maintains ‘store control cards whichare .
similar to bin.cards and are kept by him closeat hand. This obviatesthe difficultyd *
going to binsfor obtainingthe necessary information as and when required.

A specimen o thebin card is given in Figure4.3.

Figure 4.3 : Specimen of Bin Card

BIN CARD
N 11 PP T Maximum level ..., SOPPPP
DesCription «...c.oivveviiiniieinniis ) Minimum [eVel v e
BiNNO. ..o Ordering level ....coocvieiinnnnnee e
Location code ....coieiiiininiiiinn Re-order quantity ........cooovvii e
Stores ledger fOlio ..ovvvverrrnnnniireenns UNIE e e e
Receipts Issues Balance Audit
Date G.R. No.| Qty. Date | Reg. No. Qty. Quantity Date Initials

Stores ledger

Thisledger iskept 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.
Storesledger containsan account for each class of material and facilitates
ascertainment o all detailsrelatingto the material in minimum time. It provides a
continuous record o stores received and issued and discloses the balancein hand &
any time bothin quantity and vaue. It thusfurnishes management with a perpetual
inventory.

Stores ledger is generally maintained in the form of looseleaf cards. These cards
should beseridly numbered to obviate the risk of removal or loss.

A specimen df the storesledger is given in Figure 4.4.

Figure 4.4: Specimen of Stores Ledger

STORES LEDGER
ABCCo. Ltd.

NaME wesrimsensmsiisisininns s Maximum level ........ccocciiiiiiiininc s
DesCription iuuvviieesssiniissnnniennnnn MinimuMIEVEL ... i
Location code'........ccvevveieiviniininn, Ordering level .......ccoovvreeiiiiiicnininneniine
Re-0rder QUaNtItY .........c..ccoccouvrivniriiinn remnns
UNIT e i cnnnicr e e aass s
" Received -~ . - Issued - Balance’ Remarks
S [ - R /
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Difference between Bin Card and Stores Ledger Inventory Centrol-,

!

!
i

Bin Card Stores Ledger
1 BinCardisnotan 1 Stores ledger is the basic
accounting record accounting record.
9 Itisarecord of quantity only 2 ltisarecord of both quantity
and value
3 Itiskept inside the stores 3 It iskept outside the stores
4 Itismaintained by the storekeeper 4 It ismaintained by the
costing department
5  Eachtransaction is 5  Transaction may be posted
Individually posted Periodically and in total.

It should be noted that documents like goods received note, materials requisition dip,
materialsreturned note, etc. also form part d stores records.

Check Your ProgressC
1) Fill in the blanks.

i) Storesledger ismaintained in the.................

i) BinCardisarecord of «eueesnnne only.
iii) Bin Card ismaintained by ....cccueiiinnnne

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

2) Indicatewhether the following statements are True or False:
iy Bin Card shows the quantity and vaue of
material at any momentof time e
ii) Bin cardsarenot apart of accounting records e

iii) The bin card and stores ledger are written up
with the help of same basicdocuments s,

iv) Storescontrol card is used as an alternative
tobincasd.

v) Documents like materials requisitidn and goods
recelved note al so form part of stores records eesrenesesasand

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 balancesafter each receipt and issues, is
adopted. This method is known as perpetual inventory system. Bn cardsand the
stores ledger help the management in maintaining this system as they make a record
o the physical movements of the stock on the receipts and issuesof materials and
aso reflect the balancein the stores. To ensure the accuracy of perpetual inventory
records, physical verification of storesis made by a programme of continuous
stock taking.

\

It isadvisable that a number of items should be counted and checked daily or at
frequentintervalsand compared with the bin cards or stores ledger.

The actual stock of material should not differ from the recorded stock under normal
" circumstances. However, differencesdo arise on account of the following reasons
which may be classified as unavoidable and avoidable causes.

The usual unavoidable causesare;
i) Shrinkageand evaporation

ii) Climatic conditions causing deterioration, e.g., absorption of moisture, etc. _ o 27 '




Materals and L abour iif) Losses arising out of breaking up bulk materia asin case of sawi ng wood.
iv) Losses dueto accident, fire, etc.

The avoidable causes are:

i) Errors in postingor calculation of receipts, issuesor balanceson bin cards or on
stores ledger.

il) Pilferagesand breakages
iiil) Entering transactionsin the wrong bin card or in wrong stores ledger.

Advantages
Thefollowing are the advantagesdo the perpetual inventory method:

1) Itispossbleto prepare monthly and quarterly profit and loss statements and
balancesheet thhout physica ?/nventory being taken for al theitems. Thisis

possible because the figure of the closing stock can be taken from the bin cards
or thestores|edger.

-2) It obviatesthe necessity for physical checking of al items of stores at the end of
the year and thereby avoidsdidocation 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

excessstock are avoided and capital tied up in stores material cannot exceed the
target.

4) Themethod has a moral effect on the staff, makes them disciplined and careful
and actsas acheck againgt dishonest actions.

5) Asthework or recordingand continuousstock takingis carried out
systematically and without undue haste, thefiguresare morerdiable.

6) Discrepancies and errorsare promrtly discovered and remedial action can be
taken to prevent their reoccurrencein thefuture.

7) A detailed and more reliablecheck on the storesis obtained.
8) Stock figuresare availablefor insurance purposes.

9) It revedstheexistence o surplus, obsolateand dow moving material and hence
remedia action can be taken.

10) A system of internal check remainsin operation. B n card and stores ledger act
as a cross check on each other. As such the errorsare detected as and when they
are committed.

436 Inventory Turnover Ratio

Itisoned the techniquesfor exercising control over inventory. The ratio expresses
the rel ationship between the cost o the material consumed to the averageinventory
held during that period. The ratio is calculated asfollows:

) Cogt of material consumed during the period
Inventory tumover ratio = Cog of averagestock held during the period

" Averagestock can be calculated by adding opening and closing stocksand then

dividing it by two.
' Opening stock + Clos ng stock

Average Stock = 2
The inventory turmover ratio indicates the index d the efficiency or inefficiency
with which inventories are maintained. It is in the best interest of the organisation
to comparethe turnover of different typesand gradesd material as a measure of
.detecting stock which does not moveregularly thereby minimisingcapital or
investment in undesirable stock. A low ratio indicates bad buying, accumulation of
obsoletestock, carrying d too much stock etc. On the other hand a high ratio isan
indicator of fast moving stock and lessinvestment in stock.

[llustration 6 will explain to you the calculation o inventory turnover ratio and
28 . indicate the period for which the average inventory is held.




Hlustration 6

R T i S R R S e

Calculate the inventory turnover ratio for the year 1989 from the following
information and express the samein number of days the average inventory is

consumed for each material and comment on the purchasing procedure. ,

Material X Material Y
Rs. Rs.
Opening stock 40,000 | 60,000
Purchases during the period 2,80,000 80,000
Closing stock 20,000 40,000
Solution
Material X Material Y
Cost of material consumed
opening stock 40,000 60,000
Add purchases 2,80,000 80,000
3,20,000 1,40,000
Less closing stock 20,000 40,000
3,00,000 * 1,00,000
Average stock
opening stock 40,000 60,000
Closing stock 20,000 40,000
= 60 000 100000
Average stock 5 =Rs. 30,000 = Rs. 50,000
Inventory turnover ratio
Cost of_goods sold
Average inventory
2,00,00 .

1,00,000
= ‘30,0009 = 10 times 50,000~ = 2times

Thus material X isfast 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
i)

in the blanks.

A method of recording stores balances after cvery receipt and issue to
facilitate regular checking and to obviate the closing down for stock taking is

know as........ccooev... .

Thetwo perpetual inventory records are ................. .

Perpetual inventory system actsa................. on staff in the stores.

Physical verification of stores under perpetual inventory-system is
caled ..........c..... .

Difference in.actual stock and recorded stock arises¥on account of
SOME cevvernrnnnenns causes and ..oeeveeennnnnnns causes.

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

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

.............................................................................................................................................
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4.4 LET US SUM UP

Inventory control is a system which ensures the required quantities of inventoriesin
stores so that materialsare available at the required time and with the minimum
amount of investment. A, proper control over inventory goes a long way in reducing
the cost of production and improving the profitability of concern.

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

Under the ABC andysis, the material manager by concentratingon'A’ classitemsis
ableto control inventoriesand show visble resultsin a short span of time. ABC
analysis helpsin reducing clerical cost and resultsin better planning and improved
inventory turnover.

Fixationd variousstock levesfor each item d materia isone o the scientific
techniquesof material management, and helpsto ensure that optimum quantity of
material is purchased, and stored neither more nor less.

Thefixation d economic order quantity helpsin the determination of the quantity of
material for which order should be placed when the stock reaches the re-order leve.
The economic order quantity isfixed at alevel which minimises the cost o ordering
and carrying the stock.

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

Inventory turnover ratio expressesthe relationship between the cost o the material
consumed to the average inventory held during that period. The number of timesan
inventory is used within a particular period is a good measure o the efficiency of
material control and material utilisation. Thus knowing the turnover o different
itemsit is possible to avoid keeping capital locked up in undesirable stocks.

45 KEY WORDS

Inventory control: A system which ensuresthe proviéion o the required gquantity of
inventoriesof the required quality at the required time with the minimum amount of
investment.

ABC analysis. A system of stock control based on the annual consumptipn vaiue,

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

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

Danger level: Normal issuesaf stock are usudly stopped at this level and made only
under specificinstructions.

Ordering level: Thelevel d stock at which indentsshould 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 dso called economicorder quantity.

Lead time: Timelag between theindenting and receipt d material. It is also called
re-order period.

Carrying cost: Cost d holding the material in the stores.
Ordering cost: Cost d placing an order for the purchase o materials.

Bin card: Isa card which providesa continuous record d the receipt, issues and
balance o each item o materials.

Stores ledger: A record kept in the costing department which contains information
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regarding receipts, issues and balance of each item of material along with their money Inventory Control
values.

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

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

46 ANSWERSTO CHECK YOUR PROGRESS

1 i) Fase ii) True
B 1 i)True ii) True iii) False iv) True
1 i) Cost Accounting Department ii) quantitites iii) storekeeper iv) hand
2 i) Fase 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

4.7 TERMINAL QUESTIONS/EXERCISES

Questions

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

2) What do you understand by ABC analysis?How is the cvntrol o storesitems
effected through ABC analysis?

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

4) What iseconomic order quantity? How isit calculated?
5) What isabin card? Give its specimen form and discussits utility.
6) What is meant by perpetual inventory control system. Describe its advantages.

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

Exercises

|) Two components A and B are used asfollows:

Normal usage 50 per week each

Minimum usage 25 per week each

Maximum usage 75 per week each

Re-order quantity A 300 B 500

Rc-order period A 410 6 weeks, B 2to 4 weeks

Calculate for each component
a) Re-order level b) Minimum level ¢) Maximum level.

(Answer: A a) 450 units b) 200 units c) 650 units
B a) 300 units b) 150 units c) 750 units

2) Caculate economic ordering quantity from thefollowing particulars:

Annual usage 6,000 units

Cost of material per unit Rs. 20.00

Cost of placing and receiving

one order' Rs. 60.00

Annual carrying cost of oneunit! 10 per cent of inventory value

(Answer 600 units) 31
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3) From the following datafor an accounti n% year calculate the inventory turnover
and express the samein number of daysthe average inventory isconsumed for

each materia
Material X Materia Y
Rs. Rs.
Opening stock 1,000 1,200
Purchases during the year 5,200 4,600
Closing stock 600 1,600

(Answer: Inventory turnover ratio X = 7 times Y = 3 times
Number of daysaverageinventory isconsumed X = 52 days,

Y = 122 days)

Note: Thesequestions will help you to understand the unit better. Try to write
answersfor them. But do not send your answers to the University.

These arefor your practice only.

Pt
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50 OBJECTIVES

After studying this unit you should be able to:

e ascertain the cost of materialsissued for production

e identify the problems associated with pricing theissue of materials

e lig the various methods of pricing -

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

5.1 INTRODUCTION

You havelearnt that the stores ledger isone o theimportant store records which is
maintained by the costing department and that in addition to quantitiesit also
recordsthe pricesat which the materials have been received and issued. Asfor the
receiptsof materials, they may berecorded at pricesat, which they are purchased
after making necessary adjustment for discounts, transportation charges, cost of
containers, etc. But, when it comesto theissues of materials, the problem arises with
regard to the price at which each issue should be recorded becatise different
consignmentsof materials might have been purchased at different prices. For this
purpose, accountants have developed a number of methods based on various
materialsflow assumptions. In this uniit, you will learn about these methods of pricing
theissue of materials and aso the preparation of stores ledger account according to
somed the prominent methods.

5.2 ASCERTAINING THE COST OF MATERIALS

The basic document used for ascertaining the cost of materials received isinvoice. It
containsthe basic priceas well asthe items likediscount, freight, insurance, sales tax,
cost o containers, etc. Theorganisation also incurssome expenditure of cartage,
receiving, inspecting and storage of materials. Now the question arises asto which of
theseitemsshould betaken into account. in arriving at the cost of materias. Let us
discussthem one by one.

Cash biscount: Cash discount represents an allowance made by the supplier if the
payments of bills are made within the specified period. Opinions differ asregardsthe

33
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3) From thefollowing datafor an accounti nﬂ year calculate the inventory turnover
and express thesame in number d daysthe averageinventory is consumed for

each materid
Material X Materid Y
Rs. Rs
Opening stock 1,000 1,200
Purchases during the year 5,200 4,600
Closing stock 600 1,600

(Answer: Inventory turnover ratio X = 7 times Y = 3 times
Number of days averageinventory is consumed X = 52 days,
Y = 122 days)

Note: Thesequestionswill help you to understand the unit better. Try to write
answersfor them. But do mot send your answersto the University.

These arefor your practiceonly.
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5.0 OBJECTIVES

- After studying this unit you should be able to:
¢ ascertain the cost of materialsissued for production
¢ identify the problems associated with pricing the issueof materials
¢ lig the various methods of pricing ’
¢ asessthe pros and cons of FIFO, LIFO and weighted average methods of pricing
e preparethe storesledger under FIFO, LIFO and weighted average'methods.

5.1 INTRODUCTION

You havelearnt that the stores ledger is one of the important store recordswhich is
maintained by the costing department and that in addition to quantities it also
records the pricesat which the materials have been received and issued. Asfor the
receipts of materials, they may berecorded at prices at. which they are purchased
after making necessary adjustment for discounts, transportation charges, cost of
containers, etc. But, when it comesto theissues of materials, the problem ariseswith
regard to the price at which each issue: should be recorded becadse different
consignmentsaf materials might have been purchased at different prices. For this
,purpose, accountants have devel oped a number of methods based on various
materia sflow assumptions. In this uniit, you will learn about these methods of pricing
theissue of materials and also the preparation of storesiedger account according to
some of the prominent methods.

5.2 ASCERTAINING THE COST QF MATERIALS .

The basic document used for ascertaining the cost of materialsreceived isinvoice. It
contains the basic price as well as the itemslike discount, freight, insurance, salestax,
cogt o containers, etc. Theorganisation also incurs some expenditure of cartage,
receiving, inspectingand storage of materials. Now the question arises asto which of
theseitems should be taken into account: in arriving at the cost of materials. Let us
discuss them one by one.

Cash Discount: Cash discount represents an allowancemade by the supplier if the
payments of billsare made Wthi n the specified period. Opinions differ as regards the

33
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method of treatment of such discount in cost accounts. One view is that cash
discount, being in the nature of purely a financia transaction, should be completely
excluded from cost accounts. The other view is that if cash discount is alwaysearned
for prompt payments, it may be considered in finding out the final rate for materials
in cost accounts.

Trade Discount: Trade discount isshown in the invoice as a deduction from the
purchase price. If the consignment consistsd 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 dl the items covered by the consignment on
the basisof the purchase price of each item. In any case, the net amount after
deduction ef trade discount is taken as the purchase price.

Quantity Discount: Quantity discount isalowed 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 large quantity reduces hissellingand distribution cost.
Thus, a part of the savings enjoyed by a supplier out of the large ordersis passed on to
the purchaser by means d quantity discount. From the point of view of the buyer,
guantity discount isin the nature o 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 providefor free delivery at
the premises of the purchaser. In that case, the priceisinclusive of the transportation
charges. But, in most cases, the transport costsare paid by the purchaser. These.
should be added to the invoice pricein order to arrive at the cost of materials. But,
for the sakeof convenience, the transportation charges may be regarded asanitem
of factory overheads and absorbed accordingly.

Custom, excise duty, sales tax, etc.: Asstipulated in the contracts, the supplier adds
several items such as sales tax, excise duty, custom duty, octroi, etc. to 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. Hence, they are
treated as factory overheads and recovered on the basis of the value of direct
materials issued or as general overheadsto be apportioned to the various cost-centres
on the basisof the value of materialsissued.

Cost o Containers

Materials are normally supplied by the suppliersin containers. They may or may not

make a separate chargefor 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 has not charged the cost of containers in which materials have
been supplied, thereis no need to add any amount in this regard to the cost of
materials. But, if the containers have some redlisable value, the same should be
estimated and deducted from the cost of materials. Alternatively, it may be
deducted from factory overheads.

b) If the supplier has charged the cost of containers and these containers are
non-returnable, their cost (minus realisable value, if any,) should beincluded in

the cost by materials.

0) 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
tothe purchase priceof the materials.

d) wherethesupplier agreesto giveful credit for the cost of the containers charged
Jby him on their return, thecost of these containers will not be added to the

purchase price of the materials on the assumption that the containerswill be
returned to the supplier and their amount recovered fully.

[Nustration 1 will explain to you the calculatipn of purchase price of materials.
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Amount
Rs.
1,500

© 1,200

2,700
90

2,610

l_llilstration 1
From thefollowinginvoice received from asupplier, calculate the material cost per
unit;
Quantity Particulars Rate
Rs,

150 kgs Material X 10.00 per kg
100 kgs Material 'y 12.00 per kg

Less trade discount
Add:

Cog of containers (capacity of each 50 kgs)
Cartage and carriage
Octroi duty @ 1%

| }Ser rg(gzj cash discount for payment within a week
i)  Return value df containers Rs.9 each

Solution
Statement showing the calculation of material cost:

lnvoice price
Less: Trade Discount (divided in the ratio of invoice
i pricei.e., 5:4)

; Addi) Cost of containers (divided in the ratio of
| guantity i.e., 150:100)

JActual cost
Return value

ii) Cartageand carriage (in theratio of quantity
i.e. 150:100)
iii) Octroi duty (in the ratio of invoiceprice)

Cost per kg.

Notes:

Gl&S

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

60
75
27

2,772

Material x ~ Materia y

Rs. Rs.
1,500 1,200
50, 40
1,450 1,160
9 6

45 30
15 12
1,519 1,208
1,519 1,208

150 kgs. 100 kgs.
=Rs. 10.13= Rs. 12.08

5.3 PROBLEM IN PRICING THE ISSUE OF

? MATERIALS

second consignment or theaverage o the two?

Thefixation of the price at which issuesdf materialsare to be charged to production
isimportant from the point of view of ccst accounting. If prices remain constant for a
long time, thereislittle difficulty in pricing theissue of materials. But, in practice, we
find that the pricesof materials continue to fluctuate on account of changesin the
vaue d money, changesin the world commodity prices, buying from different
sources, and differencesin 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
materialsissued to production from timeto time. 1s it the priced thefirst, or the

Pricing the Issue of
Materials

35
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Fot example, 200 kg. d materials K Was bought at Rs. 30 per kg. On January 10
and 300 kg. vas bought at Rs 32 per kg. on January 16. On January 18,250 kg.
vi&s issued to production. Now the question arises as to whether the 250 kg. of
material K be charged to production at Rs.30 or Rs.32 or Rs.31, the average price.

T o solve this problem, anumber o methodsbased on certain materialsflow
assumptions, have been devel oped. Y ou will study these methodsin detail in Section
5.4 o thisunit. However, a good method of valuing material issues should satisfy the
following conditions:

a) Theissue price should recover the cost of materials.
b) Theissue price must reflect the current market price.

¢) Theissue price should not ¢ause any significant variation in cost from period to
period and from job to job.

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

€) It should be simpleand essy to operate.

5.4 METHODS OF PRICING

The variousmethods used for the pricing of the material issues can be classfied as
follows:

) Actua Cost Methods

a) FirgtinFirst out (FIFO)

p) LastinFirstout (LIFO)

c? Specific price
d) Highestin Firg out (HIFO)
e) Basesock method

IT) Average cost methods
a) Smpleaverage
b) Weighted average
¢) Periodicsmple average
d) Periodicweighted average
e) Movingsimpleaverage
fy Moving weighted average

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

V) Market pricemethods
a) Replacement price
b) Net Redisableprice

Of the methods listed above, FIFO, LIFO and weighted average are the most
common methods. Hence we shdl discussthem herein detail.

541 First in First Out Method

This method assumesthat materials received first areto beissued first. Under this
method the price of the earliest consgnment is taken first and when that
consignment is exhausted, the price of the next consignment is adopted, and so on.
In other words, when arequisition for a certain type o materialsis presented to the
storekeeper, he W| apply the cost price of thefirst ot of materialsreceived, provided
thesame istill on hand. If the quantity required is more than the unitsremaining .
from the firg lot, he usesthe cost price o the secondlot, then the third and fourt

until the total quantity requisitioned isissued. This method is based on the principle.
that materials should be issued in the order of receiptsand at the actual cost.

It should be noted that the physicd issue of stores need not be in the aboveorder, as
generally it is neither possible nor necessary to do so. This arrangement isonly for
the purpose of accounting. As the materias purchased first are charged off first, the
value of clawng stock conforms, more or less, to the current market price.
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Solution , STORES LEDGER ACCOUNT
(Under weighted average method)
NEME .eerrerserserssarssasssanssannas Maximum level ssereeememmssannnneas
DESCIiPLiON -veeeeeesioereeereraneeaans Minimum level ......occoeicoieennenee
L ocation code -..... foenrranierainas Orderinglevel ...ocooveeiiieicinenne.
Re-order quantity «...eeseresesannes
| ]
Date | Receipts |ssues Balance
j - | 1
G.R.N. Qty. Rate Amount R.S. Ory. Rate Amount Qry. Rate Amount
No Rs. Rs. No. Rs Rs. Rs. Rs
Jan 1 - 500 . 5.00 2,500 — — — — 500 5.00 2,500
' : 500 300
Jan. 8 — 300 5.10 1,530 — — — — 800 {300 5.10 4,030
Jan. 13 - — - — - 600 {500 3,010 3,023 200 510 1,020
' ' 100 200 510 '
Jan. 18 — 400 5.20 2,080 — — : - — 600 Y400 520, 3,100
Jan. 23 - 0 - — - - 300 {200 1,540 1,544 300 5.20 - 1,560
. 100 300 5.20
Jan. 25 . — - 500 5.10 2,550 — — — — 800 1500 5:]0 4,110
Jan. 31 - - ~ — - 200 1,040 1,023 600 {500 520 3,070
5.10
1,700 8,660 1,100 5,590 600 3,070

Lt

Fupd
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This method is suitable in times of falling prices because the materialschargeto
production will be high while the cost of stock replacement will be low. But in case of
rising prices, if thismethod isfollowed, the chargeto production will be low leading
to higher profitsand higher tax ligbility.

Tllustration 2 will explainto you asto how the issue of the materialsare priced under
this method.

[Mustration 2
In a factory, the following purchase and issues were made during the month o

Account January, 1988. Prepare the stores Ledger Account under FIFO method.

Date Purchases Issues
Units Rate (Rs)
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 arethe advantages d FIFO Method:

1) Itissimpleto understand and essy to operate.

2) Since materials are charged to production at actual cost, no profit or loss arises
by reason of adopting this method.

3) Itisa good inventory management system since the oldest units are used first
and inventory consigts of latest stock.

4) Closing stock generally representsfair valuation o stock, asit would consst of
recent purchasesd materials.

Disadvantages
This method suffersfrom the following disadvantages:

1) Thenumber d calculations complicates the accountsif the prices of material
purchased fluctuate considerably and increases the possibilitiesof errors.

2) Usudly morethan one price hasto be adopted for each issue.

3) Comparisond one job with another may be difficult becauseissuesto onejob
may be charged at prices different from the other.

4) In afluctuating market, the effect of the current market priceis not revededin
the cost of issues.

542 Last in First Out Method

Under this method, the priced the latest consignment is taken into considerationfor
pricing the issuesof materials. This method is based on the assumption that materials
received last areissued first. Thus, when a requisitionis received for certam
materids, the storekeeper will charge the cost prlceof thelatest cons gnment If the
quantity required is more than the units remaining from the latest conmgnqlent he
will apply the cost priced the consgnment immediately preceding thelast'lot and
so on.

This method is suitablein-times of rising pricesbecause the materials charged to
production will be higher leading to lower profits and lower tax liability. The cost of
production will dso be closer to current prices.

Look at Illustration 3 and sée how issuesd materialsare priced under LIFO net hod.

-
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Solution STORES LEDGER ACCOUNT
(Under LIFO Method)
Name ......... e e e Maximum level ......cceeeieiannne
DeCription a.cceecvvciirermessnnsanas Minimumleve ....cccoeviiieninnes
Location code .....c.voeernneiainnns Ordedng level .......cccovrvrimennnnns

Re-order quantity .....ccceeuuesuenne

Datc » Receipts I ssues Balance
) - GRN. Qty. Rate Amount R.S. Qty. ' Rate Amount | Qty. Rate Amount
No. . Rs. Rs. No. Rs.: Rs. Rs. Rs.
Jan. 1 o= ' 500 5.00 2,500 - - - - 500 5.00 2,500
Jan o ' ' _ _ _ _ 500 5.00
Jan. 8 | 300 | 5.10 1,530 800{300 300 4,030
Jan. 13 - — ~ ] - A 300 5.10 3030 | 200 5.00 1,000
an , 600{300 5.00 ’
: 200 5.00
: - 2 - - -~ — K
Jan. 18 400 520 . 2,080 600¢ 200 P 3,080
_- _ _ _ _ 200 5.00
Jan. 23 ' - 300 7 520 1560 | 3009200 % 1,520
- 5 _ _ _ _ 200 5.00
Jan, 25 500 5.10 2,550 800 { 200 % 4,070
_ 500 5.10
5 _ _ - _ _ 200 5.00
Jan. 31 200 5.10 1020 | 600[200 3 3,050
L300 - 5.10
1,700 8,660 1,100 5610 600 .3,050

S|BUIIBIA;
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[llustration 3
Based on data given in Illustration 2, prepare the Stores Ledger Account under th:

LIFO method.

Advantages
Thefollowingare the advantages o pricing the material issues under LIFO method.

1) Itissimpleand useful when transactionsare few.

2) Sinceissuesare based on the actual cost, no profit nor lossarises by using this
method.

3) Production is charged & most recent pricesso that cost of production reflects
current pricelevels.

During the period of risng prices, profitsace lowered down since production is

4
) charged at current prices. The tax lighility is thus reduced.

5) This method will iron out fluctuationsin profitsovera period of changing price
levels.

Disadvantages
1) Sometimes more than one price has to be adopted for pricing a single requisition.

2) Asinthecased H FOmethod, calculationsbecome complicated and
cumbersomewhen ratesd receiptsare highly fluctuating.
3) When pricesare falling, it will lead to low charge to production.

Asinthe cased FIFO method, asubstantial differenceislikely to be shown in
the cost o two jobs, soldy becausethe stock of one happened to be drawn a few
minutes beforethosefor the other. Thus it makes the comparison between
different jobs very difficult.

5) Closing stock isvaued at a cogt which does not represent current conditions.

4)

54.3 Weighted Average Price Method

Under actual cost methodswhether it is FIFO or LIFO, you have to assume certain
order of the outflow o materials which may or may not be observed in actual
practice. Hence, it is advocated that theissued materials should be valued at.
average price. Thisaverage may beasimple average or a weighted average. The
weighted average is considered more desirableas it also takesinto account the
guantitiesbought at each price. The weighted average priceis calculated by dividing
thetotal cost & materialsin stock by the total quantity in stock prior to each issue.
Thus,

: . Vaued materid in stock
Weighted average price = Quantity in stock

It is important to note the average price under weighted average method has to be
calculated each time materials are recelved in stores and not when they are issued.
Thus, under this method, assoon asa fresh lot is received, a new priceis calculated
and all the issues are then taken at this price until the next lot of material is received.

In periodsd heavy fluctuationsin prices, the weighted average method gives better

results becauseit tends to smooth out the fluctuationsin prices by taking the average
d the pricesd variouslotsin stock. This method of pricing of material also recovers
the cost pricedf materia sfrom production.

. Illustration 4 should help you to understand the pricing o issues of materials at

weighted avenge price.

[llustration 4

Based on thedata givenin lllustration 2, prepare the stores Ledger Account on
weighted average price method. .
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Solution: (Lﬂ(? R E\?al'gﬁt%g E\'/QerAa%g ﬁ%h‘&)

NAME werrrmrrrrrarereraesesnsanas Maxi MUMIEVE ..oeceeeeeeeenne -
DEeSCriPtion «eeeoeecemvmemiieaeracaeas Minimum level .......ooveeeeeieneees
Location COde ..cuesersessssersnas Orderinglevel ....coeeeireeeveneienne

Re-order quantity ..-e--eeeeeereene

Date Receipts Issues Balance
G.R.N. Qty. Rate Amount RS Qty. Rate Amount Qty. Kate Amount
No. Rs. Rs. No. Rs. Rs. Rs. Rs.
Jan. 1 — 500 5.00 2,500 — — — — 500 5.000 2.500
5.0375
. — . — — — — 4,030
Jan. 8 300 5.10 1,530 800 50375
Jan. 13 — — — — — 600 5.0375 3,023 200 5.1458 1,007
Jan. 18 - 400 5.20 2,080 - - - — 600 5.1458 3,087
Jan. 23 — — — — — 300 5.1458 1,544 300 1543
Jan. 25 — 500 510 2,550 — — — — 800 4,093
. — - - - - 51172 1,023 600 1178
Jan. 31 200 51178 3,070
1.700 8.660 1.100 5,590 600 3.070

Jo onssy ayy Juparay
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Advantages

1) Itislogica and consistent.
2) Cost comparisonsare rendered easier.
3) When prices fluctuate considerably, it will smooth out fluctuations.

4) Calculationof the new pricearises-only with the new receipt in stock, all
subsequent issues are then charged at this price until ‘the next Ld is received.

Disadvantages

1) Thismethod requirestediouscaculations. For instance to get the benefit of the
method, average prices are to be calculated upto four or fivedecimal points
which is very much laborious.

2) Material cost does not represent the current prices.
3) Closing stock also may not represent current market prices.

4) Fresh caculationswill have to be made every time fresh purchases are made.
Thiswl mean much of arithmetical work and islikely to cause error.

It is theweighted averagecost method which ismostly used by different organisations
becauseit satisfiesmost d the conditionsd agood method of valuing material
issues.

5.4.4 Pricing of MaterialsReturned to Vendors

Materialswhich are not accordingto specificationsor are found to be of

substandard qudlity, 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 noteis
sent to the vendor after making the necessary adjustmentsin theinvoice value o the
goods. However, if such goods have been includedin stock, the returns have to be
recorded in theissuecolumn o the stores ledger account and valued at the price at
which they were received. Alternatively, they may be treated as a normal issue of
materialsand valued according to the method of pricing used. Thus,

i) If FIFO method isfollowed, the pricewill be that of the oldest stock on the date
of return.

i) If LIFO method is followed, the materidswill be valued at the price of the latest
receipt.

i) If the average priceisfollowed, the returnsshould be valued at the average price.

5.4,5 Pricing of MaterialsReturned to Stores

Some materiasissued to ajob may becomesurplus. These should be returned to the
stores. The materialsso returnéd are recorded in the bin card aswell asin the stores
ledger. The general rulefor recording such returnsin stores ledger account is to vaue
them at the price at which they were originaly issued and then they should be
included in the next requisition and issued at the same price, unless given otherwise.
However, if the company isfollowing the weighted average price method, the
returned materialsshould be recorded at the priceat which they were originally
issued and then a new average cost should be worked out asif the materials returned
were a new purchase. Sometimes, therate d origina issueis 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 shortaged materialsis noted on naki ng a physical verification of stock of
materids, it should be entered in the issue column of storesledger and valued in
accordance with the method adopted for pricing material issues.

Look at Illustration 5 and study how returnsand shortage are recorded in the stores
Ledger Account.
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f IHustration 5

F The particularsof receiptsand issues of materialsin afactory in August 1987 are as

under:

August 01 Opening balance 1,500 kgs @ Rs. 12 per kg.

» 02 lssued 100 kgs.

?» 03 Issued 250 kgs.

» 04 Issued 300 kgs.

" 05 Purchased 400 kgs. @ Rs 12.50 per kg.

" 09 Issued 300 kgs.

K 10 Purchased 200 kgs @ Rs. 12.50 per kg.

” 11 Issued 300 kgs.

" 12 Returned from workshop issued on 3rd August 20 kgs.
" 13 Issued 450 kgs.

» 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.

7 26 Purchased 400 kgs. @ Rs. 12.00 per kg.

” 29 Issued 200 kgs.

Pricing of issuesis to be done on FIFO basis. A shortaged 10 kgs. was noticed on
16th August. Prepare the Stores Ledger Account for the month o August, 1987.

NOTES: Returned from Workshop: Thereturns from workshop are entered in the
receipt column and valued at therate at which they were originally issued.
In thisillustration, there are two returns from workshop on 12th and 20th
August respectively. These are to bevalued 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 issuz 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 isto be valued at the rate as per the method adopted, the

FIFO, LIFO etc. treating the shortage asone o the issues,

[llustration 6

From the following record o the receipt and issues of cod and stores verification
report, calculate the prices of issues charged out under weighted average method.

April 1 Opening balance: 100 tons@ Rs. 50 per ton
”e Isstied 60 tons

Received 120 tons @ Rs. 50.50 per ton
Issued 50 tons (the stock verification report revedlsalossd 1 ton)

0 ~NO Ol

per ton.

L
i
f 1990
|
f ” 9 Issued 80 tonnes.

Check Your Progress A
1) Statewhether the followingstatements are True or Fase.
Firg in First Out method of vauing materialsissues is

According to LIFO method of pricing, issues are closeto

———

Weighted-average method of pricing storesinvolves
adding ill the different pricesand dividing by the number of such

2) Fillin the blanks.

................. prices.

if) Lastin First Out method is SUitablein imes of «ssresssssssees
~‘ iii) Weighted average method of valuing material issuesis suitablewhen

Received back from completed job 2 tons previoudy issued @ Rs. 50.25

suitablein timesof risngprices. ™ s

current economicvaues. . e

prices, e

iy First in First Out method of valuing material issuesis suitablein times of

Pricing the Issue of
Materials

43
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Advantages

1) Itislogicd and consistent.

2) Cost comparisonsare rendered easier.

3) When prices fluctuate considerably, it will smooth out fluctuations.

4) Cdculationdf the new pricearisesonly with the new receipt in stock, al
subsequent issuesare then charged at this price util the.next lot is received.

Disadvantages

1) Thismethod requirestediouscalculations. For instanceto get the benefit of the

method, average pricesare to be calculated upto four or five decimal points
which isvery much laborious..

2) Material cost does not represent the current prices.
3) Closingstock also may not represent current market prices.

4) Fresh calculationswill haveto be made every timefresh purchasesare made.
Thiswill mean much of arithmetical work and islikely to cause error.

Itisthe weighted average cost method whichis mostly used by different organisations

becauseit satisfiesmost of the conditions of agood method of valuing material
iSsues.

5.4.4Pricing of MaterialsReturned to Vendors

Materials which are not according to specifications or are found to be of
substandard quality, are returned to the vendor. If such materialsare not sent to th

stores and are returned to the vendor by the receiving section itself, a debit noteis

e

sent t o the vendor after making the necessary adjustmentsin the invoice vaue of the

goods. However, if such goods have been included in stock, the returns have to be
recorded in the issue column of the storesledger account and valued at the price at
which they were received, Alternatively, they may be treated as a normal issue of
materialsand valued accordingto 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 isfollowed, the materidswill be valued at the priced the latest

receipt.

ii) If the average price isfollowed, the returnsshould be valued at the average price.

$.4.5 Pricing of Materials Returned to Stores

Some materialsissued to ajob may becomesurplus. These should be returned to the
stores. The materialsso returnéd are recorded in the bin card as well as in the stores
ledger. The genera rulefor recording such returnsin stores ledger account is to vaue

them at the price at which they were origindly issued and then they should be

includedin the next requisition and issued at the same price, unless given otherwise.

However, if the company isfollowing the weighted average price method, the
returned materialsshould be recorded at the priceat which they wereoriginally

issued and then a new averagecost should be worked out as if the materials returned

were a new purchase. Sometimes, therate d origina issueisnot given. In such a

situation, it should be taken as belongingto the latest issue of materialsand recorded

accordingly.

5.4.6 Treatment of Shortage of Materials

If any shortage of materialsis noted on making a physica verificationd 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 Ilustration5 and study how returnsand shortage are recorded in the stores

Ledger Account,

!
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fllustration 5 Materials

The particulars of receipts and issuesof materials in afactory in August 1987 are as
under:

August 01 Opening balance 1,500 kgs. @ Rs. 12 per kg.
» 02 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.
» 11 Issued 300 kgs.
”» 12 Returned from workshopissued on 3rd August 20 kgs.
» 13 Issued 450 kgs.
» 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 isto be doneon FIFO basis. A shortagedf 10 kgs. was noticed on
16th August. Prepare the Stores Ledger Account for the month o August, 1987.'

NOTES: Returned from Workshop: The returns from workshop are entered in the
receipt column and valued at the rate at which they were originally issued.
In thisillustration, there are two returns from workshop on 12th and 20th
August respectively. These areto 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 isto be valued at the rate as per the method adopted, the
FIFO, LIFO etc. treating the shortage as one o the issues.

[lustration 6
From the following record of the receipt and issuesdf coal and stores verification
report, calculate the prices d issues charged out under weighted average method.

1990
April 1 Opening balance: 100 tons @ Rs. 50 per ton
” 5 TIsstied 60 tons
Received 120 tons @ Rs. 50.50 per ton
Issued 50 tons (the stock verification report revealsalossdof 1 ton)
Received back from completed job 2 tons previously issued @ Rs. 50.25
per ton.
" 9 Issued 80 tonnes.

0 N

Check Your Progress A

1) State whether thefollowing statements are True or False.
First in First Out method of valuing materials issuesis
suitableintimes of rising prices. s
According to LIFO method of pricing, issuesare closeto
currenteconomicvalues. s
Weighted-average method of pricing storesinvolves
adding ll the different prices and dividing by the number of such
prices.

2) Fill in the blanks.

iy First in First Out method of valuing material issues is suitable in times of
................. prices. _
ii) LastinFirst Out method iSsuitablein times of «swssesens prices.
iif) Weighted average method of valuing material issuesis suitable when
PriCeS ..cccevirrvuineas 43
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Solution STORES LEDGER ACCOUNT
(Under FIFO Method)
NAMC e Maximum level ...coveeemivieniinnns
Deseription ..o ivee e Minimum level ......ccccoonceirann.
Location code ..ooioeeiiiiiaeenae. Ordering level .......ccccoceereeecnnene
Re-order quantity ..........c..occee..
Date Receipts Issues Balance
G.R.N. Oty Rate Amount R.S. Qty. Rate Amount Qty. Rate Amount.
No. Rs. Rs. No. Rs. Rs. Rs. Rs.
August 1 - 1.500) 12.00 18.000 — — — — 1500 12.00 18,000
August 2 — — - — — 100 12.00 1,200 1400 T 12.00 16,800
August 3 - — - — — 250 12.00 3,000 1150 12.00 13,800
August 4 — — — — — 300 12.00 3,600 850 12.00 10,200
August § - 400 12.50 5.000 — — — — 1250{850 . 7 12.00 15,200
400 12.50
August 9 — — — - — 300 12.00 3,600 950 §550 12.00 11,600
’ 400 12.50
August 10 -— 200 12.50 2,500 - — — — 1150 (550 12.00
400 12.50 14,100
200 ’ 12.50
Augint 11 - - - - - 300 12.00 3,600- 850 [250 : 12.00 o
400 12.50 - 10,500
200 12.50
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Pricing the Issue of

j 5.5 LET US SUM UP ] . Materials

For ascertai hi ngthe cost of materials, the purchase price o materials needs certain .
adjustmentslike cash discount, cost of transportation, cost of containers, etc.

Materials may be purchased at different ratesfrom time to time. Hence, when they
are issued to production a problem arises with regard to the price at which they
should be recorded. Thiscan be done at actual cost, at averagecost, at hotional cost
or at market price. Accordingly, a number of methodsof pricing the issues have been
developed. Of these, FIFO, LIFO, and weighted average price are thethree
prominent methods.

Under FIFO (First in First Out) method of pricing the materials, the cost o 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 pricingissuitablein
timesd fdling prices.

Under LIFO (Last in First Out) method, the cost of the latest consignment is taken
first and when that consignment isexhausted, the price d previousconsignment is
adopted. Materials cost under this method is closer to current pricelevel.

Under weighted average method, the price iscalculated by dividing the total cost of
the materials in stock by the total quantity. This method of pricing of materials gives
better results because it tends to smooth out fluctuationsin prices by taking the
averaged pricesof variouslotsin stock. This method is mostly used by severa
organisations because it satisfies most of the conditionsaf agood method of valuing
material issues.

5.6 KEY WORDS

FIFO (Firgt in First out): A method of pricingtheissued materiasat actual costin
the chronological order d the purchases.

LIFO (Last in Firg Out): A method o pricing theissuedf materialsat actual cost in
d thelatest purchase and when that lot is exhausted, the price of the previous
consignment is adopted, and so on.

Weighted Average Price: The price which is cal culated by dividing the total cost of
materialsin stock from which the materials areissued by the total quantity of
materialsin that stock.

5.7 ANSWERSTO CHECK YOUR PROGRESS

A 1 (i) False (ii) True (i) False
2 (i) faling prices (ii) rising prices (iii) fluctuate considerably

58 TERMINAL QUESTIONS/EXERCISES

Questions
1) Discuss how you would treat. discount, transportation costs, and the cost of .
containers for acscertaining the cost of materials. 47

o
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2) Indicate the different methods used for pricing the issue of materials.

3) Explainwith examples the following methodsof pricing the issuesof materials:
a) LIFO.
b) HFO
Under conditions of rising prices, which of these two methods would you
recommend and why?

4) What ismeant by weighted average method o valuing storesissues? What areits

advantages?
Exercises
1) Thefollowing quotation is received from a supplier in respect of mhterial X.
Rate per kg.
Rs.
Lot price 100 kg. 500
500 kg. 4.50
1,000 kg. 4.00

Trade discount is 20%. Cash discount of 5% is alowed if payment is made
within 15 days. One container is required for every 100 kg of material and
containersare charged at Rs. 10,00 each but credited at Rs. 9.00 if returned

within three months.

Rs.

Transport chargesfor any order
Storage charges

Calculatethe total material cost for 500 kgs. and ascertain the rate per kg of the

material when the purchaser decidesto purchase500 kgs. of the material.
(Answer: Total cost Rs. 1,870; Cost per kg Rs. 3.74)

2) From thefollowingtransactions, prepare separately the stores ledger accounts
using thefollowing pricing methods:

i) FIFO and ii) LIFO ,

January 1 Opening balance 100 units@ Rs 5 each
” 5 Received 500 units@ Rs. 6 each
d 30 'Issued 300 units

Fe’t,)ruary g IR%:’SQ/&S) %&9 iLtjsnits@ Rs. 5 each

March 10 Issued 300 units

” 12 Issued 250 units

(Answer: Closing balance under both methods 50 units @ Rs. 5 each. Total
cogt Rs. 250).

-3) Following transactionsare recorded in respect of a storeitem.

Date Receipts Rate per unit I ssues
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

Prepareastoresledger account pricing the issues at weighted average method.
Mnswef: Balanceqty. 600 units, Rate Rs. 1.21 per unit Total Rs. 726).

b



4) Thefollowing receipts and issues were mad= of anew item o stores: Pricing 'h?" l&:ng 'l,;
aters
Receipts Issues s
(units) Cost (W) (units)
19 January 1,000 15,000 -
| February 1,000 12,000 —
28th February - _ 1,200
1st March 1,000 18,000 —
31st March — _ 1,200
,' Tabulatethe values of :

iy Issuemadeon 28 February

i) Resulting stock on 28 February
iil) Issuemade on 31st March

iv) Resultingstock on 31st March

according to:

a) LIFO basis

b) FIFO basis

¢) Weighted average cost basis

(a) (b) (c)

Answers: _ Rs. Rs. Rs.
D 15,000 17,400 16,200
1)) 12,000 9,600 10,800
iii) 21,000 16,800 19,200
iv) 9,000 10,800 9,600

5) Thefollowinginformation is availablefrom the recordsdf ail company for the
month of June 1989.

Opening stock of ail 1,00,000 litresat Rs. 3 per litre. Purchases (Including
freight etc.) made

JuneO1l 2,00,000 litres @ Rs. 2.85 per litre

June 30 1,00,000'litres @ Rs. 3.03 per litre

v Closing stock June 30 1,30,000 litres
Sdes Rs. 9,45,000
Administration cost 25,000

Compute the following under FIFO Method
a) Vaueof inventory on June 30;

b) Cost of goods sold for the month of June;
c) Profit or loss for the month

Answer: (a) Rs. 3,88,500 (b) Rs. 7,84,500 (c) Rs. 1,35,500

6) - Thefollowingis an extract of the record of receipts and issues of achemical
coded as chemical 0 during the month.
February 01 Opening balance 500 tonnes & Rs. 200
" 03 Issue 70 tonnes
" 04 Issue 100 tonnes
" 08 Issue80 tonnes
7 13 Received from supplier 200 tonnes @ Rs. 190
7 14 Returned from works 15 tonnes

K 16 Issue 180 tonnes
” 20 Received from supplier 240 tonnes ® Rs. 190

7 24 |ssue 300 tonnes
* 25 Received from supplier 320 tonnes ® Rs. 190

” 26 Issue 115 tonnes
” 27 Returned from works; 35 tonnes
? ' 28 Received from supplier 100 tonnes ® Rs 190

Issues are to. be priced on FIEO method. Stock verifier found shortageof 10
tonnes on 22nd. Draw up priced stores ledger card.

(Answer: Cl'osix_u_g balance 555 unitsRs. 1,05,450)

" Note: These questionsW help you to understand the unit better. Try to write
answersfor them. But do not submit your answersto the University.
These arefor your practice only. 49
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UNIT 6 LABOUR

Structure

6.0 Objectives
6.1 Introduction
6.2  Direct and Indirect Labour
6.2.1  Direct Labour
6.2.2  Indirect Labour
6.3 TimeKeeping
6.3.1 Formsaf TimeKeeping
6.3.2  Purposeof TimeKeeping
8.5.3 Methods of Time Keﬁoin
3.4 Importanced Time ng
6.4 TimeBooking .
6.4.1 Purposecof Time Booking
6.4.2 Methodsof T i e Booking
6.5  Payroll Accounting

6.5.1  Computation of Wages
6.5.2  Preparation of Wages Sheet
6.5.3 . Purposesof Payroll Accounting

6.6 Idle Time

6.6.1 Causesd IdleTime
6.6.2 Control of IdleTime

6.6.3 Treatment o Idle Time Cost
6.7 Ovetime
6.8  Labour Turnover-

6.8.1  Causesd Labour Turnover
6.8,2  Effectsdf Labour Turnover
6.8.3  Control of Labour Turnover
6.9 Methodsaf Wage Payment
' 6.9.1  TimeWage System
6.9.2  Piece Wage System
6.9.3 Baanceof Debt System

6.10 IncentivePlans

6.10.1, Hasey PremiumPlan
6.10.2 Rowan Premium Plan
6.10.3 Differential Piece Rate System .
6.10.4 Group Bonus Scheme

6.11 Let UsSum Up

6.12 Key Words

6.13 Answersto Check Your Progress
6.14 Termina Questions

6.0 OBJECTIVES .

After studyingthis unit you should be ableto:

e explain the meaning of direct and indirect |abour

e explain the concepts of time keeping and time booking

e describe thesystem of payroll accounting

e explain the concepts of idletime and overtime and describetheir treatment in cost
accounts

e discussthe implicationsd labour.turnover

e describe the methods of wage payment

e explain various incentive plans used to reward labour efficiency.

6.1 INTRODUCTION

Labour isan essentid factor of production. They make contributionto the

organisation through their time and energy. Thi s needs adequate compensation to
labour by way d wages for the work done by them which constitutesanother |
important element d cost. In this unit you will learn about the concepts of direct arle ‘




indirect labour, the method of their time keeping and time booking, the methods of L abour

wage payment and payroll accounting, and the treatment of idle timeand overtimein
cost accounts. Y ou will also learn about a few important incentive plansthat are
commonly used by industrial establishments.

6.2 DIRECT AND INDIRECT LABOUR

Labour isan essential factor of production. It isahurnan resourceand participatesin
the process of production. The remuneration paid to labour isasignificant item of
cogt. 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 refersto [abour engaged directly in the manufacturedf a product or in
a particular job. Some examples of direct‘labour are: .

a) Labour engaged in converting raw mat‘é:;iJaJls into manufactured articles
b) Labour employed on a construction job ’

¢ Heper attending a machineoperator

d) Compositorsworking in a printing press

The main features of direct labour are as follows:
1) It can be easily identified and allocated to cost units.

2) It variesdirectly with the volume of output.

3) 1t can be eadily ascertained and controlled because of its close proximity to the
output.

Wages paid to direct 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 manufacture of a
product or in a particular job. They may be employed as supervisors, repair
workmen, inspectors, security men, foreman, cleaners, messengers, timekeepers, etc.
or engaged in purchasing, stores, factory office or maintenance job. Wages and
sdlaries paid to such staff are treated ‘as ‘indirect labour cost' which is included in
overheads.

Theimportance of distinction between direct labour and indirect labour liesin the
fact that whereas direct labour can be identified with, and charged directly to, the
product or a job, theindirect labour is not so identifiableand is, therefore, included
in overheadswhich may be allocated to different products on some suitable basis.

6.3 TIME KEEPING |

. Time Keeping is a system of recording thetimeof arrival and departure of workers.
This provides arecord of total time spent by the workersin the factory. It is on the
bads of thisrecord that their total entitlement for work under time rate system is
determined.

The process of time keeping isto maintain an accurate record of time df every
worker when heisin and out of the factory i.e., a record of when he reports for duty
and when he leaveshis duty. Thisalso providesa basisfor distinction between
regular time and overtime.

6.3.1 Forms of Time Keeping

Nasanalles becrn ~nibn ~€ tlomn mannedc ara maintained iN a factorv:. 51
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At t endance Time showing the total number of hours spent by each worker in
thefactory. Thisrecord is usedfor determiningthe amount of wages payable to

the workers.

lob Time showing the number o hours spent on the jobs. This record hepsin
computing the labour cost for each job, product or process.

6.3.2 Purpose of Time Keeping

The purpose o time keeping isto provide information for

1)
2)
3
4)
5)
6)
7)

Preparation o pay rolls,

Calculation o labour cost per unit o operation, production or service;
Allocation of overhead cost based on wagesor labour hours;

Attendance record of workers to meet statutory requirements;

Control of labour cost;

Determination of productivity of labour in the factory; and
Promotion d punctuality and discipline among the workers.

6.3.3 Methods of Time Keeping

Attendance o workersin a factory on the bassof thetime of their arrival and
departure may be recorded through either, or a combination, of the followingthree
methods:

Method of Time Keeping

Main Features

1

HANDWRITTEN METHOD a)

b)

0)

d)

Names of the workers are entered in an attendance register
maintained for the purpose o time keeping.

They arerequired tosign the register at the time of their
arrival for dutiesin thefactory and at the time they leave.

Some time after theactual time scheduled for reporting for
duties, workers arc marked 'late’ or ‘absent’ as the case may
he.

Though thisis asimple and common method, the possibilities
o fake attendance or fraudulant marking d attendance may
not be ruled out under this method.

2

CHECK, TOKEN OK a)
DISC METHOD b)

<)

d)

e

Each worker isallotted an identification or token number.

At the time o arrival, the worker collects histoken from the
board and drops it in a box kept for the purpose a the factory
gate.

After 10 0r 15 minutes of the normal arrival time, thebox is
removed by the Time Keeper or it is substituted by dnother
box.

The late comers are required to report directly to theTime
Keeper

On the basis of thetokens dropped in the box, necessary
entries regarding attendance of the workers are madein the
Time Book which is passed on to the Wages Section for
payroll accounting.

The method needs proper supervision to ensure that a worker
does not put in the box more than one token.

3

MECHANICAL OR a)
CLOCK METHOD
b)

c)

e)

Each worker isgiven a Clock Card which is placed in racks at
thefactory gate.

Thetime of arrival and departure of a worker is recorded with
the help of dock recorders.

When workers 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.

When they leave, they again get their cards punched with*the
time of departure and put them back in rack one.

It isa quick, safe, scientific, reliable and accurate method o
time keeping.




6.3.4 Importance of Time Keeping

Time keepingis a significant aspect of labour accounting. The process of time
keeping

1) Ensures punctuaity of workersand identifies late-comers;

2) Improve disciplineamong workers;

3)) Boosts morale of personnel;

4) Promotesa productive environment in the organisation;

5) Checksidletimeand increasesoutput by adherence to production schedules;
6) Helpsrecording of time for statistical purposes;
7) Maintainsarecord of work performed by the people; and

8) Assdgscomputation of labour cost per unit or per processof production.

Check Your Progress A
1) WhatisDirect Labour?

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

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

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

..............................................................................................................................................
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3) What are the objects of Time Keeping?
4) State whether each of thefollowingstatementsis True or False.
i) A fast worker is more profitablethan aquality consciousworker. ................
ii) A good system of wage payment is one which ensures maximum
possible payment to workers. v et
iii) Commission tosalesmen isadirect labour cost. ...
iv) Labour cost control must be such which can ensure efficiency and
satisfaction.

v) Thereisno need for keeping a record o time for those who get
monthly salary. e

6.4 TIME BOOKING

Under time keeping methods we simply record the time spent by aworker in the
factory. Such record does not show how that time was utilized by himi.e., how much
time hespent 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 aso 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 aworker on ajob, order or process.

6.4.1 Purpose of Time Booking
The mgjor purposes of time booking are:

1) Toasss in ascertaining the cost of a job, order or process performed;

Labour
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2) Tocheck wastaged time by the worker after he enters the factory;
3) Toassessthecost d idletime; and

4) To ensure that the time spent by the worker in the factory has becn properly
utilised.

6.4.2 Methods o Time Booking

Thesystem of time booking may be maintained either manually or mechanically. In
relatively bigger organisations, where a large number of labourers work, or where
thereis a wide variety of jobs being performed every day, Time Recording Clocks
may be used to enter thetime of starting and finishing each job separately on the Job

Cards.

The other methods of booking the timetaken on separate jobs are:

1) Daily Time Sheets: Thisisa 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 d the worker,

b) Work Order Number,

¢) Description of Work,

d) Quantity Produced,

e) Time o starting and finishing the job,
f) Total hours consumed on the job,

g Rate of Wagesper hour, and
h) Amount of wages.

2) Weekly Time Sheets. It containssimilar detailsof the record of timefor all jobs
done by theworkers during a complete week.

3) Job Cards. It is prepared for each operation to be carried out on every order.
This helpsin computing the exact time taken by a worker on a particular job,
operation or service. A job card authorisesa worker to carry out the specified
assignment. It also assistsin having a correct allocation of wagesto jobs,
operations Or processes.

As amatter 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 reconcilethe 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

4
|
i

" between these two types of cardsliesonly in theform in which the analysis of

worker's time is recorded. In time card the anaysis of time is made with reference to
each worker whereasin job card, theanaysisdf time is made with reference to each
job. Figures 6.1 and 6.2 should help you to understand thisdifference.

Figure 6.1 Dialy Time Sheet

DAVAR CO. LTD.
Daily Time Sheet

Name of Worker «.......ccviiniinn, NO. v

. Token NO. of WOIKEN .....voooveevorrers o Date........ e

Department ..., .

Description Time Total Hours Cost
Jobor.work | Work o work |
order No. done done On | Off | Ordinary | Overtime Rate Amount
|
Tota hoUrS .uininenissesissenns Worker ....occpineins
Tota cost ............... v, Foreman ....c..ccvvee.
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ESESE————
Figure 6.2 Job Card Labour
f
‘ DAVAR CO. LTD.
| Job Card for Each Job
i Job order NO. «..occiiieeiinnane
Job description ....c...vveceviiinnnn, Completed on .......... -
Started on .....ce.. at e
Day Token No.| Nameof | Deptt. | Work Time Total | Wage | Amt.
of worker | worker done Time Rate
On Off
Checked and verified Total time Total Amount
for the job for the job
Deptt. T
Foremen |

6.5 PAYROLL ACCOUNTING

Each organisation has to maintain asystem 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 al deductions, and

(ii) the preparation of wages sheet (also known as payroll) according to the specified
method of wage payment.

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
wagesis 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 wagesis calculated by taking into account the
number of units produced multiplied by the rate per unit.

For calculating the net wages payable to each worker, following deductions are
usualy made from the gross wages:

i) Finesand deductions for absence from duty

ii) Damages or lossof 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) Lifeinsurance premium

x) Contribution to employees' state insurance

xi) Deductions on the basis of court order or the directive of some other authority.
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Materialsand Labour 6.5.2 Preparation of wages Sheet

The wages sheet (payroll) is a consolidated statement showing the gross wages,
deductionsand net wages payable to workers. It is prepared at periodical intervals
according to the time d wage payment. Large concerns, these days make use of
computersfor preparing the wages sheets.

A wages sheet should generally contain the following information:

1) Nameof the Department

2) Period— Month/Week

3) Worker's Number

i 4) Name of the Worker

5) Number of Hoursworked

6) Normal Hours of Duty

7) Overtime Hours

8) BonusEarned

S . 9) Rate of Payment

; - 10) Gross Wages plus Allowances
; h 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 errorsand frauds,

including the checking for dummy workers in wages sheets, need attention to ensure

accuracy in wage payments.

6.5.3 Purposes d Payroll Accounting

Payroll Accounting system helps the organisation in

1) Providing relevant datafor cost control;

2) Determining the net amount of wages payable to each employee individually;

3) Knowing the total amount of wages payable by the organisation weekly,
fortnightly or monthly for the different departments of the unit;

4) Minimising the possibilitiesof errors and frauds 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 payatle for

the period.

6.6 IDLETIME

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 difference is known
as 'idle time'. In other words, idle timeisa period or duration for which workers
have been paid but they have not worked towards production in the factory. Thisisa
wastage which needs some effective control so that payment of wages without actual
work may be minimised.

1dle time may be of two categories: (i) normal idle time due to unavoidable factorsin
the factory, and (ii) abnormal idle time caused by avoidable factors.

6.6.1 Causes of Idle Time

Thereasonsfor idle time may be multiple. Somc of the examples of situations which
56 causeidle time are presented as follows.




Causes of idle time

Labour

[

Productive Causes ) Administrative
Causes

]

Economic Causes

(a) Machine Breakdown
(b) Power Failure

(c) Waiting for Work

(d) Waiting for Tools

(e) waiting for Materias
(f) Waiting for Instructions

(a) Poor Planning

(b) Inadequate Guidance

(c) Lack of Supervision

(d) Unusual Tea Break

(e) Distance between Factory
Gate and Place of Works

(f) Interval between One
Job and another

(a) Power Demand for Products

(b) Strikes or Lockouts

(c) Under-utilisation of
production Capacity

(d) Closurein Seasona Industries

(e) Surplus Manpower

Figure 6.3 Causes of Idle. Ti ne

6.6.2 Control of Idle Time

In order to reduce losses owing to idle time, the following measures may be adopted:

1) Fxresponsbilitiesfor various activities associated with production and for the

control of idle time occurring at different stagesin the organisation.

2) Introduce a preventive maintenancesystem for machineswith periodical

check-ups.

3) Maintain adequate stock of raw materialsand a proper sysem of stores control

to ensure continuity of production.

4) Use planning, give clear instructions in advance, define job participation by

workers and apply proper supervisionat every staged performance.

5) Obtain periodical reports on idle time, identify the-causesd timeloss and

exercisequick corrective action.

6.6.3 Treatment of |dle Time Cost
Cost of idletime should be treated in the following manner:

]
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Materials and Labour Item Charged to
1) Cost o Normal and Controllable
IdleTime FACTORY OVERHEAD

2) Cost d Normal but -
Uncontrollable ldle Time JOBS (by inflating the rates of wages)

3) Cost d Abnormal and
Uncontrollableor Unavoidable
IdleTime J COSTING PROFIT AND LOSSACCOUNT

Check Your ProgressB
1) Statethe purpose of Time Booking.

................................................................................................................................ LTI PYTRY Ty
.......................... L L L D T T
..............................................................................................................................................

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

BT T LT L Y VS T T T LT T T R L T P P Y P PP P PR PP P P PP PN

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

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

5) Givefivemajor causes of 1dle Time.

................................................................................................................ Nevsssrassrerenesaitsneras

A Ty T g P P Y PP LR P T T T T T

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

6) State whether each of thefollowing statementsis True or False.

i) Wages Sheet containing dummy names on the payroll, but fully
passed for payment, form part of labour cost. e

ii) Idletimeisa deliberatewastage of time. N et

iii) Oned the techniques.of minimising idletimeis to keep the
tools and materialsready for use..

iv) The difference between gross wages and net wages represents _
deductions.

>8 V) lob Cardscan be used for the purposed time booking. ' -------
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6.7 OVERTIME

When workers have to work beyond their normal duty hours, the additional period is
treated as 'Overtime'. Overtimeis an extra time over and above the scheduled hours
of work or beyond the usual working hours. When workersare detained for
overtime, they are normally paid a double the usua rate for extra hours.

Overtime may be considered usefu!l under thefollowing circumstances:

1) When the urgency of work demands an immediate completion of the job for the
customer;

2) When the organisation desiresto 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 workersislessthan the requirement.

Since overtime involves an extra cogt, 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 o Overtime Cost: Additional payment for overtimeshould be charged

asfollows
Nature of Overtime Charged to
1) Dueto customers' request to complete _
a job within a specified period JOB directly
2) Dueto general pressure of work GENERAL OVERHEAD
3) Dueto delayed schedule DEPARTMENT

4) Duetolossof time for

Unavoidable reasons COSTING PROFIT AND LOSSACCOUNT

5) Duetoseasonal rush and peak load PRIME COST

6.8 LABOUR TURNOVER

Workers often change their jobsfor better prospectsand better environment. In any
organisation, therefore, there isa continuousflow of labour—some old onesare
leaving and new ones are joining. Though it isa normal process, the frequent changes
in the composition of labour affect the continuity as wel as the productivity of the
organisation. This, in turn, affectsthe labour cost. Hence, every effort is made to
reduce the labour turnover, whichisdefined as the rate of change in the labour
forceof an organisation during a particular period. It can be measured by the
following two methods:

. .. Number of Workers L eft .
Average Number of workerson Roll Separation Method

OR

Number of Workers Replaced
Average Number of workers on Roll Replacement Method

6.8.1 Causss of Labour Turnover

Factorswhich cause labour turnover can be grouped into two categories:
(i) avoidable causes, and (ii) unavoidable causes. - 59
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Materials and Labour Examplesd avoidable causes of |abour turnover are as follows:
1) Workersand jobsnot matching with each other
2) Low wages
3) Bad working conditions
4) Poor treatment by employers
5) Lack of job satisfaction
6) Absence d planning and foresight in management

7) Psychological reasons Like nature, behaviour, habit o change, jumping
preferences, militant attitude, etc.

8) Poor relationship with fellow workers

9) Unfavourableor odd hoursd work

10) Bad relationship with supervisors

11) Poor promotion policy

12) Inadequate protection against accidents

13) Discrimination between one worker and another
14) Lack o proper incentives

15) Absence o asound recruitment and training policy
16) Lack of recreational and medical facilities

Among the unavoidable causes of labour turnover are the following:
1) Opportunities of better prospects

2) Sickness

3) Accident or disability

4) Changeof placed stay

5) Marriage

6) Death

7) Retirement

.8) Problemsd accommodation and transport

9) Resignation

10) Retrenchment

11) Domestic problems and family responsibilities

12) Seasonal nature of the business

13) Shortage of raw materia's, power supply, market demand, etc,

6.8.2 Effects of Labour Turnover

. A high rate of labour turnover meansthat workers often leave and do not stay for
ik long. Old workers generally possess more experiencethan new workers.

£ Replacement of workers, therefore, declines the overall efficiency. Moreover, the
engagement of new workers needs recruitment and training which involves additional
cost. Thisgap 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) Cos of recruitment o substitute workers;

2) Cod of training new workers;

3) Cos of declihein production due to reduced efficiency and disturbed schedule;
60 4) Losson Account of defectivework and increased wastage in production;




T
5) Breakage of tools and equipment due to mishandling by new workers; and Labour
6) Wastage of materialsin handling by new workers.
Theoverall effectof labour turnover, therefore, isa higher cost of production and
lower profitability.
6.8.3 Control of Labour Turnover

Sincelabour turnover is aloss to the organisation, every effortis required to
minimiseits frequency. Some of the measuresto minimiselabour turnover are:

1) Ingtitute proper machinery to attend promptly to the grievances of wbrkers;
2) Create congenial working conditionsin thefactory;

3) Provide adequate welfarefacilitiesto the workers;

4) Improveemployees morale;

5) Give opportunitiesfor workers participation in management;

6) Follow asuitable policy of promotion and transfers; and

7) Develop asound system o recruitment and training.

Control of labour turnover, therefore, needs proper job satisfaction to workersso
that they continue to serve the organisation in stead of taking a decisionto change.

Check Your ProgressC
1) What is Overtime?

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

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

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

4) Judge whether thefollowing are GOOD or BAD asatrend in a manufacturing
enterprise:

i} RisngWageswith stableoutput L. e
ii) High labour turnover DT
iii) Declining market pricesbut without any changein labourcost —............. -

iv) Workers decision to work extrafor compensating thelossdueto
strike

v) Workers work independently without any supervison .,

vi) Substantial bonusis declared by the company to theworkers ...

6.9 METHODS OF WAGE PAYMENT

One of the basic incentivesto job satisfactionand labour efficiency is adequate
wages. Unless people get proper remuneration for their services; they are not
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encouraged to participate actively in discharging their duties or in completing their
assignment effectively.

There are various methods of remunerating labour. Each methogd has its merits and
demerits, However, agood method of wage payment should

1) Guaranteea minimum wagefor the time devoted by the worker,
2) Easyto 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 areasonable 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 o pay in similar nature and level of operations, and

8) Incorporate flexibility to adjust with the changing circumstances of the business
It isto incorporate al such considerations that two main methods of wage payment
have been developed. These are:

1 TimeWage System

2 Piece Wage System

Let us now discuss the characteristics, meritsand demerits of these two systems
-.Separately.

6.9.1 Time Wage System

Thisis the most popular method of payment to workers. Under this system, wages
are based on the amount of timespent by a worker inside the factory. Heispaid at a
specified rate per unit of time (for example, per hour, per day, per week .or per
month) for hisservices 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 a 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, hiswage for
the month on the basisof Time Rate will be: Rs 5 X 8 X 25 = Rs:1,000.

The main advantages o Time Rate method o wage payment are:

1) It offersa fixed minimum wage to the worker for a defined period of time.

2) It simplifies calculation o the payable amount of wages.

3) It makes astable 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 asense of equality and unity among the workers.

6) Itis an economical system to the organisation in respect of wage administration,
material use, plant operation and quality control.

Themajor disadvantages or limitations of Time method of wage payment are:
1) Itignorestheindividual quality and quantity of output.

2) It reduces personal initiative to work faster.

3) It treats both efficient and inefficient workers at par.

4) Itincreasesthe cost of labour per unit because of the tendency to consume more
time in finishing a job.

5) [t needs a close supervision to ensure continuity of operations.
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6.9.2 Piece Wage System

When workersare paid on the basis o their outpat, irrespectived thetime
conumed in completing the work, it is termed as Piece Wage. The rate of payment
under this method is related to the quantity of work donei.e. per unit o output, per
article, per job or per commodity. Under this system, the total units produced or
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 isRs.50 and the
worker has completed 10 chairs during aweek, hiswages for the week on the basis of
piecerate will be:

Rs. 50 X 10 = Rs. 500

The mgjor advantages of Piece Wages system are that it

1) placesgreater reliance on the merit and efficiency of workers;

2) inducesworkers.to be efficient, produce more and earn higher wages,

3) ficilitates prompt computation of cost for quotations; and

4) maintainsplant and equipment properly so asto avoid disruption in work.

;Lr;te _rpai n demeritsor disadvantages of the piece wage system o wage payment are
it:. -

1y ignoresquality of productsin an effort to maximise output;

2) killsalong-terminterest and continuity of engagement in the organisation of the
workers,

3) treatsworkersas unsecure and uncertain in termsof wages payable during
different periods;

4) createsdissatisfaction among workers owing to disparity in wages,
5) needsa continuous supervisionover the quality of operations;

. 6) enhanceswastageof materials, wear and tear of machinesand absenteeism of

workers; and
7) declinesthelevel of labour discipline.

. 6.9.3 Balance d Debt System

In order to retain the merits o both Time Wage and Piece Wage systems, asalso to
minimise their demerits, a balanced system of wage payment is recommended in
developing units. Thisis known as'Balance of Debt system’ which isa compromise
between the Time Wage and Piece Wage.

Thetwo main featuresof Balanced 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 unavoidablefactors, the earningsof aworker at
piecerate are less than hisearningsat timerate, heis paid on time basis.

if) Recoupment: Thedifference between the timerate and piece wage paid to the
worker istreated as an extra payment to be recouped from his subsequent
earnings when his piece rate wages are more than timerate wages. This grants
protection to workers to earn a minimum wage on the basis o timerate even if
he completesa job in longer hours due to some unavoidablereasons. The
recovery of extra payment too may not befelt inconvenient by the worker when
liis piece wage earnings exceed the time rate wages.

Under the Balance of Debt Systein, therefore, a worker gets fixed wages for the time
he works, plus extra payment for his performance beyond a certain prescribed limit
Of output.

410 INCENTIVE PLANS

You havelearnt that wages are paid to labour on timerate or piece rate basis. But

-individual performance must also receiveattention in astructure of wages so that an

Labour
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appreciable difference is maintained between a good worker, an average worker and

abad worker. Not only that, efficiency of labour usually saves time and cost. Hence,
it would bejustified that a portion of the benefit which goesto the organisation

through labour efficiency is also shared by those who generate this benefit. Incentive’
plans are used to compensate the efficiency d labour for his extra efforts used in
minimising the time or cost. It may bein the form of a bonus or premium. Incentive
plans are devised to compensate the worker through an additional payment over and
above their guaranteed wages. The plansalso am at keeping efficient workers
satisfied with their employment. The standard.time and standard performance are
determined in advance so asto judge individual contribution. In casethereisagain
on timesaved, it isdistributed between the employers and workers.

The main featuresd most incentive plansare:

1) Thestandard time and standard performanceare determined in advance.
2) Time 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 arediscussed herein detail.

6.10.1 Halsey Premium Plan

The main features of Halsey Premium Plan asa method of incentive to efficient
workers are as follows:

1) Standard time and standard work are prescribed in advance.

2) Workers are paid for the actual timethey take to completethe job as per the
time rate.

3) If a worker completes the job in less than the pre-determined standard time, heis
given a bonus for the timesaved. Thisis in addition to.his wagesfor the actual
time spent on the job.

4) A bonus equal to 50 per cent d the wagesaof time saved is paid to the worker as
areward to hisgood work.

5) Workerswhofail to reach the prescribed standard get the time wage.

The rate o bonus under the Hasey Premium Plan may vary accordingto the policies
of the organisation. In some cases, it may be 1/3 of the wages of time saved,

It isasimple system to operate. It guarantees the hourly wages to workersfor the
actual time. But fixation of standard time is a difficult process. Workers however, feel
that they do not get the full benefit for thetime saved under this system.

Method of Computation

Total Earnings of the worker = (Time Rate X Time Taken) +
i X TimeSaved x Time Rate

o, TXR)4+3X(S-T)XR

Where S = Standard Time
T = Actua Time Taken
R = Rate of Wages per Hour

Now, if the Standard Timefor aJob = 8 hours
Actual Time 6 hours
Rate per hour Rs. 7

Then, Total -Eamings of the worker are

i
=X T+ X2X1T
=Rs. 49



This includestime wages of Rs.42 and Rs.7 as bonusfor time saved. It isto be noted Labour
here that the worker gets Rs. 49 for 6 hours, which comesto Rs. 8.16 per hour.

6102 Rowan Premium Plan

Rowan Premium Plan is similar to Halsey Plan. The main features of Rowan Plan
ae

1) Workersare paid for the actual time taken by them in completing the job on the
, basisof 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 o thetime wages astime
saved bears to the standard time.

Method of Computation
Time saved
Bous=TXRX™ ¢
S- T

Total Earnings= (T X R) + (TXRX )
8— 6

In the above example, it will be= (6 x 7) T (6 x 7) X g —
= —Rs. 52.50

1

Thisincludestime 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 becauseif time saved is more than 50 per cent of the standard
time, the bonus will decrease. However, the calculation of honus is complicated.

“Look a Illustration 1 and study how total wages of aworker are calculated under
different plans.

INlustration 1

The standard time allowed to complete ajob is 100 hours and the hourly rate of
wage payment is Rs. 5. The actual time taken by the worker to complete the jobis80
hours.

Caculate the total wagesof the worker on the bass o
i) TimeRate

iiy Piece Rate

i)y Halsey Plan

iv) Rowan Plan

Also compare the effective earnings per hour under the above methods.

Solution

i) TimeRate
Total Wages=80 X 5= Rs. 400

ii) Piece Wage
Total Wages= 100 X 5 = Rs. 500

iii) Halsey Plan
Basic Wagesfor 80 hours a Rs. 5 per hour = Rs. 400
Bonus (4 of Basic Wages for Time Saved) = 20 X 5 X } = Rs, 50
Total Wages = Rs. 450

iv) Rowan Plan
* BasicWagesfor 80 hours 4 Rs. 5 per hour = Rs. 400

20
Bonusfor Time Saved = 700 X 80 X 5= Rs. 80

Total Wages= Rs. 480 . 65
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Materials and Labour Comparative Earningsper Hour
Time Rate= Rs. 400 —80=Rs 5
Piece Wage= Rs. 500 i 8 0 = Rs. 6.25
Halsey Plan = Rs450 —-80 = Rs. 5.62
Rowan Plan = Rs480 —80 = Rs. 6

6.10.3 Differential Piece Rate System

Besides Halsey and Rowan Premium Plans; there is yet another line of thought in
respect df incentive methods. This system believesin payment of wagesto labour on
the basis of piece ratesvarying with thelevel o efficiency of workers.

Some of the exponents of differentia piece rate system are:

i)y Taylor

i) Gantt

iii) Emerson

iv) Merrick

L et us now study the main featuresof their suggestions regarding the exact basis on
which the rates of payment should be distinguished between one worker and another. r

Taylor System
Themain features of this system are:

a) It offersahigher piece rate to workers beyond a defined level of output;

b) It distinguishes between workers through two typesd piecerates: (i) alower 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 piecerate)

¢) Itactsasan additional incentiveto expert workerstowards maximisation of
production; and

d) Itignoresany form of guaranteed day wages.

[lustration 2
Standard Time alowed 10 units per hour
Normal Piece Rate Rs. 5

Differential Piece Rate:
80% of Piece Rate for Output below standard
120% of Piece Rate for output at or above standard
A produces 75 unitsin aday of 8 hours 0
B produces100 unitsin aday o 8 hours

' Compute wagesof A and B under Taylor Differentia Piece Rate System.

Solution

Piece Rate will be 5 —10 = Re. 0.50 per unit

Standard Output in 8 hoursis8 X 10 = 80 units

So A's performance is below standard and B’s above standard

Earnings of A =75 X 0.50 X 1%—% =Rs. 30

Earnings of B = 100 x 0.50 x 120 = Rs. 60

Labour Cost per unit—
A =30i75=0.40 per unit
B =60 —100 = 0.60 per unit

Gantt Task Bonus Plan

This system combinesthe(a) Time Wage, (b) Piece Wage, and (c) Bonus Plan. It
mainly followsa differential piece rate basis of remuneration with the following
method of computation:

66 ! . ' 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 Lebour

¢) Output above standard to be paid at high piecerate on the entire output o the
worEer.

Gantt System, therefore, offersan incentiveto efficient workersfor 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.
Bonusis paid at the rate of 20% for 100% efficiency. Those workers who complete

-their job in the standard time are treated as 100 per cent efficient. They get wagesfor

time taken plus bonus at afixed percentaged wages. If a worker completes hisjobin
less than the standard time, he gets wages for standard time plus bonus at afixed
percentageof wages earned (which is usually 20%). Slow workers, however, till get
the guaranteed wagefor the day.

[llugration3 .

Standard Rate = Rs 5 per hour

Standard Hours for the Job = 8 hours
Bonus= 20% of Standard Time

Worker A completesthe work in 10 hours
Worker B completes the work in 8 hours
Worker C completes the work in 6 hours

Computethe earnings of A, B and C under Gantt Task Bonus Plan.

Solution
The comparative earnings per hour o the three workerswill be computed as follows:

A: Wagesfor 10 hours at Rs. 5 per hour = Rs. 50

B: Wagesfor 8 hoursat Rs. 5 per hour = Rs. 40 + 20% of 8 hours
— 401t 8=Rs 48

C. Wagesfor 6 hours=
Wagesfor 8 hoursat Rs. 5 per hour = Rs. 40 +20% of 8 hours = Rs 48

A's earnings per hour = Rs, 5

B's earnings per hour = Rs. 6
C'searnings per hour = Rs. 8

Emerson Efficiency Scheme

, Themain features of thisscheme arc:

It combines minimum day wages with the differential rate of bonus related to the
leve of efficiency of workers.

b) It rewards efficiency according to the actual time taken in completing the job.

€) Thestandard output is pre-determined i.e., astandard task for a unit of timeor
standard time tor a job isfixed and then theleve of efficienoy of workersis
determined on that bass.

d) If ajobiscompleted in standard time, it is treated as 100% efficiency. If it takes
double time, it is 50% efficiency.

€) Bonusis paid to workers when their level of efficiency is665% or more.

a)

f) The rate of bonus increases gradually with increasein the output; the scheme
contains about 32 differentiatingrates at different levelsd efficiency.

' g) Those workerswho fail to attain 663% level of efficiency are paid at Time Rate.

. relationship with the rates of bonus under this scheme..

Look at the following two tablesto understand the level of efficiency and its 6'7{
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STANDARD TIME: 20 hours

Time taken to Levd of
complete the job Efficiency
20 hours 100%

16 hours 125%

40 hours 50%

Level of efficiency Bonus Rate

661%

Guaranteed Time Rate

90%

10%

100%

20%

Above 100%

Time Wagest+ 20% o wages earned +

wages for Time Saved

125%

Time Wages + 20% Bonus +

25% of Time Saved

Look at Illustration 4 and see how bonusand wages are calculated under the
Emersion Efficiency Scheme.

[llustration 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 bonusratefor A, B, C and D under Emersion Efficiency System.

Solution

Worker  Std. Output  Production  Efficiency Level Payment

A 2,000 1,200 60% Wagesa TimeRate

B 2,000 1,600 80% Daily wagea Time Rate + 4% Bonus

C 2,000 2,000 100% Time Rat e for hours worked + 20% Bonus
D 2,000 2,400 120% Day wage + 20% Bonus + 20% fos

Time Saved

Merrick Differential Piece Rate Sysem
The nai n features o thissystem are asfollows:

a) Itisamultiple piecerate system.

b) All workers under thisscheme are paid only on thebasis o their output.

c) TimeRatewages are not guaranteed to the workers; they are paid on the basis of

their efficiency.

d) Theratesd payment under this sysem are:
Levd o Efficiency
up to 83%of the standard

83%t0 100%
Above 100%

INustration 5

Fece Rate—Rs 20 per unit
Standard Output—24 units per day o 8 hours

Payment

Normal Piece Rate
110% d Norma Piece Rate.
120% o Norma Piece Rate



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 —24 X 100 = 67%
Asthislevel 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
Cc : Efficiency =25 +24 X 100 = 104%
Efficiencylevel is above 100%. Rate per unit will be Rs.24
Wages = Rs.600 (25 X 24)

A getsRs.20 per unit, B Rs.22 per unit and C Rs.24 per unit.

6.10.4 Group Bonus Scheme

Thissystem rewards a group associated with production rather than the individua
workers. The main characteristics of thissystem are:

a) Bonusispaid for collective efficiency in production.

h) Bonusis payable to a group of workers for their joint output over and abovethe
given target.

¢) Distributiondf bonus to the individual membersd the group is made on some
agreed basis or in specified proportions.

d) Productionisconsidered to be a team effort governing the efficiency of
performance.

€) Itisamethod of payment by results based on group productivity being shared by
the workers either equally or in different specified proportions bctwecn workers

o different skills.

£y Theam isto create a team spirit for increased production and lower cost per
unit through healthy competition between different groups.

This system givesan opportunity also to foremen and supervisorsto share the
revards of efficiency in output and to take adequate initiative in thisarea.
I

Check Your Progress D

[} How can you determine wages under the time rate system?
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4) Which one of the following alternatives should be the most advantageouschoice
of objectivein a company?

i)  Increased production

ii)  Minimum wages

iii) .Effectivesupervision

iv) Extended hoursd duty

v) . Uniform rates of payment to al staff

vi) Fully mechanised operations

vii) Labour satisfaction

viil) Industrial peace

ix) Optimum efficiency

X) Tight control over punctuality of workers.

5) State whether each o the followingstatementsin True or False.

) A good method o wage payment should
guarantee a minimum wagetoal workers,. e

ii) Time wage system motivatesthe worker to
work faster.

iii) Under piece wage system, the worker
maintainsthe plant and equipment properly. e

iv) Baance debt system isa compromise . .
between timewagesand piece wagessystems. e

V) pnder in_centive pl answages per hour
increasein the same proportion astheoutput. e

vi) Rowan premium plan ismore complicated
than the Halsey premiumplan. L

vii) Taylor differentia piecerate does not :
ignoreguaranteed day wages. e

viii) Gantt task bonus plan combinestime
wage system, piece wage system and bonus plan. eebeeenrenbiens

6.11 LET USSUM UP

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
whileindirect labour isincludedin overheads.

Recording of timed arrival and departure of Recording the workersistermed as
'time keeping' for which various methods like attendance register, token or disc
method, or clocks cardsark used. Such record does not show how each worker's time
was utilised. For this purpose asystem o time booking is maintained with thehelp of
timecards or job cards. Job cards help in ascertaining how each worker utilised his
time while he wasin thefactory and alsp in computingthe labour cost  each job or
operation.

Payroll accounting refersto the system of computing net wages payableto each
worker and preparing the wages sheet according to the specified method of wage
payment. It helpsin providing relevant datafor cost control and minimising the
possibilitieserrors and frauds.

1dle 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
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into normal idle time and abnormal idle time. Wages paid for normal idletime are.!’ " Labour
' charged to jobsby inflating the hourly wage rates. But, the wages paid for abnormal

idle time carried by un-controllable factorslike machine break-down, power failure,

strike etc. are charged to the Costing Profit and Loss Account. Overtimeinvolves an

extra cost because thie workers are paid higher wagesfor such time. The additional

payment for overtime should be charged to general overhéads if it isdonedue to

general pressure of work or to thejob directly if it is donefor completing a specific

job within a specified period.

Labour turnover refersto the rate of changein the labour force during a particular
riod. It may be caused by some unavoidablefactors like retirement, marriage,
disability, etc. or by avoidable factorslike poor work environment, poor |abour
. policies, low wages, etc. Undue labour turnover involvesadditional cost and low
profitability and should, therefore, be avoided.

There are two basic methods of wage payment viz., time wages, and piece wages.
Both have their advantages and limitations. Most organisations, these days, usetime
wage System and providefor incentive plansto 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.

6.12 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 thefactory. The extra payment is recouped from his subsequent extra earnings.

Clock Card: A card given to each worker on which histime of amval and departure
is recorded with the help of clock records.

Differential Piece Rate System: A system under which piecerate 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 timedue to circumstances beyond the
,control of the workers.-

.Indirect Labour: Labour employed' as supervisors, repair workmen, security men,
€tc.

Job Card: A card maintained for each Job on which the time spent by different
workerson that job isrecorded.

Labour Turnover: Rateof change in the labour force of an organisationduring a
particular period.

Overtime Extra time spent in the factory over and above the scheduled hours of
work.

Payroll: \WWages sheet recording gross wages and net wages payable to each worker
Payroll Accounting: A system of computing net wages payableto each worker.

Piece wage'system: A system under which wages payable to workersare based on
their output.

Sandard time: Pre-determined time alowed for completing a particular task.

Time Booking: Recording utilisation of worker's time on variousjobs, operations
(S(e2

Time Card: A card maintained for each worker on which the time spent by him on
different jobsis recorded.

Time Keéping: Recording the time of arrival and departure of workers.

Time Wage system: A system under which wages payable to workersare based on
ithe time spent by workers ih the factory. 71
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6.13 ANSWERS TO CHECK YOUR PROGRESS

A 4 i)Fase ii) False iii) False V) True v) False

B 6 i) Fase ii) False iii) True iv) True v) True

* C 4 i)Bad ii)Bad ii) Bad iv) Good V) Bad vi) Good

D 4 (i%

5 i) True ii) False iii) True iv) True v) False vi) True vii) Fase viii) True
(o 6.14 TERMINAL QUESTIONS

1) Distinguish between Direct Labour and Indirect Labour.
2) Bring out the salient featuresof Time Keeping and Time Booking.

3) What do you mean by idle time? How are wages paid for idle tume treated in
cost accounts?

i 4) 'Overtime isan evil'. Do you agree? Give reasons and explain extra wages paid
o for overtime treated in cost accounts.

5) What is Labour Turnover? State the major causes of Labour turnover.

6) _Nacrlne _tlhe various methods of remunerating labour and explain any one of them
in detail.

7) What arethe different methods of incentives? Discuss any one d thesystems of
bonus or premium which you consider aseffective.

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 questionswill help you lo understand the Unit better. Try to
7 write answers for them. But do not submit your answersto the
i University., These are for your practiceonly.
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7.0 OBJECTIVES

After studying this unit you should beableto:
e explain the concept of overheads
e classfy overheadsd ement-wise, function-wiseand behaviour-wise

e describethesources from which overheadsunder different standing order numbersare
collected

® explain variousbasesof alocationand apportionmentd factory overheads

e preparedistribution summary showing theallocation and apportionmentof various
factory overheads.

7.1 INTRODUCTION

Yau havelearnt that all indirect costsare collectively termed as ‘overheads and thet they,
congtitutean important component of total cost of aproduct, ajob or a process. In thisunit,
you will learn about the meaning of overheads, the variouscategoriesinto which they can ke
classified, and the procedure of collecting them under different standing order numbers,
Yau will also learn about the various bases d allocationand apportionmentof factory
overheadsto different production and servicedepartmentsand the preparationof distribution
summary.

7.2 CONCEPT OF OVERHEADS

A costiscomposed o threeelements — (a) materid, (b) labour, and (c) expenses. Each of
these costs can befurther classified as(1) direct and (2) indirect. Direct costs are costs
Which can beeasily identified directly with a particular product, processor department.
Indirect costs, on theother hand, refer to costs which cannot be conveniently identified with
a particular product, process or department. These are common costs like rent, repairs,
sdaries, lubricating oil, which areincurged for the benefitof a number of cost unitsor cost
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centres. The total of all indirect costs i.e., indir ect material, indirect [abour and indi-
r ect expenses, istermed as'overheads. Other termsin usefor overheads are 'oncosts,
‘overhead costs, 'supplementary costs, ‘overhead expensesar charges, ete.

The National Associationof Accountants(USA) definesoverheads(overhead costs) as
follows:

(A) Fundamental concept : Costs that haveto beincurred athough they have nodirectly
measureable, observabl erelationship to specificactivity units, productionor cost .
objectives.

(B) Application definition : Whilerelated to theaccomplishmentof the firm’s objectives,
overhead costs arecosts which cannot, asa practical matter, be assigned to those
objectivesin adirect fashion. A consistent method.of cost allocation, which by some
measure approximatestheeconomic sacrifices incurred, must be adopted.

It isevident from the abovethat they cannot directly be identified to units of output and that
they haveto be suitably allocated or absorbed so asto determine the product cost, both
total cost and unit cost.

7.3 CLASSIFICATION OF OVERHEADS

Overhead classification refersto the processof groupingthe overheadsaccording to their
common characteristics as to provide the managers with information that will enabte
them to manage the businesseffectively.

Theoverheadscan be classifiedaccording to:

1 Elements
2 Functionsand Departments
3 Behaviour.

7.3.1 Element-wise Classification
According to elementsoverhead isdivided into:

i)  Indirect materias
ii)  Indirect labour
i)  Indirect expenses

i)  Indirect materials: It isthat material which doesnot form a part of the finished
product or saleableservice. Examplesof indirect materialsare: coal, lubricatingoil,
grease, sand paper used in polishing, etc. Thereare someitemswhich may becomea
part of the finished product like nuts, screws, bolts, pins, etc., but these arestill
considered & indirect materialsfor costing purposesas their cost is comparatively
smdl.

iiy  Indirect labour : Indirect labour is not directly engaged in the productionoperations.
They only assist or help in productionoperations. Examples of indirect labour are
supervisor, clerk, cleaner, inspector, peon, watchmen, etc. Remuneration paid to these
employeesis considered as indirect labour cost.

il Indirect expenses : All indirect costs, other than indirect materialsand indirect labour
are considerad to be indirect expenseslike rent, depreciation, lightingand power,
adverlsing., inswrance eic.

7.3.2 Function-wise Classification

This method o classification 1s based on the major functions/departments of a business
organisaton Thes are
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iit)
i.v)

{i)

i)

iv)

Classification and

Production overheads
Distribution of Overheads

Administration overheads
Sdlling overheads
Distribution overheads

Productiom overheads: These include indirect material cost, indirect wages and
indirect factory expensesincurred from the stageof procurement of materiastill the
completion of the finished product, They arethe expensesincurred in maintaining and
operating amanufacturing division of an organisation. Indirect materials like cotton
‘waste, coal, Oil, O ease; indirect wages |ike salaries of store keeper, supervisor,and
indirect-expenses likefactory rent, idletime, overtime, normal lossd material, factory
light,-etc. arethe itemsof production overheads. Theseare also knownas
‘manufactaring overheads, 'works overheads, ‘factory overheads.

/Administration overheads: Theseincludeall those expensesconnected with the
managerid functionsof planning, directing, coordinatingand controlling the
operations of a businessother than thoserelated to production, selling, distribution and
researchand devel opment. Examples areoffice rent and ratés, officestaff salaries,
office lighting, depreciation,and repairs o office building and equipment, telephone
charges, auditors' fees, legal expenses, etc.

Selling overheads : These include the costsincurred for creating demand for the
product, for securing and servicing orders. Advertising, bad debts, salariesand .
commission to selling agents, travelling expenses, show room expensesare the
examples of selling overheads.

Distribution overheads : Theseinclude the costsincurred in connection with the
delivery of goods to customers. Someexamplesof distributionoverheadsare: packing
cost, carriage outwards, maintenance, repairs and depreciationof delivery vans,
warehouse expenses, wastagedf finished goods, etc.

7.3.3 Behaviour-wise Classification

Thisclassification is made on the basisof variability natureof overheadswith production,
Accordingly, they are classifiedinto :

i)
i)
i)
i)

ii)

i)

Fixed overheads
Variableoverheads
Semi-variable overheads

Fixed overheads: These overheadsremain fixed or unaffected by changesin the leve
of production. An increaseor decreasein the output has no effect on the total amount
of overheads. Asaresult, an increase in the volume of output will result in a decrease
in thefixed cost per unit, owing to its spread over alarge number of unitsand vice-
versa. Some examples of fixed overheadsare rent and rates, salaries, legal expenses,
bank charges, etc.

Variableoverheads : Theseoverheadsvary in direct proportion to changesin the
volumedf output. Variableoverheadsper unit remain fixed. Some examplesof
variableoverheadsare: indirect materials, fuel, power, siaiicaery, sdlesmen commis
sion, €tc.

Semi-variable overheads: Theseare the expensesthat stand midway between fixed
and variableoverheads. They are partly fixed and partly varigble. They vary with
changein the volume of output but not in the same proportion as the changein the
volumedf output. Examplesaf such overheadsarc : telephone charges, depreciation,
repair and maintenance, cost of supervision, etc.

¢ heek Your Progress A
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4 Fillin theblanks.
i)  According to elements o cost, the overheads are classified into indirect material

if)  Thecosts other than direct COStSare KNOWN as.......vuvveviiuninnieniennins

iii) Semi-variable overheadsare.............................. fixed and
........................ variable.

iv) Symbolsor code numbersof overheadsareknown as....................ceee,

v)  Journd givesinformation relaingto........coeveviveriienieininnnns items like

depreciation, notiona rent, etc,

7.4 COLLECTION OF FACTORY OVERHEADS

As mentioned earlier, overheadsare not directly attributable to a particular cost unit, process
or department. Hence, thereisaneed for distribution of overheadsto different products
manufactured or o thedifferentdepartments. There are four steps in overheads distribution.

They are:

i)  Collectiond overheads

i)  Allocation and gpportionment to productionand service departments
iii)  Re-apportionment of service department costs

iv)  Absorptionof overheads

The first step in overhead distributionis the collection of overheads. This meansthe ascer-
tainment o the totd amount spent on each item of overheads during a particular period.
7.4.1 Standing Order Numbers

After theclassification of overheads,each group of expensesshould be given adistinct
symbol or number so that each such groupiseasily distinguished from that of the other.
Such symbols or numbers, are the codes for overheadsand are known as 'standing order
numbers." Each standihg order' number represents a particular typeof expenditureand as
and when the expenditure is incurred, it is appropriately classified. The code numbers may
be al phabetical (Mnemonic method), numerical or acombination of both.

Numerical method : Number from 01to 10 n@y befor indirect materials; 11 to 20 for
indirect labour and so on.

Mnemeonic method :
S may berepresentsales
SA for sdles-advertising
SAS. Sdes-Advertising-South India.



Combinaqo.n of alphabetsand numbers system : Alphabet represent the main groupand Classification snd

Distribution of Overheads
numbers denote the sub-group.
R — Repairs
R, ~ Repairsia machinery
R, — Repairsto-building
R, — Repairs to vehicles

Thus, the manufacturingoverhead costs areanalysed and classified by the code numberson

the documents. Now, for the collection of factory overheads, these variousdocuments have

to be processad from which thenecessary datacan be extracted.

7.4.2 Sour ces

The sources from which overhead costs arecollectéd areas follows:

a) Invoices: Thesearedocumentsreceived for sundry purchasesagainst purchase
requisition made by a particular department. The name or code number of the depart-
ment will beindicated in theinvoiceitsalf. At theend of the month the total amount
o purchaseswill be debited to Factory Overhead Account and credited to Cost Ledger -
Control Account.

b StoresRequisitions: Materiaswould beissued from storesonly on recelvingstores
requisition from thedepartments. On the storesrequisition, the code number of the
department making the requisition would be indicated. This hdpsin charging the
indirect materiasto the particular department using them.

c) WagesAnaysisBook : Thisbook givesinformetion relatmg to indirect wages,
overtime, bonusetc. When wagesare paid toindirect workers they areenteredagaingt
the standing order numbers on the basis of job cards, timecardsetc.

d)y Cash Rook : Theoverheadswhich are pad in cash but not recorded anywheredse
can becollected from this book.

e Journal : It givestheinformation relating to non-cash itemslike depreciation,
notiond rent, -accruals and paymentsin advance. Therefore, it is necessary 10 scruti-
nisethe journa for the accumulation of manufacturing overheads,

fy  Subsidiary Records: Itis necessary to look into thereports r’e‘garding scrap, waste,
spoiled materias, idle timeand idle facilitiesfor ascertaining their coststo be adjusted
in overheads.

75 ALLOCATION AND APPORTIONMENT OF

FACTORY OVERHEADS

After the overheads are classifiedand collected under variousstanding order numbers, the

second step in overhead distribution isallocation and apportionmentdf overheadsto

production and service departments.

7.5.1 Allocation

According to thelCMA Terminology, dlocation is"'the dlotment o wholeitemsof cost to .

cogt centresor cost units”. It refersto charging to the cost centrethose overheadsthet have
been incurred for that cost centre. 1t means that overheads have been incurred because of
theexistence of that cost centre. For example, if canteen istredled asa separatecodt centre,
sdary paid to canteen manager can beallocated to canteen. If indirect wages and s ariesare
paid to theemployeesin each department, they can be whally attributed to the concemed
departments and charged accordingly. When separate metersare indtaled in departments,
frommeter reading, power chargesfor eacti department can be easily known and asauch
they aredllocated to theconcemed departments. -
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Thus, it can be said thet, an overhead can bedlocated to acost centreif the following two
conditionsare satisfied :

1 The overhead must have been incurred because of theexistencedf that particular cost
centre.

2  Theexactamount of overheadincurredin acost centremust be known.

75.2 Apportionment

Apportionment refers to thedistribution of common itemsof cost to two or more cost
centres 0N Some gppropriate bass. When the costswhich areincurred for thefactory asa
wholeand benefit two or more cost centres, then it isnecessary to apportion them to
different depatmentsthet receive benefit from such costs. For example, factory rent benefits
dl thedepartments. Hence, it should be gpportioned (o all the departmentson the basis of
thefloor areaoccupied by each department in the factory.

Thecommon factory overheads haveto be apportioned to variousproductionand service
departmentsin the factory an someequitable basis.

A production department is one that engagesin the actua manufacturedf the product.
Examplesdf production departments are weaving, spinning, crushing, mining, grinding, etc.

A sarvicedepartment is one which rendersa service that contributesindirectly in the
menufactured a product. It renderssarvice to the production as well as other service
departments. Examplesof service departmentsare purchasing, stores, time kecping,
personnd ingpection,elc.

Principlesof Apportionment

As dated earlier, the common factory overheads (common costs) have to be apportioned to
vaious production and service departmentson someequitable basis. In determiningthe
bad's to be adopted, the following guiding principlescan befollowed:

1 Actud benefit : According to thisprinciple, overheadsare distributed over various
departments an the basisdf the actual benefit recaived. Thiscan be adopted whereit is
possible to messure the actual benefit derived from a particular expense. For example,
rent can be gpportioned to different departmentson the basis of area occupied.
Similarly, machine shop expensesmay beapportioned on the basisof actua time
devoted to eech job for which proper job cardsare maintained.

2  Potentia benefit : It would be ided todistributecommon costson the bassd actud
benefit received, but, in most cases, the messurement of actua benefit may nat be
possiblear it mey betoo cumbersome to keep the necessary records. Hence, it is
advocated that the apportionment may be doneon thebads of potential benefit
(benéfit likedy to ke recaived). For example, if lighting costs were to be apportioned
 the basis of actual benefit received, you will have, to keep record of the number of
lighting pointsin eech department, the wattageof bulbs used in each lighting point,
and theamount of time for which each point wason. Thisisrather impractica. Hence,
lighting cogts can be gpportionedsimply on the basisdf lighting points in each
department. Smilarly, cost of transport for workerscan be apportionad on the basisol
the number d employeesin each department. Thismethod isaso caled 'service o
U method.

3 Specitic criteria - According to this principle, theoverheadscan be apportioned to
differcnt departments in a given ratio which may bedetermined after careful survey
for different servicefunctions. This method, therefore, isa so known as 'survey
method' and it is particularly useful whereit isdifficult to select a suitable basis for
apportionment. For example, for the apportionmentd works manager's salary, it may
bedifficulttoidentify asuitablebasis. Henceasurvey may be conducted to ascertain
thetimeand attention given by hm to differentcost centres and a-reasonable raio
fixed for the purposa.

4 Ability topay : Thismethod isbased on the principle that morethé revenue of a
department, the higher should be the proportionatechargefqr the services, For



example, thecost of maintaining storesmay beapportionedto different production
departmentson the basisof the vaue(not the volume) of materials consumed.

Basis of Apportiox‘mllen't : In thelight of theabove principles, theusual basis for
gpportioningcommon itemsof factory overheadcan beasfollows:

nses Basis

1 ent, Rates and taxes, insurance, Hoor areaoccupied
~ depreciation and repairsof buildings

.2 Cantegn, welfareexpenses, No. of employess
time keeping, personnel office

3 Depreciation, repairsand Capital cost of plant
insuranceto plant and machinery and machinery

4 Power/Steam consumption, Technical estimates (i.e HP hours,
dighting | - number of light points)

5  Storekeeping expenses Weight/value of Materias

6 Interna trangport, Number of requisitions, weight/

Vaueof materials b
7 Compensationto workers, Direct wages

ESl and PFcontribution

7.6 PREF’ARATION OF OVERHEADS DI.ST‘RI BUTION
SUMMARY

Thedlocation and apportionmentof overheadsto production and servicedepartmentsis
aso known as ‘departmentalisation or primary distribution of overheads. It isdone by
preparing an overheadsdistribution summary. .

For the preparation of overheadsdistribution summary, all those overheads which can be
directly identifiedwith a particul ar department, will be taken/allocated to the concerned
department and those which cannot be identified with a particular department will be
gpportionedi.e., distributed on equitable basisto different departments,

Theproforma of overhead ditribution summary isgivenin Figure7.1,.

Figure7.1:  Proforma of Overhead Distribution Summary
Departmental Overhead Distribution Summary

Expenses ' Basis of Total Production © Service
-Apportionment Departments . Depanments
A B|.c | D E

Rs. Rs: Rs. Rs. " Rs. Rs.

Look at Hlustration 1 and study how departmental overheadsdistributionsummary is
prepared.

Classification and
Distribution o Overheads

11
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Illustration 1

Thefollowing information is supplied from the costing records of acompany :

Rent

Maintenance

Depreciation

Lighting

Insurance

Employer's contribution to
Provident Fund

Energy

Supervison

Rs.
4,000
2400

1,800

400
2,000

600
3,600
6,000

Departments
Spinning Weaving Stores Fime Keeping
Floorspce(sq. fi.) 300 220 180 100
Number of workers 48 32 24 16
Total direct wages Rs.) 16,000 12,000 8,000 4,000
Cost ofmachinery (Rs.) 48,000 36,000 24,000 12,000
Stock of goods 30.000 18,600 12,000 —
Prepare a statement showing apportionment of costs to various departments.
Solution:
Departmental Over headsDistributlon Summary
Expenses Ba isof apportionment Depantments
Total Spinning Weaving Stores Time
keeping »
R, Rs. R. R, Rs.
Rent Floor space
(300: 220: 180 : 100) 4,000 1500 1.100 900 500
Maintenance Cost of machine
(48 :36: 24: 12) 2400 960 720 480 240
Depreciation —do— 1,800 720 540 360 180
Lighting Floor space
(300 : 220 : 180: 100) 400 150 110 90 50
Insurance Stock of goods
(30:18:12:00) 2,000 1,000 600 400 -—_
Employer's Direct wages
contribution (16:12:8:4) 600 240 180 120 60
Energy Cost of machine
(48:36:24:12) 3,600 1440 1,080 720 360
Supervision No. of workers
(48 :32:24:16) 6,000 2,400 1,600 1,200 800
Total overheads as per primary
distribution 20,800 8410 5939 4270 2,190

ReApportionment of Service Department Costs: Oncé the overheads have been

alocated and apportioned to production and service departments, next stepin overhead
distribution is to re-apportion theservice department total coststo production departments.
Asthe ultimate object is tochargetheoverhead to cost units, and nacost units pass



through scrvice departments, it becomes necessary to apportion the servicedepartments
costs also to production departments on some equitablebasis. Thisisknown as secondary

distribution.

The common basisof secondary distribution aregiven below :

Service Department

1 Purchasc department

2 Stores department

3 Time-keeping department, Pay-rall
dcparlment

4 Personnel department, canteen,
welfare, medical, recreation and
security departments

5  Repairsand Maintenance

6  Power House

7 Inspection .

8  Drawing Office

9 Accountsdepartment

10 Tool Room .

" Illustration 2

Basis
Number of purchaseordersor number of

purchaserequisitionsor value of rpaterids
purchased

Number of material requisitionsor value of
materialsissued

Number of employeesor total labour or
machine hours

Number of employeesor totd wages

Number of hoursworked in each department

Meter reading or H.P. Hour for powers
Meter reading or floor spacefor lighting, heat
consumed

Inspection hoursor vauedf itemsinspected

Number of drawings made or man-hours
worked

Number of workersin each departmentor time
denoved

Direct labour or Machine hours or wages

From the following information, prepare the departmental overhead distribution summary.

Wdfareto siaff

Item’
B A
Direct wages (Rs.) T 60,000
Direct Material (Rs.) 30,000
Stalf Number, 3,000
Electricity KWh 12,000
Asst Value Rs.) ® . 1,20,000
Light paints 20
Area (5. Yardsy) . 300

. Theexpensesfor theperiod were

Rs.
Power . 2,200
- Lighﬁng' i - . - 400
Stores 1,600
6,000

Production Depts. Service Depts.

B : C X Y
90.000 1,20,000 30,000 60,000
60,000 60,000 44,000 45,000

4,500 4,500 1,600 1,400
'19.000 6,000 3,000 3,000
80,000 60,000 20,000 20,000

32 '8. 2 8

500 100 w 100
Rs,

Depreciation 60,000

Repairs 12,000

General Overheads 24,000

Rent & taxes 1,100

Appoi-tion the expense's\of servicedepartment Y according to direct wages and thoseof
service department X in theratioof 5:3: 2  to the production departments.

Classlification and
Distribution of Overheads

13
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Solution

Departmental Over head distribution Summary

Expenses Basis Tota Production Depts. Service Depts.
A B C X W_X
Rs. Rs. Rs. Rs. Rs. Rs
Power KWh 2,200 800 600 400 200 200
Lighting Light points 400 100 160 40 60 40
Stores Qverhead Direat Materid 1,600 V) 402 402 295 301
Welfare totheStaff | Staff Number 6,000 1,200 1.800 1.800 640 560
Depreciation Assetvalue 60,000 24,000 | 16,000 | 12,000 4,000 4,000
Repairs Assetvalue 12,000 4,800 3.200 2,400 800 800
Generd overhead Direct wages 24,000 4,000 6,000 8,000 2,000 4,000
Rent & taxes Area 1,100 3M) 500 100 100 100
W ages Allocalffd 90.000 — — — | 30.000 60,000
Matenal 89,000 —_— — — | 44,000 45,000
Tota as per primary . )
distribution 2,86,300 35,400 | 28662 | 25142 | 82,005 1,15,001
Departrent Y Wages 25,556 . 38334 | 51,111 — | (,15,001)
Survice
Department X 5:3:2 41,048 | 24628 | 16419 | (82,025) —
Total as per secondary
distribution 1,01,990 | 81.626 | 92,684 - —

Note : Service departments’ total cost (Directcost + Overhead cost) hasto bere-
apportioned to production departments, diréct wagesand direct material cost of
service departmentsis taken in overhead distribution summary.

Hlustration 3

Cahcut Sogps Limited supplied you the following information for the month ending January
1988. You arerequired to gpportion the overheads to production departments.

Irem

Direci wages (Rs.)
Direct Material (Rs.)
Employee-Numbers

Eleetrcity - KWh

Asst Vaue(Rs)

Area Occupied : 8q. yards)

14,000

6,000

400

. 16,000

'Light ponts - Numbers,

20

1,00,000

The expenses for the month were :

Stores :varhead
Motive power
Lighiing

Labou:r wellare

Depreciation

1,600

Rs.
800
3,000
4m)
6,000
12,000

Production Departments

B C
12,000 10,000
5,000 4,000
300 . 300
12,000 12,000
30 30
60,000 40,000
1,200 1,200

Repairsand Maintenance
General overheads

Rent and taxes

Service Departments

X Y
2,000 2,000
3,000 2,000
100 100
4,000 6,000
10 10
20.000 20,000
400 400

Rs.

2,400
20,000
1,200



Appoartion the expenses o Department X in theratio of 4 : 3: 3and thet of the Depariment Classification and |

Y in proportion to direct wages to Department A, B & C respectively. Distributiond Overheads
Solution :
Departmeng:Overhead Distribution Summary
Expenses Basis Total Production Depts. Service Depts.
A B c X Y

Rs. Rs. Rs. Rs. Rs. Rs.
Direct wages | Allocation 4,000 -_ —_ — 2,000 2,000
Direct Material | Allocation 5,000 — — —_ 3,000 2.000
Stores Overhead | Material 800 240 200 160 120 80
Power KWh 3,000 960 720 720 240 360
Lighting Light points 400 80 120 120 40 40
Labour Welfare | Employees 6,000 2.000 1,500 1500 500 500
Depreciation Assetvalue 12,000 5,000 3000 | 2,000 1,000 1,000
Repairs & J ' .
Maintenance " 2,400 1,00 600 400 200 200
General .
overhead D. Wages 20,000 7,000 6,000 5.000 1,000 1,000
Rent & Taxes Area 1,200 400 300 300 100 100

. ,

Total as per primary 54,800 16,680 12,440 10,200 8203 | 7,280
distribution
Service
Department X 4:3:3 13,280 2460 2,460 (-8,200) —
Service ‘
Department Y  Direct Wages 2831 2427 2022 — | (-7,280)
Total as per Secondagy
distribution 22,791 17,327 14,682 — —_

Check Your ProgressB
1 Whatisallocation of overheeds?

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

2  Whado );ou mean by apportionment of overheads 7

'3 What is rerapportionment ?

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

15
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4 State whether each of tlic following statementsis True or False,
i) Rent isapportioned on the basis of direct wages.
ij)  Powerhouse is aproduction deparimént.

iii) The basisfor apportionment of canicen and welfare expenses is the number of'
employees.

The basis for re-gpportionmentof repairsand maintenance deparument iSthe

iv) TR
number of machine in each department.

v)  The modt practica method of apportionment is the potential benefit,

7.7 SUMMARY

Overheads refer toall indirect costsincludi ngindirect materials, indirect labour and indirect
expenses. These can beclassified according 1 the functionsto which they relate and
according to their variability in relation to the volumed output.

Overheadsare al so taken into consideration whilecalculating the tatd cost per unit. But,
they cannot be directly identified with particular products. Hence, they aredistributed
among different productsin an indirect manner.

Thefirst step in overhead distribution is the collection of overheads(ascertainment of the
total amount) under various standing order numbers. The next step is to allocate and
apportion them to various production and servicedepartmentson some suitable basis. The
guiding principlesof apportionmentare: (i) actua benefit (ii) potential benefit (iii) oecific
benefit (iv) ability to pay. The third step isto fe-apportion thecost of service departmentsto
productiondepartmentsto facilitate the distribution of overheadsamong different products
manufactured in the factory.

Thelast and final stagein overhead distribution is the absorption of overheads. This will be
discussed in Unit 8. \

78 KEY WORDS

Allocation: Allotment of whole amount of overhead cost to a particular cost centre.

Apportionment : Distribution of common costs t0 variouscost centreson some equitable
basis.

Common Costs : Overheadsincurred jointly for variouscost centres.

Departmentalisation (Primary Distribution) - Allocation and apportionment of overheads
to production and service departments.

Overheads Distribution Summary : A statement showing allocationand apportionment of
variousitems of overheads.

Re-apportionment (Secondary Distribution) : Apportionment of service department's
cost to production department.

79 ANSWERSTO CHECK YOUR PROGRESS

A 2 factoryoverheads, administrativeoverheads, sellingoverheadsand distribution
overheads.

4 i) indirect labour ii) overheadsiii) partly, partly iv) standing order numbers
V) hon-cash

B 4 i)Fdseii) Faseiii) True iv) False v).Ttue



Classification and

710 TERMINAL QUESTIONS/EXERCISES Distrlbutloh of Overheads

Questions

1 Defineoverheads. What are the various methods of classifying overheads. Discuss
¥ functional classification.

2, Name vari ousstqgs involvedin thedistribution of overheadsand explain them briefly.
3 How and why the service departmentscostsare apportioned to production departments?

4" What are standing order numbers? Explain varioussourcesused for collection of
overheads.

s Discussvariousprinciplesaf apportionment of overheads. Give afew examplesof the
bases used for apportionment and re-apportionmenl.
Exercises

1 Following figures have been extracted from the accountsd a manufacturing concern
for the month of Deccrnber 1989.

Indirect Materials :

Rs
Production Departments X 1,000
Y 1,800
Z 500
Maintenance Degt. p 3,000
Stores Dext. Q 800
Indirect Wages:

Production Dept. X 1,400
Y 1,900

Z 400
MaintenanceDept. P 2000
Stores Dept. Q 1,300
Power and Light 12,000
Rent 5600
Insuranceon assets 2,000
. Med charges 6,000

Depreciation @ 6%00n capital valued assets. From thefollowingadditional
information, calculate, the sharedf overheadsof each department.

Item / Production Service

X Y Z P
Area (sq. ft.) 4000 = 4000 3,000 2,000 1,000
Capital valueof .
asset (Rs) 2,00,000 240,000 160,000 120000 80,000
K.W. hours 4,000 4400 1,600 1,500 500
No. of employees 180 240 60 80 40

(Answer: X : Rs. 11,300; Y : Rs. 13,900; Z : Rs. 5500; P: Rs. 9,000; Q: Rs. 4,000) 1Y
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M. Co. Ltd., bas three productiondepariments A, B, and C and Lwo service
DepartmentsD and E. Thefollowing figuresare extracied from the recordsdf the

company :

Rent ad rates 10,000
Indircct Wages 3,000
Dcprcciaion 20,000
Lighting 1,200
Power ‘ 3,000
Sundries 20,000

Thefollowing further detailsare available:

Total A
Floor space
(sg. ) 20.000 4,000 5,000
Light points 120 2

Direct wages (Rs) 20,000 6,000 4,000

H.P. of machines 300 120

Vaue of machines (Rs.)5,00,000 1,20,000 1,60,000

C D

6000 4,000
40 20
6,000 3,000
100 20
2,00,000 10,000

Apportion-the costs to variousdcpartments on the most equitable basis.

E

1,000
10
1,000

10,000

(Answer: A: Rs 15,100; B: Rs, 14,400; C: Rs, 19.300; D Rs. 9,250; E: Rs. 3,150)

A factory has two production departments A and B and two service departments-
Purchasing Department C and Time keeping department D.

A
Wages (Rs) 16,000
Area sg. meter. 1,500
Number d employees 80
Vdue d Plant and Machinery (Rs.) 32,000
Vdueof direct materials purchased (Rs.) 10,000
Lighting units 5,000
The following costs have been incurred :*

Rs.

Supervision 6,000 Rent

12,000
. 1,100

24,000
20,000
3,000

6,000

40
16,000

1,500

6,000

8,000

500

Rs.
1,600

Repairsto Plant and Machinery 2,400 Depreciationto Plant and Machinery 4,000

Light 2,000 Power -

Employer's contribution toESI 400  Canteen expenses

departments, ignoring inter-service. department transfer.

(Answer : A:Rs'15,220,;B : Rs. 15,280)

2,000
200

» From the 'aboveinformation apportion the service departmentscosts to production



Calculate the overheadsapplicable to production departmentsA & B. Thereareaso - Classffication and |
two Service Departments X & Y. X renders service worth Rs. 24,000 to Y and the Distribution of Overheads
balance 0 A & Bas3: 2. Y renders serviceto A and B a59:1

A B X v

Floor space (Sg. ft.) 10000 8000 2000 4000
Assts (Rs in lakhs) 20 10 6 2
H.P. of machines 2,000 1,000 800 200
Number of workers 200 100 100 50
Light points 100 60 40 40
Expensesare:

Rs.
Depreciation 3,80,000
Rent, Ratesetc. 72,000
Insurance 30,400
Pcwer 40,000
Canteen expenses 20,000
Electricity 9,600

(Answer : A :Rs. 3,73,560; B : Rs 1,79,940)

Tho R.T. Engineering|ndustries produced productsP and Q during January 1980.
Direct Department Expensesdf the 3 servicessectionsand 2 production sections
through which the productspass and other relevant information are furnishedbelow :

Sectionl ExpensesNumber of  Labour Labour  Installed

Departments workers Hour cost - capacity
Rs. Rs.

ServiceSection X

(Personnel and amenities) 30,000 12 _ _— —

ServiceScction Y

(Eleclrical) 40,000 10 _ —_ —_

Service Section Z

(Mill weight) 10,000 10 600 —_ —

Production

Section A 70,000 50 6,000 . 26,000 40 HP.

Production . | ' ~ o

SectionB . - 80,000 50 12,000 36,000 60 HP.

Expenses under Service Section Y represent Departmental Expensesdirectly
apportioned on electric power used on installed capacity of electric motorsin
Departments A and B,

Of the 600 effective hoursof Mill weight in Section Z, 240 hoursrelate to Section A
and 360 to Section B.

Show the apportionment of Service Sections to Production Sections. :

(Answer : A: Rs. 1,04,500 ; B : Rs. 1,25,500)

Note:  Thesequcstions will help you to understand the unit better. Try [o write
answers for them. But do not submit your answersto the University. Theseare
for your practice only.




UNIT 8 ABSORPTION OF FACTORY
OVERHEADS

Structure

80 Objectives
8.1  Introduction
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88 Key Words

#9  AnswerstoCheck Your Progress
8.10 Termind Questions/Excrcises

8.0 OBJECTIVES

After studying this Unit, you should beableto :

e  explainthe meaning and need for absorption of overheads
e  describe different methods of absorption and their relative merits and demerits
0 decideon asuitable method df absorpLion

o  explainthe meaning of over-absorption and under-absorption and their treatment in
cost accounts.

8.1 INTRODUCTION

In Unit 7 you learnt about the first threc steps in overhead distribution viz., (i) collection of
overheads, (ii) allocation of overhcads, and (iii) apportionment of overheads. You also learnt
about the preparation of overhead distribution summary whereby the cost of operating each
produclion department could beascertained. You know that the basic purposed this
exerciseisto ultimately distribute various overheads to different products manufacturedin
the factory. For this purpose, another step in overhead distribution is followed. ?his is
termed as absorption of overheads. In this unit, you will study the various methods of
absorption of overheads, their merits and demerits, calculation of overhead rate under each
method, and the treatment of over-absorptionand under-absorptionof overheadsin.cost
accounts.

8.2 MEANING OF ABSORPTION

Once the totd overhead cost of various production departments is ascertained by means of
allocation, apportionment and re-apportionment, thesecosts should be charged to thecost
units i.c., the productsthal pass thirough these production cosl centres. Asthe ultimate objec-
tivcis to find out thecod of production it isnecessary to distribute the overhead costs of
production departiments/cost centres to the cosl units.
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Production overheads . _M %100 =50%
Material cost 2,00,000

Now, if the direct material cost of ajobor cost unit is Rs. 3,000, the overhead to be absorbed
by the cost unit will be 50%adf Rs. 3,000 i.e. Rs. 1,500.

This method is suitablewhen (a) the production unitsare uniform ia size and make,

(b) require same type of material in equal quantities, () where materia cost constitutesa
substantial proportion of primecost, and (d) whereoverhead contains a large proportion of
costs related 1o materials like purchasing, receiving, storing, etc.

Thelimitationsof this method arc :

i) When there are wide fluctuationsin materia prices, it givesrise to misleading
overhead absorption rates because overheadsarenot necessarily accompanied by
similar changes,

i)  If different materialsare required for different jobs, job cost comparisons would give
mideading resultsand awrong idea o profitability because of differencein the prices
of materias.

iti)  Thismcthod does not recognisethe importance d time factor. Two jobs using the
samerav materia would absorb the sameamount of overhead though the time
consumed by the jobsdiffer.

iv) Thismethod does not recognisethe difference between the work donc by skilled and
unskilled workers.

8.3.3 Direct Wages Method

Under thismethod, the absorption rate is ascertained by taking direct wages as the base and
expressing it asa percentaged direct wages.

For example, productionoverheadsare 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
Direct labour cost
1,60,000
2,00,000

X 100

% 100 = 80%

Now, if thedirect wagesof job are Rs. 4,000, the absorption of production overheadsby the
job will be80% of Rs. 4,000 i.e. Rs. 3,200.

Itis particularly suited when (@) theratesdf wages are the same, (b) similar nature of work
isdone by the labour, (¢) theworkersare of same or equal efficiency, and (d) the use of
machinesis negligible.

Though this method issimple, easy 10 understand and duly recognises the time factor, it
suffers from the following limitations:

i)  Nodistinction is made between skilled and unskilled workers. The work done by
unskilled workersshould bear a higher charge of factory overheadsas they take more
timeand utilise factory facilitiesfor alonger period. But, under this method, more
amount of factory overhead ischarged to the work donc by skilled workers, as the
skilled workersare paid a a higher rate.

i) Thedifferencebetween the work done by machinesand hand workersis nor
recognised. Certain machine expenses likedepreciation, power etc., should be charged
only to the work done on machines. But, total factory overhead isabsorbed by dl the
unitswhether done by machinesor by hand workers.

i)  Therelationshipbetween direct wagesand overhead is lessclose.



Despite the above limitations, it is most commonly used method for the asorption of Absor ption of
{actory overheads. Factory Overheads

8.3.4 Prime Cost Method

Prime Cost is the aggregatc of direct materialsand direct wages. In order to combine the
advantages of both the methods, sometimes prime cost is taken as the basisfor the overhead
absorption rate.

Production overhead

Overhedrate = ————— x 100
Prime cost
Production overhead Rs. 80,000
“rime Cost Rs. 1,00,000
Overhead rat 80.000 100 = 80%
erheadrate = Toogop" *P =

If the prime cost of a job is Rs. 500, production overheads to bc absorbed by the job will be
80% of Rs. 500 i.e., Rs. 400.

Though, overheads are more related to labour cost than material cost, the method gives
equal importanceto both materials and labour. If the cost of materia isaconsiderableitem.
of prime cost, the time factor will be ignored under this method, and this is the main limita-
tion of this method.

8.3.5 Direct Labour Hour Method

Under this method, the overhead absorption rate is calculated per labour hour. It is done by
dividing the total overheads in the production department by thenumber of hours worked by
labour in that department. The overhead pertaining to ajobor product isascertained by
muliplying the hourly rate with the number of labour hoursspent for that job or product.

Thismethod tries to eliminate the defectsof direct wage method. It takes into consideration
timefactor and the difference in wage ratedoes not affect its validity. It issuited to those
¢oncerns which are labour oricnied.

[ustration 1
Computelabour hour rate from the information given below :

Total number of operators working in the department of afactory is 20. The department
worksfor 300 daysin a year and number of hours per day worked is8. Idle timeis 5% of
the total number of days. Total departmental overheadsare Rs. 22,300.

Solution
Lsbour hour rat Total overheads
urhourrate ~ Net working labour hours (effective)
Number of days in a year =300
No. of labour hours per day =8
Total labour hours.in ayear . = No, of daysin ayear x No. of labour hoursper day.

= 300 x 8= 2,400 hours
Less5% idletime (5% of 2,400) =120 hours

Net/Effective |abour hours = 2,280 per operator

Total net working hoursinayear = Netlabour hoursin ayear x No. of operators
= 2,280 20= 45,600
Total worksoverhead = Rs. 22,800
B



Overhead 22,800
verneass Direct labour hour rate = 25600 = Rs 050

If time taken by the workersto completea jobis80 hours, then the factory overhead w be
charged to that job would be Rs. 40i.e. 0.50 labour hour rate x 80 labour hours.

8.3.6 Machine hour method

This method isSmilar to labour hour method. But, instead of taking labour hoursas the
base, machine hoursforms the basisof caculaing overhead rate. Theabsorptionrateis
calculated by dividing thefactory overheadsapportioned to a machine by the number of
hours the machine has been worked. Thus, we will get the rateper machine how. Thisis
called machine hour rate. In other words, it is thecost of running ameachinefor onehour.
A separaterate iscalculated for each machine or agroup of similar machines.

Here, the overheadswill be apportioned to the machinesinstead of the departments. Each
machine is conddered to bea cost centre. The total overheadsdf the machinewill bedivided
by the number of hours worked by it. Thus, weget the absorptionrate per machine hour.
Thisrate will be multiplied with the number of machine hours spent for aparticular job to
get thecost to be absorbed, by that job.

If productionoverheadsdf machine1 Rs. 5,000
No. of machine hours 500
Machine hour rate will be = Productionoverhead's
No. o machine hours
-~ 9000 _ rs10
500

If machine 1 has been used for 5 hours fora jaob, overheads to e absorbed by that job will
be Rs 50 (Rs. 10 x 5).

Thismethod is suitable wherework is carried an mostly by the machine becausein auch
casesthe overheads are morerelated to the machines.

Let us take an example(lllustration 2) involving calculation of overhead absorption rates
under various methodsof absorption and see how it affectsthe total cost of ajobor a

product.
[llustration 2
The production department of afactory furnishesthe following information for the month of
October, 1990.
Rs. Hours
Materials usd 54,000
Direct wages 45,000
. Overheads 36,000
Labour hoursworked 36,000
Machine hoursworked 30,000

For an order executed by thedepartment during Ocuber, the rdevant dataisasfollows:

Rs. Hours
Materialsusd 6,000
Direct wages 3,200
Labour hours worked . 3,200

u .. Machine hours worked 2,400



Calculate the overheads chargeableto the job by (a) Direct Materials Cost Method, (i)
Direct Labour Cost Method, (iii) Labour Hour Rate, and (iv) Machine Hour Rate.

Solution
Overhead Absorption Rates
. . 36,000
i)  Direct MaterialsCost Method = — x 100
54,000
=66/ %
. 36,000
iiy  Direct Labour Cost Method = x 100
45,000
=80%
i Labour lour R 36,000
iii) our |-lour Rate = 36,000
=Re 1.00
6,00
iv) Machine Hour Rate = U
30,000
=Rs. 1.20

Statement Showing Cosl of the Job under different Methods of' Absorption

Direct Materials Direct Labour LHR MHR
Cost Mcthod Cost Method
Rs. Rs. Rs. Rs.
Direct Materials 6,000 6,000 6,000 6,500
Direct Wages 3,200 3,200 1,200 3,200
Overheads (applied) 4,000 2,560 3,200 _LE%()
Cost of Production 13,200 11,760 12,400 12,580

Working Note

Overheadschargeableto the job have been worked out under different methods of
absorption asfollows:

i)  Direct Material Cost Method =66-%/,% of Rs. 6,000
=Rs. 4,000

iiy  Direct Labour Cost Method = 80%ol Rs, 3,200
= Rs. 2,560

iif)  Labour Hour Rate =3,200X Re. 1.00
=Rs. 3,200

iv)  Machine Hour Raie = 2,400x Rs. 1.20
=Rs 2,880

Absorption of
Factory Overheads
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84 REQUISTESOFA GOOD METHOD OF
ABSORPTION

A good method of absorption should possess the following characteristics ;
1  Itshould besimpleto understand and easy to operate.
2 It should take into considerationthe 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 unskilléd workers.

5  Themethod should providean equitablebasisfor overhead absorption. It should nat
cause under or over-absorptiond overheadsto any cost centre.

6 The method should not involvemuch clerical work and should be economical in
application.

Check Your Progress A
1 What do you mean by absorption of overheads ?

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

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

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

...........................................................................................................................................
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State whethér cach of the following statements is “True or False.
i) Absorplion isthe last siep in overhead distribution,
i) The allotment of overheads to cach department iScalled *absorption’.

i) Direct wages method of absorption of factory overheads duly takes time factor
into account,

Iv)  The actual overhead absorption rateis the actual overheads divided by < the
estimated machine hours,

v} Machinehour rate isthe best method Of absorption of overheads under all
conditions.

—_—

8.5 COMPUTATION OF MACHINEHOUR RATE

As explainedearlier, Machine hour rate is the overhead rate for one hour of machine
worked. The first stepin thecomputationof machine hour rateis the departmentalisatiorn of
overheads. Next, these overheads of the department are allocated and apportioned to
different machinesin that department treating each machine or a group of machinesas
separate cost centre. Then, the-tota overheads pertaining to the machinearedivided by the




effective working hours of the machineto know the machine hour rate. The timerequired Absorption o
for setting of the machine and itsidle time are deducted from the total working hours of the Pnctory Overheads
machineso as to get the effective working hoursof the machine.

Theoverhead concerning a machineare divided into fixed and variable/running ovcrheads.
The total fixed overheads (also called standing charges) are taken and divided by the
machine hours for the period concerned to get thefixed overhead hourly rate. For each
varigble overhead, per hour rateis directly computed. The total of fixed and variable hourly
rate gives the machine hour rate. It should be noted that while cal culating the machine
hour rate (MHR), one should take all expensesfor a particular period (ayear or a
month) and the machine hour should aso relate to the same period.

The proforma for computation of machine hour rateisgivenin Figure 8.1.

Figure 8.1 : Computation of MachineHour Rate

Standing charges Amount Per hour
Rs. Rs.

Rent XXX
Lighting XXX
Salary XXX
Insurance XXX
Couon waste XXX

Total XAX

Total

Hourly rate

- No. of machine hours

Variable Expenses XXX
Depreciation XXX
Repairs xxx
Power X M

Machine hour rate XM

Look at Ilustration 3to 6 and study how MHR iscomputed under different situations.

Ilustration 3
Campute the machine hour rate from the followingdata :

Rs.
Cost of machine 1,00,000
Installation charges 10,000
Scrap valueafter 15 years 5,000
Rent of the shop per month 200
Genceral dighting for the shop per month 300
Insurance for the machine p.a. 960
Repairsp.a. 1,000
Power 10 unitsper hour
Rate of power per 100 units 20
Shop supervisor salary p.m. 600
Estimated working hours p.a. are 1,000

The machinegccupies one-fourth of total area of the shop, Supervisor devotes one-third of
histime for this machine.

27
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Solution

Computation of Machine Hour rate

Standing charges:

Rent 200 p.m. x 12 months= Rs. 2.400
Machineoccupies114th area
only (2,400 x 1/4)

Lighting 300 p.m. x 12 months=Rs. 3,600

Machineoccupies1l4th area
(3600 x 114)

Insurance

Supervisor’s salary
600x 12 months  =Rs. 7,200

He devotes 1/3rd of histime
(7,200 1/3)

Total standing chargesp.a.

Hourly rate 4,860+ 1,000 hours

Variable charges:
Depreciation*
Repairs  Rs. 1000 + 1000 hoursp.a.
Power for 100 units =Rs. 20
for 10 units =10x20
100

Machine hour rate

*Depreciation Cost of the machines

Add : Installation

Less: scrap vaue

- 1,05,000
Syrs.

Working hoursp.a. 1,000

Depreciation per hour = 7,000+ 1,000 =Rs, 7

For More Than One Machine

[llustration 4

Rs. 7,000 pa.

pa.

Rs.

900

960

2,400

4,860

per hour
Rs.

4.86

7.00
1.00

2,00

14.86

A mechine shop containsfour newly purchased machineseach occupyingequal amount of

space and costing A Rs. 40,000, B Rs. 50,000 ; C Rs: 60,000and D Rs. 80,000.



Expenses per annum of the Machine shoparc:

Rs.
Rent 20,000 Power A
Rates 8,500 B
Light 6,300 C
Administration 19,000 D
Running expenses 40,000

R
10,200
10,000

24,000-

29,000

Prepare a machine hour rate for each machineassuming (i) 45 hoursin a week and 50 weeks
a year, (ii) 80% utilisation and life of machinebeing 10 yearswithout any scrap value.

Solution

Working hours: 45 hoursin a week and 50 weeksa year with 80% utilisation,

45 hours x 50 weeks x% =1,800hours.

Depreciation = C_—OSt A= 2000 o000 pa.
Life 10

B = 50,000 + 10= Rs. 5,000 p.a.
C=60,000+ 10=Rs. 6,000 p.a.
D=80,000 + 10 = Rs. 8,000 p.a.

Computation of MachIncHour Rate

A B C D
Rs. Rs. Rs. Rs.

Standing charges
Rent apportioned equally (space) 5,000 5,000 5,000 5,000
Rates —do— 2,125 2,125 2,125 2,125
Light —do— 1,575 1,575 1575 1575
Administration —do— 4750 4,750 4,750 4,750
Total expenses p.a. 13,450 13,450 13,450 13.450

Runningcharges:

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 10,000 10,000
37,650 38,450 53,450 60,450

Machine hour rate
(Taa expenses+ 1,800 hrs.) 20.92 21.36 29.69 33.58

Hourly Rate with Settingup Time
[llustration 5
Calculatemachinehour ratefrom thefollowing data :

Total machine hours worked p.a. 4,400

Absorption of
Factory Overheatls

29




Over heads Setting up Lime 400 hours.

Expensesfor the machinep.a.
Rent Rs. 12,000 ; LightingRs. 1,200 : Repairs Rs. 2400 ; Supervision Rs. 4,800.

Two attendantslooking after 4 Machineswere paid Rs. 120 per month each.
Power consumed by the machine10 units per hour @ Rs. 40 per 100 units.
Cost of the MachineRs. 17,200.

Scrap value Rs. 1,200.

Life period 16,000 hours.

Sundry suppliesfor the machineshop areRs. 480 p.m. Thereare four identical machinesin the
machineshop. Supervisorisexpected to devote histimeequaly for al the machines.

Computation of Machine hour'rate

p.a. per hour
Standing charges: Rs Rs.
Rent ‘ 12,000
Light 1,200
Supervision 4 identical machines equal
time 1/4th x 4800 1,200
Attendantssdary
2 Attendants 120 p.m. x 12 months
= 2880 for four machines
For 1 machine2880 + 4 720
Sundry suppliesfor the shop
480 p.m. x 12 months= 5,760
for four machines
For one machine5760 + 4 1,440
Tota 16,560
Hourly rate 16,560 + 4000 4.14
Runningcharges:
Dépreciation 17200 — 1,200 1.00
16,000 hours
{Lifc lime)
Repairs 2,400 14,000 . 0.60
Power for 100 units ~—Rs. 40
For 10 Units per hour = 1040 4.00
100 -
Machine hour rate 9.74

Effective working hours p.a. = 4,400 hoursp.a. — 400 hoursset up time = 4,000 hours.
When Annual Working Hours Are Not Given
Hlustration 6

30 Compute a,machine hour rate for themonth of January.



Cogt of machine Rs. 64,000 Absorption of
Factory Overheads

Scrap vaue Rs. 4,000

Effective working hours 10,000

Repairsand maintenanceover thelife period of MachineRs. 5,000. Standing charges
allocated to thisMachineRs. 1,000 for January. Power consumed by the Machineat
Re 0.60 per unit Rs. 1,200 p.m. The machine consumes 10 unitsdf power per hour.

Solution :
Cdculation of annual working hourshy taking power as the basis.
For Re0.60 = 1 unit.

For Rs. 1,200 — ?
—}'—2,92 = 2,000 units
0.60
For 10units of power — timeis1 hour.
For 2000, 9 2000 _ 200 hoursp.m.
' 10
Computation of machine hour rate
p.m. per hour
Rs. Rs
Standing charges 1,000
Hourly rate 1000 + 200 hours ; 5.00
Variablecharges:
Deprecigtion  84:000~ 4,000 6.00
10,000
Repairs 5,000+ 10,000life hours 0.50
Power 10 units@ 0.60 6.00

MachineHour Rate 17.50

Comprehensive Machine Hour Rate

Yau know that direct wages arc not included in production overhead. Hence, these are nat
,consideredwhile calculating the machine hour rate. But, sometimes, the direct wagcsof a
machineoperator arc also included whilecal culating the machine hour rate. In thet case it is
known as 'comprehensivemachine hour rate'. Thus, overheads and direct wages are
absorbed in onesingle rate in the cost of a product. In Illustration 6, if the wages of machine
operator were  Rs. 800 p.m., then direct wages rate per machinehour would be Rs 4
(800-+ 200). The machine hour rate as per lilustration 6 is Rs. 17.50. The comprehensive
machine hour rate will be Rs. 21.50 (17.50 1 4).

86 OVER-ABSORPTION AND UNDER-ABSORPTION
OF FACTORY OVERHEADS

Overhead absorption rate may bcactual rate or pre-determined rate. Actual rate iSarrived at
by dividing the actua overheads by the actual output or actua labour hoursor actud
meachine hours[or the period. But the actua rate cannot be computed till theend of the
accounting period resulting in delay in computing the cost of a product. Thiscausesa

problem in fixing the selling price for quotations and tenders, To solve thisdifficulty, 2
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pre-determined overhead absorption ratesare cal culated by dividing the estimated amount of
overheadsby the estimated production unitsor labour hours or machine hours.

When actual ratesare used, the absorbed overheads will beexactly equal to theactual
overheadsincurred. Therewill be no under-absorption or over-absorptionof overheads. But,
when pre-determined rates are used, the overheadsabsorbed may be more than or less than
the actual overheads. Thiswill resultin over-absorptionor under-absorptionof overheads.
In other words, if the absorbed amount of overheadshy the cost unitsi slessthan the actual
amount of overheads,it isacase, of under-absorption,and if, the absorbed amount of
overheads by the cost unitsis more than theactual amount of overheads, then itisa case of
over-absorptionaf overheads. This point will become clear by Illustration 7 as given below :

Illustration 7

Estimated annual overheads in department X wereRs. 3,500fixed ; Rs. 6,500 variable.
Estimated machine hours were 10,000. Actua machinehours worked were 9,500 and actual
overheadsincurred 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
, 3,500
Fixed overheads ~——— =Re 0.35 per hour
10,000
. 6,500
Variableoverheads = ——— =Re. 0.65 per hour
10,000
Aclual Overhead Over- Under-
overheads absorbed at absorbed absorbed
pre-determined rate
s Rs. Rs. Rs.
Fixed 4,000 3.325% 675 —
Variable 5,000 6,175% _ 1,175
Total 9,000 9,500 675 1175

*Fixed Pré-determi ned ratex Actua hoursworked
Fixed . 03 x9500=Rs. 3,325

*Variable 0.65X9,500=Rs. 6,175

8.6.1Causesar under or Over absorption

Under or over absorption of overheads may be theresult of any oneor morecf the
following causes:

1 Error in estimatingoverhead cost

2 Error in estimating the basei.e. quantity of output or labour hour or machine hours
3 Unexpected changesin production capacity
4

Unexpecled changes in the method of production resultingin change in theamount of
overheads

5 Seasonal fluctuationsin the amount of overheads from period to period in certain
industries



8.6.2 Disposal of Under-absor ption and Over-absorption

Under or over-absorption of overheadswill affect thecost of production. Under-absorption

understates the cost of production to the extent of the amount unabsorbed (Rs. 1,175in
Illugtration 7). Over-absorption inflatesthe cost of production to the extent the amount

absorbed is more (Rs. 675 in Illustration 7). The under or over-absorbed anountsare
disposed off accordingtoany o thefollowing methods:

1  Usedf supplementary rates: If the amount of under or over-absorbed overheadsis
significant, thedifference between absorbed overheadsand actua overheadswill be
adjusted by computing the supplementary rates.

Supplementary ratesare computed by dividing the differencebetween actual and absortied
overheads, by theactua base. In case of under-absorption,adjustment isdone by adding this
rate to the pre-determined rate whereasin casedf over-absorption, this supplementary reteis
deducted from the pre-determined rate. Illustration 8 clarifiesthisfully.

[llustration 8
Predetermined overheads Rs. 10,000
Predetermined Machine hours
Actud overheads Rs. 9,000
Actud Machine hours

Calculate under or over-absorption of overheadsusing pre-determined rates.and correct the
Situation using supplementary rates.

Solution :
Predeterminedrate = Edimated overheads
Egtimated hours
- 1000 s 5 e machinehour,
Overhead absorbed on 5,000 Hours
pre-determined rate = Pre-determinedrate x Actud hours
=5x1,500=Rs. 7,500
Actud overheads = Rs. 9,000
Under-absorbed overheads = Actud - Absorbed overhead

9,000 - 7,500= Rs. 1,500
Supplementary rate - Difference . 1500 _ Re. 1 per hour
- Actud hours 1,500 .

“Thisisaplusrateasit isacase df under-absorplion. Now theratewould beRs 5+ Re 1=
-Rs 6 per hour. The overhead absorbed would be 1,500 hours X 6 = Rs. 9,000 equd to actud
overheads.

2.~ Writing off to Costing Profit and Loss Account : If the under or over-absorbed
amount is not significant, or even if significantit is dueto abngrmal factorssuch as
idle capacity, defectiveplanning etc., the under or over-absorbedamount is transferred
to Costing Profit and Loss Account. Themain. defect of thissystemis thet thecost of
production will be under or overstated which also affectsthe valuation of stocksof
woark in progressas well as finished goods.

;3 Carry over tothe next year : Under this method, the under or over-absorbed amount

’ of overheadsis transferred to Suspense_or Overhead Reserve Account add carried
forward to the next year. Thisis againgt the costing principle which states that the
overhead of aparticular year should be absorbed during theyear in whichiitis
incurred. However, it is considered suitablefor seasond factoriesin caseof busness
where the norma businesscycle extends over and the overheadsare determined on a’

Absorption of
Fnctory Overhends
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long term basis. Thismethod can aso be adopted during the initial yearsol'a new

project.
Check Your Progress B ‘ '
] State two requisites ol'agood method of absorption of factery overheads.
2 Whaut iscomprehensive maching hour rate ?

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

3 Statewhether each of the following statements is True or False.

) Dircet wages of a machine operator are included in comprehensive machine
hour rate.

i)  Machine hour rate issimple and iseasy to operate.
iii)  Effective machine hoursarc ascertained by adjusting the setting up time in the
total working hours of a machine.

iv) Under-absorption results when charged overheadsare less than the actual
overheads.

v)  Transfer of under or over-absorptionof overhcads to Costing Profitand Loss
Account is considered suitable when their amount is significant,

8.7 LET USSUM UP

Absorption of overheads is thelast step in the distributionof overheads. It is the processof
apportioning the total expensesd the cost centresto cost units. Thereare six methodsof
absorption of factory overheads. These are: (1) production units method, (2) direct materials
cost method, (3) direct wagescost method, (4) primecost method, (5) direct labour hour
method, and (6)machine hour method. All methods have their meritsand demeriss. In view
of the requisitesof agood method of absorption of overheads,the machine hour is
considered to be the best method of absorption of factory overheads. But direct wage
method is most commonly usad because it is simple, easy to operate and duly recognises the
time factor.

Machine hour rate is calculated by dividing the total overheadsof a machine by the number
of effective machinehours worked duringa particul ar period. For thispurpose, the
overheads may bedivided intofixed and variableoverheads.

The overhead absorption rate may bethe actual rate (based on actua overheads) or the pre-
determined rate (based on estimates).' When overheadsar e absorbed on the basis of
pre-determined rate, there may be somedifferencebetween the overheads absorbed and the
actual overheadsincurred. Thisdifferenceis termed-as under-absorptionand over-
absorption asthe casemay be. Thisrequires an adjustment in cost accounts which may be
done by using a supplementary rate, or by transferring the differenceto the Costing Profit
and Loss Account, or by carrying it over to the next accounting period through Suspense
Account or Overhead Reserve Account.

88 KEY WORDS

Absor ption : The processof charging theoverheadsd cost centres to cost units.



Comprehensive M achine Hour Rate : Overhead and direct wagesabsorbed by the cost
units in onesingle rate.

Labour Hour Rate: Theoverhead rate for one labour hour worked.
Machine Hour Rate : Theoverhead rate for one hour of machine worked.

Over-Absor ption : Excess of absorbed amount of overheadsover theactual amount of
overheadsincurred.

Setting Up Time: Time spent by labour on making necessary adjustmentsin machine
beforework is commenced on the next job.

Under-Absor ption : Excess of aclual amount of overheadsincurred over the absorbed
amount of overhcads.

89 ANSWERSTO CHECK YOUR PROGRESS

A 4 i) Truc ii) Fasc iii) True iv) False v) Falsc

B 3 i) Truc ii)Fasc iii) Truc iv) True V) Falsc

810 TERMINAL QUESTIONSI EXERCISES

Questions

1 What do you mean by ‘absorption of overhcads ? Describe bricfly the various
methodsof absorption of factory ovcrhcads.

2  Explain thecomputation ol machine hour raic with the help of an cxamplc.

3 Why direct wnge cost method isthe most commonly used method o absorption of
factory ovcrheads ?

4 A factory which exccutes job orders hastwo departments : Depl. A which has 60
workcrsand machines worth Rs. 6,00,000, and Dept. B which has 600 workcrsand
machines worth Rs. 60,000. Whal usc would you make of this data in selection of
overhead absorption rate.

5  Whatdo you understand by under-absorption and over-absorption of ovcrheads. How

are they treated in cost accounts.

Exercises

1 Thefollowing isthe budget of ‘Superb Engincering Works for the year 1988.

Factory Overheads Rs. 62,000
Direct Labour Cost : Rs 1,24,000
Direct Labour Hours 1,55,000
Machine Hours 10,000

From these figures, ascertain the overhead application rates, using the following methods
(a) Direct Labour Hour ; (b) Direct Labour Cost ; and (c) Machinc Hour Rate.

Prepare acomparative statement of cost showing the resuli of applications of each of the above

rate Of job order Number 555 from the undermentioned data :

Dircet Materials Rs. 90 3 Dirccl wages Rs. 25 ; Direct labour 20 hours; Machine hours= 30

(Answer :  Direct Labour hour rate = Rc. 040 ;
Direct Labour Cosl method =50%
Machinc hour ratc = Rs. 6.20
Cost of Job No. 555 under.LHR = Rs. 123;;
undcr labour cost method = Rs. 127.50; and under MHR = Rs. 301

Absorption of
P'cctory Overheads
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2 Mayur Limited has three manufacturing depatments A, B and C and one Service
Department S. The following figuresare availablefor one month of 25 working days
of 8 hoursper day. All these departments work for al theday's and with full atten-

dance.
Expenditure Total
S
Rs Rs
Power and lighting 1,100 200
Supervisor's sdary 4,000 _
Rent 500 —
Welfare 400 _
Others 1,200 400
7200

Supervisor's salary - 2%
Number of workers 10
"H oor areain Sq. ft. 400
Service rendered by ServiceDept. —_

Cadculate labour hour ratefor each of Me DepartmentsA, B and C.

(Answer :  A:Re 0.43per how.
B : Re. 0.60 per hour
C: Re. 0.18 per hour)

3 CalculateMachineHour Rate for Machine A.

ConsumableStores 600
Consumablestores 1,000
Repairs 800
Repairs 1,200
Lightingand Hesating 360
Rent : 1,200
Insurancedf Building 4,800
Insurancedf Machines 800
Depreciation of Machines 700
RoomService Y0
Generd Charges 90

Additional Information :

Working

Hours

Machine A - 1,000
Machine B . 2,500

.(Answer : Rs. 2.91)

Departments
A B C
Rs Rs. Rs.
240 360 300
400 200 200
30% 20% 30%
30 20 40
200 300 100
30% 50% 20%
for Machine A
for Machine B
for Machine A
for Machine B
Area Book Value
(Sq.fr.) (Rs.)
100 12,000
500 20,000

(Hint - Insurance and depreciationof Machinesshould be apportioned on the bes's of
book vauesof machinesand dl other expenseson the basisof flooarea:

covered).



- Calculate themachine hour rateto recover the overhead expensesgiven below :

Per Hour
Electric Power 75Ps,
Steam 10Ps.
Water 2Ps
Repairs
Rent
Running hours
Origind cost Rs. 12,500
Book vaue Rs. 2,870
Replacement value Rs. 11,500
Depreciation 71 % p.a.

(Answer : Rs. 1.74)
(Hint : Depreciation to be charged on original cost)

Calculate Machine Hour Rate from the followingdata :

Rs
Cog of Machine 1,00,000
Ingtallation charges 10,000
Estimated scrap value
(afterworking lifeof 15 years) 5,000
Rent and Rates,for theshop p.m. 200
Lighting for the shop p.m. 300
Insuranceof machinep.a. 960
Repairsp.a., 1,000
Power consumption — 10 units per hour
Rate of power per 100 units 20
Estimated working hoursp.a. — 2,200
(Thisincludesselling up time of 200 hours)
Shop supervisor's salary pm. 600

The machineoccupies 1/4 of theshop. Thesupervisor isexpected to devote 1/5 of his

timefor supervising the machine.
(Answer : Rs. 7.95)

Per annum

Rs 530
Rs 270
Rs. 2,000

Note:

for your practiceonly.

These questionswill help you to understand the unit better: Try to write
answersfor them. But do not submit your answersto the University. Theseare

Absorption of
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UNIT 9 TREATMENT OF OTHER
OVERHEADS

Structure

90 Objectives
9.1 Introduction
- 9.2 - Office and Adminidration Overheads
9.3 Sdling and Distribution Overheads
931  Classification
9.3.2  Digribution
94 Treament d Certain ltemsin Cost Accounts
94.1 Intereston Capital
942  Depreciation
9.43  Researchand Development Costs
9.4.4 Royaltiesand Patent Fees
9.45  Drawing Office Expenses
9.4.6  FringeBenefits
94.7  Costing Office Expense
9.4.8  Defective /Spoiled Work
9.4.9  Packaging Expensss
9.4.10 Paternsand Dies
9.4.11 IdleCapacity
9.4.12 Cash Discount

9.5 Ttems Exduded from Cost Accounts
9.6 Summay

9.7 Key Words

9.8 Answersto Check Your Progress
9.9 Termind Questions

9.0 OBJECTIVES

After sudying this unit you'will beableto:
e explanthe mehodsdf dosorptiond administrationoverheads
e explan the mathodsdf absorptionad sdlingand distribution overheads

e desribethetrestment d certain items of overheads likeinterest, depreciation,
research and development expenditurein cost account.

e identify theitemsthat are excdluded from cogt accounts.

91 INTRODUCTION

In Unit 8 you learnt about thedistribution of production overheadsincluding the methodsof
their absorptionin cogt units. In this unit you will learn about the distribution of non-
production overheadsviz., administrativeoverheadsand selling and di stribution overheeds.
This unit also discusses the treatment of certain peculiar itemsdf overheadslikeinterest,
depreciation, ressarch and development cost, labour welfareexpenses, royalties, ctc.

9.2 OFFICE AND ADMWISTRATION OVERHEADS

You know that adminidrationoverheadsare the vosts of formulating the policy, directing
theorganisation and controlling the operations of an undertaking. They have nodirect
connection with production or sales. The examples of Such expensesarg salaries of office
staff,legd charges, audit fees, depreciation of officemachinesand building, office rent,
stationery, postage, typing charges, etc. '




Adminigtration overheadsare collected and classified in the same way as production
overheads. Theseare usudly apportioned to variousadministrativedepartments which act as
cogt centresfor the purposedf collectionand control of administration overheads. The cost
centresmay be general office; accountsdepartment, personnd department. law department,
etc. Some peoplearguethat thereareonly two basic functionsd abusinessi.e., production
and sdes. Asadministration overheads are incurred for the benefit of thesetwo functions,
they should beapportioned between production and sales department on someequitable
basis But, generally it isadvocated that administration isalsoa separ atefunction like
productionand salesand, ther efor e, the administr ation over headsshould be taken as
an independent item of cost and added to thecost of ajob or a product.

There are various methodsaof absorption of adminigtration overheads. These are:

(1) production units method (absorption rate worked out per unit of output), (2) asa percent-
aged conversation cogt, (3) & a percentageof sales, and (4) asa percentagedf workscost.
Of these, the most commonly used method is the percentage of workscost. Under this
method, the absorptionrate is worked out asfollows:

Total AdministrationOverheads % 100
Total Works Cost

For example, if theworkscost isRs 10,000 and the tota administration overheadsare

Rs 2,000, the absorption rate will be 20%( 2000
10.000

cost of a particular product is Rs. 600, the adminigtrationexpenses to beadded to itscost
will be Rs. 120 (20% of Rs. 600).

X 100) of workscost. Now, if works

Though administration overheadsarefixed in natureand are incurred asamatter of policy
o the management, some control can be exefciséd through budgets, standard costing and by
comparison with part performance.

I

9.3 SELLING AND DISTRIBUTION OVERHEADS

Sdling and distribution overheadsare also non-production costs and they are incurred afies
the production of productsor servicesiscompleted and hence known as "after-production
costs. You know that selling overhead is the cost incurred to create and stimulatedemand
and increase the salesto the existing and potentia customers e.g., advertisement, free gifts,
salesmen's remuneration, etc. Distribution overheed is the cost incurred to teke the finished
goods from the placeof production to the placedf resaleor consumption, e.g., carriage
outwards, insurance, etc.

9.3.1 Classification
Sdling and distribution overheads are classified into the following sections:

1 Direct Selling expenses
a) Remuneration of salesmen (salaries, bonus, commissioh, etc.)
b) Remunerationof technica staff (for productslike machines, televison sets, etc.)
0 Expensesof show rooms, sal esdepts., branches, c.
d) Expenseson salesquotations, tenders, estimating, etc.
e) After salesservicecosts

2 Advertisingand Sales Promotion: Theseexpensesindude costsd advertising (by
newspapers, radio, etc,) pamphlds, free gifts, samples, exhibition or display,-etc.

3 Transportation Expenses: Theexpensesrelate to transportation which includé
upkeep of ddivery vans, sdariesof running and maintenancestaft o delivery vans,
+ and insurance of goodsin transit.

4 Warehousingand Storage : It includescost of storage of finished goodslike
warehouserent, salaries o warehouse staff, packing costsfor storage purpose, ad
insuranceaf finished stock in warehouse.

Treatment of
'other Overheads
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Credit and collection : Bad debtsand debt collection expenses, legal expensesin
connection with debt realisation. Generally these expenses are treated asselling
overheads.

Financial and general administration : Costs such asroyalty on sales, invoicing,
accounts maintenancefor selling and distributionsal esstatisti csetc.

9.3.2 Digtribution
The distribution of selling and distribution overhead can be discussed in three stages:

1

Collection and analysis: Firstly, theoverheads mugt be collected under standing
order numbers providedfor this purpose,

Allocation and apportionment to cost centres: Thisis similar to the apportionment
of production overheadsto cost centres. Theselling and distribution overheads are
apportioned to different cost centres like warehouse, transportation etc. Common
bases for apportionmentare asfollows:

Expenses Basis
iy  Salesmen remuneration Direct alocation
i) Advertising:
Door todoor Direct allocation
Radio, TV, Press. Space used or valueof sales
iii)  Show room expenses Floor area
iv)  Insurance Vdue of goods
v)  Packing Direct allocation
vi) Catalogues Direct alocation or space used

Absorption of Sdlling and Distribution overhead : After apportionment, these
overheads must be absorbed by cost units. Sellingand distribution overheads fdl into
two categories. Theseare asfollows:

a) Thosewhichareincurred only when thearticleissold. They vary in direct
proportion to sales valueor volume of salesrepresenting variable overheads.
They represent a definiteamount per unit sold and so charged accordingly,

b)  Thosewhich are incurred whether an articleissold or not. They do not vary
with units sold. They haveto beabsorbed in any one of the following ways:

i) Rate per unit sold : Thetota sellingand distribution overheadsare
divided by the number d unitssold to get a rate per unit. Thismethod is
followed when'the units sold are uniform.

i) Percentagedf Selling Price: Theformulafor calculating percentagé of
selling and distribution expensesto salesisasfollows :

Sdllingand Distribution OverheadsX
Sdes

100

For example, if sales areRs. 2,00,000 p.a. and selling costsare Rs. 50,000, then,

i i 30000 , 00 i
selling overheadsto be absorbed will be25% (2’007000 ) of selling

price of each articlesold. This method is usudly followed for the absorption of
sdlling and distribution overheads.

iii) Percentage of works cost

Selling and Distribution Overheads «

1 .
Works Cost , %
If selling costs areRs. 20.000 and workscost isRs. 1,00,000 then selling costs

20,000

will be absorbed & 20% x 100) of workscogt. This method is

¥ »



successful if only onetype of productissold. If thereare more than one product, Treatment of
this method cannot be usad asit does not recognise the different effortsinvolved other Overheads
in selling different products.

Theserates are pre-determined and applied. Asaresult, there may be under or
over-absorption of overheads. The treatment will be thesameas discussed in
Unit 8.

Illustration 1 clarifieshow sdlling and distribution overheads are distributed over
different products manufactured by an organisation.

[lustration 1
Sow thedistribution of expensesand thecost per unit of A, B, and C from thefollowing
particulars:
Rs.

Sdessdaries 20,000
Sdescommisson 12,000
Sdesofficeexpenses 4,000
Advertising— general 5,000
Advertisng— specific 11,000
Packing expenses 1,500
Ddlivery van expenses 2,400
Warehouseexpenses 1,800
Credit collection expenses 3,000

60,700

Additional I nformation
Total SizeA SzeB SzeC
1 Number of salesman

(dl pad same salary) 10 4 5 1
2 Unitssold 2,000 1,000 500 500
3 Number of orders 1,000 400 200 400
4  Percentagedf specificadvertising 100% 40% 30% 30%
5  Sdesturnover Rs. 2,00,000 1,20,000 40,000 40,000
6  Volumein cubicft.
per unit of finished product —_ 15 10 5
Solution :
Statement Showing Apportionment of Selling and Distribution Overheads
Ttem Bagis of Total Sizes
apportionment A B C
Rs. Rs. Rs. Rs.
Siles salaries Number of salesmen
@:5: 1) 20,000 8,000 10,000 2,000
S es commission Sales turnover
3:1:1) ' 12,000 7,200 2,400 2,400
Sales Office No. of orders
Expenses 4:2:4) 4,000 1,600 800 1,600
Advenisement Sales tumover

Generd @:1:1) 5,000 3,000 1,000 1,000 4
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Advertisament Direct allocation

specific (40%, 30%. 30%) 11,000 4,400 3,300 3,300
Packing expenses Volumne in cubicfy, of
products sold
@:2:1) 1,500 750 500 250
Delivery expenses —do— 2,400 1,200 800 400
(3: 2:)
Warehouse expenses —do— 1.800 900 600 400
Credit collection Nb. of orders
expenses (2:1:2) 3,000 1,200 600 1,200
Totsl 60,700 28,250 20,000 12.450
Units sold 1,000 500 500
Cost per Unit (Total divided by units sold) 28.25 40 24.90

“hieck Your Progress A
1 Name the feurir »hods of «becspion o 2dmin stra ‘on overheads,

2

0 . PR . TR T .
Give cwaoommptas O Gl pabon overheads.

\)

3 Under what cisewsnstande you would regard “Rate pee unit zold’ as the suirsble

wethod o staocadon of seling und distmbation ovenicads 7

............................................ R T TRy O T T O T D T R L L T IR LTI T L

4 Titioihe hianks
i) Sclbng and distribuion ¢xpensSeS @C . s o v v e o BOSIN
iy  Oveiheads are collzcted under ... o

Gy Advertisement ISan example O ..o vy e oo OVErheads
v} Show room expenses are appoitioned o the basis o L e L

0 Rad doBS ACIreAled 85 . vk et e e e e e COSES,

94 TREATMENT OF CERTAIN ITEMSIN COST
ACCOUNTS

Therearecertain itemsof overheads the treatment of which vary from concern to concern
depending upon the Szedf the concern, the method of production used and the policy
followedby managemcnt. Let us examinesuch items moreclosely and study how they are
to be treated in cost accounts.

9.4.1 Interest on Capital

Thereisagreat ded o controversy regarding theindusion of interest on capita in thecost
accounts. There areargumentsboth in favour and againgtit. Theseare summarised beow :

For inclusion

| Interest is as much a production cost as wages. Wages are the reward for labour and
interest is the reward for capital.



o Read profit cannot beascertained until interest on capital (paid or provided) is charged Treatment of
to cogt units. other Qverheads

3 Resultsd different activities cannot be comparable unlessinterest factor is teken into
account.

4  Thetrue cost of maintaining stockscannot be ascertained without taking into account
the interest on capital invested in stocks.

5 Wheremanagement has to decide about the replacement of manual Iabour by
meachines, a true comparison cannot be made unlessinterest an capitd investmentin
machineis taken into account.

Agang Inclusion

1 Theargument that wages are thereward of labour and interest is the reward of capital,
holds good in economicsand not in costing.

2. Interestis purely a matter of finance, hence excluded from codt.

3  Itisdifficult to ascertain the fair rateif interest due to frequent chargesin market rates
and s0 also the exact amount o capital on which interest is to becaculated.

4  Cdculated interest in cost accounts creates unnecessary complications in manegeriad
decisonsand comparisons involving interest can be done on separate satements.

After considering the above arguments bolh for and againgt the indluson o interest in cost
accounts, it can be concluded

a) that interest need not berewarded in cost accounts, and

b)  that it should be taken into consideration while meking cost comparisons and
submitting cost dates for managerial decisions.

9.4.2 Depreciation

Depreciation isthe diminution in the vauedf afixed asset due to constant useor passage o
time I, order lo work out the exact cost of mannfacturing, depreciation of thefixed assets
like machinery and factory building must be taken into account. In order to determinethe
amount of depreciation chargeableto productionsit is necessary to estimatethe working life
o theasset in terms of yearsor production hoursand ascentain its tota cost by adding
ingalaion chargesto itsoriginal cost minusestimated scrap value.

Thereare various methods that can be used for calculating depreciation such asstraight line
method, written down value method, sum of yearsdigits method, annuity net hod,
production hoursor production units method. The choice of method usudly depends upon
thetyped assetand the naturedf business. But, in cost accounts, mogtly straight line
method or production hours method is used because of their smplicity and convenience,

9.4.3 Research and Development Costs

Thecosts incurred on discovery of new product or improved product ideas or improved
method are considered 10 be research costs. The costsincurred in implementing the decision
to producethe new or improved product are considered as-development costs,

If researchisconducted in the methodsof production, the cost is taken as production.
overheadsand if it relates to adminigtration, the costsare treated asadministration
overheads. Mrket  research expensesae charged to selling and distribution overheads. If
research isconductedin bringinganew or an improved product, the costs arecharged
directly to that product. In case research provesto be unsuccessful its codt istreated as
deferred revenue expenditureand charged 1o Costing Profit and Loss Account,

Thecost of regular research-and development (R & D) activity incurred-out of aseparate
financid provision isexcluded from cost accounts.

43,
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9.4.4- Royaltiesand Patent Fees

If royalties and patent feesare payable on the basisdf output, the amount should be regarded
as d direct expense and, therefore, included in theprime cost of the product concerned. But,

. if they are payable on the basisof unitssold (asin case of books), the same s treated asa

selling expenseand so included in selling and distribution overheads.

9.4.5 Drawing Office Expenses

Expenses on the work of drawing officeis the preparation of production plans, drawing and
designs. If drawings or designsare prepared for aspecific job, drawing costs will be trested
as direct expensesand charged to the job concerned. In case drawings are made to educate
the customers or enclosed with sales tenders, the cost of drawingswill be treated assdlling
overheads. But, if theservicesare of ageperal nature meant for the concern asa whole, the
expenses are treated as production overheads and apportioned to production departments
on the basisof service renderedi.e., man hours worked or number of drawings made.

9.4.6 Fringe Benefits

Besides basic wagesand cash alowanceslike DA, HRA and CCA, some indirect monetary
benefits such as medical facilities, canteen facilities, housing facilities (called fringe
benefits) arcenjoyed by the workersin factories. They are not related 1o the quantity of
work done. Hence, thecosts of such benefits will be treated as production overheads and
allocated to different departments on the basis of number of workersemployed.

9.4.7 Cogting Office Expenses

They are generally charged to administration ovérheads. Sometimes, they may be
apportioned to variousfunctions like production, administration and selling and distribution

on the basis of estimated benefits obtained by each.

9.4.8 Defective/Spoiled Work

If the defective work and spoilageis inherentin the processof manufacture, such loss
should'be included in the cost of production. It is treated as normal loss and charged asan
overhead. If theseare due to abnormal factors likefire, accident, machine break-downetc.,
the net loss (sale/value realised by selling the spoiled work/scrap) should be charged to
Costing Profit and Loss Account.

Defectivework is sometimes sent back to production department for correction. In tnat case,
the cost of remedying the defect may be treated as production overheads.

9.4.9 Packaging Expenses

Packaging is necessary for handling the products like medicines, ail, liquid products, etc.
Their packaging costs are treated as manufacturing cost and isincluded indirect materias.
But the fancy/decorative packaging mean( to attract customersis 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 transportationor delivery of goodsto
customers' place. Hence, it is treated &s distribution overhead.

9.4.10 Patternsand Dies

The patterns, mouldsor dies ae madefor a particular ‘job or work order. Hence their costs
should becharged to that job or work order as a direct expenseand included in its prime
cost. However, if theseare meant for production in general, their cost (or depreciation)
should be treated asan item of factory overheads.

9.4.11 | dle Capacity

Normally the plant capacity should befully utilised. But, it isdifficult to achieveitin
practice. In other words, some capacity may remain unutilised (idle). This may beduetoa
variety of factorssuch as defective planning and scheduling of work, over expansion of
capacity, seasonal fluctuations of demand, etc. Remedia measures are devised once the



cause Of idle capacity is established. Theoverhead costs arising from avoidableidle capac-
ity are generally charged to Costing Profit and L oss Account. However, certain amount of
idle capacity isconsidered normal (setting up timeor maintenance period). Its overhead cost
is duly taken into account while calculating the hourly ratefor production overheads.

94.12 Cash Discount

Cash discount is the discount alowed for prompt payment by debtors. It isregarded as a
financia cost and, therefore, excluded from thecosts.

905 |ITEMSEXCLUDED FROM COST ACCOUNTS

There are certain items which are excluded from cost accounts. Theseare:

a)

Purely financial charges

Losson sale of fixed assets

Discountson issue of shares, debentures, etc.
Losson sale of investments

Finesand penalties

Donations

Interest on bank loansand mortgages

Cash discount

Purdy financial incomes

Profit on sale of fixed assets

Interest and dividends received on invesiments
Transfer fees received

Kent received

Appropriations of profit
Dividends paid

Amountswritten off like goodwill
Preliminary expenses

Incometax

Transfer to reserves

Check Your P-ogress I}

1

Givetwo reasons why interest on capital isexcluded from costs.

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

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

Name two methods of compating depreciation that arc commonly used in cost
accounts,

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

State whether each of the following statements arc True or False.

i)  If cxperiment proves unsuccessful its cost ischarged to Costing Profit and Loss
Account.

iiy  Royaltiesare trcatcd as production overheads.

iii)  Costing office expensesare treated as selling overheads.

iv)  Packing isa distribution overhead. .

v)  Cash discount allowed is not included in cost.

;/i) 'Fines and pendlties are treated as administrative overheads.

Trentment of
other Overheads
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96 SUMMARY.

Administration and sellingand distributionoverheadsare regarded as non-production cods.

Like production and saes, administrationis o trested as aseparaté function. Hence the
adminigtration overheadsare treated as a separate item of cost. Since they constitute a minor
portion of the total cost, it is not considered desirableto follow a complicated method of
allocation and apportionment. A blanket overhead rateiscomputed for theentire factory
either asa percentagedf works cost or asa percentage of sales.

Theallocation of selling and distribution overheadsare collected, allocated and apportioned
to different cost centresin the same manner as the production overheads. Rate per unit sold
or percentageof sdlling price are thetwo methods used for their absorption.

Depreciationof plant axd machinery isincluded in production overheads either according to
origina cost method or machine how rate method. Interest on capital isnormally excluded
from cogt accounts. Research and devel opment costsare charged to cost of the products for
which they are incurred unlesstheseare by way of afinancial provision usad for regular
research and development activity (R&D). Cost of fringe benefits provided to labour isan
item of production overheadsand is apportioned on the basisof number of employeesin
each department. Royaltiesand patentsare treated as adirect cost unless paid on the basisd
sale (then they are charged as selling overheads). Packing cost is a distribution overhead
whereas packaging cost isadirect cost included in materials. Cash discount, being an item
of purely financial nature, isexcluded from costs. The overhead cost d normal idle capacity
isabsorbed by thecost unit, but that of abnormal capacity is charged to Costing Profit and
Loss Account.

Certain itemsof costs which are purely of afinancia natureare excluded from cost
accounts. Similarly, the items which are in theform o appropriation of profits are also
exclutled.

9.7 KEY WORDS

Appropriation of Profit : Utilisation or distributiond profit.

Defectivework : Defectivefinished goods produced in the factory which requires
correction or haveto besold at aloss.

Development Cost - Cost incurred in implementing the decision to produce new/improved
product

Idle Capacity : Unused production potentia of the plant.

Research Cost : Cost incurred for experimentation ON new/improved product, ideaor
method.

Royalties: Rent/fees paid for the useof a patent or-copyright.
Spoilage: Rgected unitsdf output having little or no value,

9.8 ANSWERSTO CHECK YOUR PROGRESS

A 4 i) non-production ii) standingorder numbers iii) selling iv) floor space
V) selling

B 3 i)Trueii) Fase iii) False iv) True v) True vi) False

99 TERMINAL QUESTIONS

1 Explain thedifferent methodsof absorption of administrativeoverheads. Which
method would you prefer and why ?



2 How do you classify and gpportion selling and disaibution overheads How arethe Treatmentd
sling overheadsabsorbed by cost units? other Overheads

3  Explainthetreatment of thefollowingitemsdf overheadsin cost accounts:
a) Intereston Cepitd
b) Depreciation
c)  Fringebenefits
d) Reparsand maintenance, and
e) Defectiveand spoiled work

4 List theitemsexcluded from cost accounts.

Note: Thesequestionswill hep you to understand the unit better. Try to write
answersfor them. But do not submit your answersto the University. These are
for your practiceonly.
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10.0 OBJECTIVES

After sudying this unit, you should be able to:

¢ prepare cogt sheet and ascertain the prime cog, the factory/works cog, the cogt of
production, the cost of goods sold, the cost of sdlesand profit

¢ prepare production account
¢ prepareadtatement of quotation and ascertain the sdling price/ price of the tender.

1 . INTRODUCTION

. Unit cogting is one d the most ‘commonly used method of costing by firms which are

engaged in manufacturing productswith identical unitssuch'as codl, bricks, shoes sugar,
cement, efc. Under this method, cost and profit par unit of output is ascertained by
preparing monthly or quarterly cost sheets showing details d the various componentsof
totd cod. In this unit, you will learn how cost sheet is prepared and how cost and profit per
unit of output is determined.

102 MEANING AND APPLICABILITY

Unit codting refers-to a method of cogting used by industriesengaged in mess production d
homogeneous/identical products. The basic festured unit coding is thet the cost unitsare
identical. Unit cogting is also known as" Single Output Codting''. Single or Output Codting
isthetorm o unit costing used when the enterprise produces basicaly one homogengous
product or one homogeneous product in two or more grades. Under this method, the cost per
unit isarrived a by dividing the total cost by the total number d units produced. Thus, the
cogt ascertainment involves the following two sages:

i) collectionand functiond andysisd al costs,
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ii) division df total cost by the totad number o units produced in order to determine the
cost per unit.

This procedure is applicable only when the organisation producesonly one product. If,
however, the organisation produces severd gradesd 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 industriesengaged in assembling,
such as automobiles, el ectronics, 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 o costing, it iscustomary to prepare a statement of cost which is
popularly known as'Cost Sheet' a periodica intervals. It shows detailed break-up o the
tota cost and the cost per unit at each stage. It should contain as much information
regarding costs as may be necessary for the purposesd cogst analysis and cost control. In
actual practice, the corresponding figures of the preceding period are also shown in the|Cost
Sheet for purposes o comparison. This facilitatescost contral.

You learnt about the preparation of Cost Sheet in Unit 3 Block 1. Wcshall now study about it in
more detail. The proforma of Cost Sheet is given hereagain in Figure 10.1.

Figure 10.1 : Proforma o Cost Sheet

COSTSHEET OF L. \vititivnsii v ie i it ciae i
lor the MONI EREINE « .ot et et at e et e et et e ey

Ouiput: ... oovve Units
Totd | ___Pernit
Rs. Rs.

Raw Materials Consumed
Opening Stock of Raw Materials

Add : Purchasesof Raw Materials

Less: Closing Stocks of Finished Goods

Direct Labour

Other Direct Expenses

PRIME COST
Fnctory Overheads

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

WORKS CCST
Office & AdministrativeOver heads

................
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COSTOFSALES e e
(i units)

PROFIT (LOSS)
SALES/SELLING PRICE =~ i eeevieaines

Look at lllustration | and see how Cogt Sheet is prepared from the given data.

Ilustration 1
In a factory 20,000 unitsdf Product X were manufactured in the month of September,
1990. From the following figures obtained from the costing 'records prepare a Cog Sheel

showing the total cost and cost per unit :

Rs,
Direct Materia Consumed 2,00000
Direct Wages 1,60000
Other Direct Expenses 40000
Fectory Overheads 80000
Office & AdministrativeOverheads 6000
Selling & Distribution Overheads 60000
Solution

Cost Sheet of Product ‘X’ forUe Mont h of September, 1990
Qutpal; : 20,000 Biits

Total Cost | Cost Per Init
Rs. Rs.
Cogt o Direct Materids 2,00,000 1100
Cost o Direct Laboar : 1,60,000 {00
Cost d Other Direct Expenses , 40,000 +00
PRIME COST 4,00,000 2.00
Add : Fectory Overheads 80,000 100
FACTORY /WORKS COST . 4,80,000 .00
Add : Office & Administrative Overheads o ‘ 60,000 300 7
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COST OF PRIODUCTION 5,40,000 27.00
Add : Sdling +$ Ditribution Overheads 60,600 3.00
TOTAL CO&[/COST OF SALES 6,00,000 30.00

Not e - Cost mer unit for each component of total cost hasbeen arrived at by dividing the amount by the total
outyput.

10.3.1 Ascertainment of Cogt of Direct Materials

While::onsidering the cost of direct materials, only thecost of direct material sactually ussdor.
consurned should be taken into account. Normdly, al the raw materials purchased in a
particitlar period are not consumed during thesameperiod. Certainamount of raw materialsis
alway s kept in stock S0 that production may not beinterruptedfor want d materias. In most
cases, the cost d direct materids actually used in production is not given. It should be
deter mined in thefollowing manner :

Cos:. df Direct Materlals Used in Production Rs.
Cort of Opening Stock of Raw Materialls Leeien.

Adiy - Cogt of Raw Materids purchased vesanas
Add : Carriage/Freight on purchases, ifany ..., ceesan

Cost of Raw Materialsavailable for use cisaaan
Lesis 1 Cogt of Closng Stock of Raw Materiads B

Laook at Illustration 2 and see how cost of direct materials consumed is worked out.

Ilustration 2
From the particularsgiven below, determine the cost of direct materialsconsumed.

Opening Stock. of Raw Materials 40,000
Purchase of Raw Materials 2,40,000
Carriage Inwards 20,000
Closing Stock of Raw Materiads 50,000
Carriage Outwards 20,000
Production Wages 1,80,000 -
Solution
Cost Of Direct MaterialsUsed in Production Rs. Rs.
Cast of Opening Stock d Raw Materids 40,000
Add : Cogt of Raw Materfals purchased 2,40,000
Add Carriagelnward 20,000 2,60,000
Caost of Raw Materials available for use 3,00,000
Less : Costof Closing Stock of Raw Materials _ 50,000  2,50,000

Vaued stock of raw materialsmay be determined in any one of the methodsdiscussed in
Unit 5 on materials. However, in the absence of any indication in the given problem, it
would be better to value thestock of raw materialson FIFO basis and to give a note to that
effect.

10.3.2 Ascertainment of Cogt o Direct Labour

While considering the cost o direct labour, only the cost of direct labour actualy used in
production should be taken into account. If there are outstanding or prepaid direct wages,
the same should be adjusted in the following manner :




MR

Codt of Direct Labour Used in Production Rs.

Direct Wagespaid ~ aaaaaas
Add : Outstanding Direct Wages, fany oo
Less : Pre-paid Direct Wages, ifany i aeaeae

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 asdirect labour in order to ascertain the actual cost of
direct/chargeable expenses. These expenses include hire-charges paid for specia machinery
or plant taken on hire, cost of special moulds, designs, and patterns, cost of patents and
royalties, etc.

10.3.4 Ascertainment of Prime Cost

Prime cost refersto the direct cost. It isthesum 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 expensesactually 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.

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 other indirect expenses
incurred in the factory which are related to production. It isdetermined asfollows :

Rs.

Cog of Direct Materials .
Cost of Direct Lubour

Cog of other Direct Expenses

PRIMECOST e

. Add Rctory Overheads

FACTORY/WORKScosT

[llustration 3
From the following particulars, prepare a statement showing (a) Cost o Direct Materials
consumed, (b) Prime cost, (c) Factory overheads and (d) Factory Cost.

Rs.
Stock of Raw Materialson 1.4.90 24,000
Stock of Raw Materia.. on 30.4.90 31,000
Purchase of Raw Materials 1,10,000
Productive Wages 75,000
Drawing Office Salaries 7,800
Counting House Salaries 8,500
Freight on Purchase of Materials 6,000
Rent, Ratcs, Tnxcs & Tnsurance (Factory) 9,000
Rent, Ratcs, Taxes & Tnsurance (Office) 6,000
Carriage Outwards 9,500
Repairsd Plant & Machinery 4,500
Travelling Expenses 12,000

Unit Costing
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@5 and Water Charges (Factory)

3,500

Gas and Water Charges(Office) 1,200
Generd Charges 7,500
Manager's Sdary (% time devoted to Factory and % time devoted lo Office) 24,000
Depreciationon Plant & Machinery 6,500
Depreciationon Furniture 1,000
Direciors’ Fess 9,000
Advertisement 15,000
Solution
Statement of Cogt for the month & April, 1990
Rs Rs Rs.

Cost of Direct Materials Consumed
Cost of Opening Stock of Raw Materids 24,000
Add : Cost of Raw Materias purchesed 1,10,000
Add : Freight on purchases 6,000 1,16,000
Cogt of Raw Materiasavailable for use 1,40,000
Less : Cogt d Closing Stock of Raw Materias 31,000 1,09,000
Cost of Direct Labour 75,000

PR MECOST 1,84,000
Factor)" Overheads
Drawing Office Salaries 7,800
Rent, Rates, Taxes & Insurance (Factory) 9,000
Repairs to'Plant & Machinery 4,500
Gas & Water Charges 3,500
Managers Sdary (% x 24,000) 18,000
Depreciation of Plant & Machinery 6. 500 49,300

FACTORY/WORKS COST

2,33,300

10.3.6 Ascertainmentof Cost of Production

Cost of production refers to the summation of factory/works cost and office & administrative

overheads. Office and administrative overheads includethe cost of indirect materials,
indirect labour and other indirect expensesincurred in office which are related to

administration. Based on datagiven in Illustration 3, the'Cost of Production’ will be

determined as follows:

FACTORY/WORKS COST
Add : Office & AdministrativeOverheads

Counting House Salaries

Rent. Rates, Taxes & [nsurance (Office)
Gas & Water Charges (Office)

Generd Charges

Managers Sdary (4 % 24,000)
Depreciationon Furniture

Directors® Fess

QOOST OF PRODUCTION

Rs.

2,33,300
Rs
8,500
6,000
1,200
7,500
6,000
1,000

5,000 -39,200

2,72,500




administrative expenses do not form part o the cost of production. But, Cost Accounting
literature in India gtill makes a distinction between the terms'cost o production’ and
“works cost'.

Accordingly, in the Indian context, the cost of production includes office and
administration expeases for cost accounting purposes.

10.3.7 Ascertainment of Total Cast/Cost of Sales

Total Cost/Cost of Sales refersto thesummation of cost of production of goods produced
and sdling & distribution overheads. Selling and distribution overheadsinclude 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 Sdeswill be determined as follows:

Rs
COST OF PRODUCTION OF GOODS PRODUCED 2,72,500
Add : Sdlling & Distribution Overheads
Carriage Outwards 9,500
Travelling Expenses 12,000
Advertisement 15,000 36500

TOTAL COST/COST OF SALES 309,000

10.3.8 Treatment of Itemsof Expenses and L osses of Purely
Financial Nature

It isimportant to note that there are certain items o expensesand losses which are of purdy
financia nature and are to be excluded from cost. These itemsare: cash discount alowed,
interest paid, finesand pendlties paid, income tax paid, dividend paid, obsolescenceloss,
losson sale of fixed assets, losson sadle of investments, etc.

[llustration 4
The following particulars have been abtained from the cost recordsd P Manufacturing
Company Limited for the month of August, 1990:

Output and Sales for themonth 10,000 Units
Rs
Stock o Raw Materidlsassont8% . 15,000-
Stock of Raw Materialsason31890 20.000\
Drawing Office Selaries . 9,000
Counting House Salaries L. 6,000
Direct Wagespad 58,000
DirectExpenses -+ 20,000
Purchase of Raw Materids L 92,000
Cnrriagelnwards | 3,000
CarriageOutwards . 4,500
Cash Discount allowed L 1,500
Power and Consumable Stores e 12,000
Indirect Wages o o 15,000
Lighting of Factory 5,500
ReparstoPlant & Machinery ‘ 6,500
Depreciationon Plant & Machinery ' | 5,000
Debenturelnterest : 10,000
Office Rent L : 12,000
Directors’ Fees . 6,000

Travelling Expenses 7,500

Unit Costing
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Salesmen's Salariesand Commission

18,000

Office Sdaries 9,000
GengralCharges 7,000
Advertisement 10,000
OutstandingDirect Wages L 2,000,
Sale Proceedsof FectoryScrgp L 3,000
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
Output: 10,000 Units
Total Cogt }Cost per unit
Rs. Rs.
Cost of Direct Materials Used Rs.
Cost o Opening Stock of Raw Materias 15,000
Add : Cost of Raw Materia spurchased 92,000
Add : Carriage Inwards 3,000 95,000

Cost of Raw Materidsavailablefor use 1,10,000

Less : Cost d Closing Stock of Raw Materids 20,000 90,000 9.00
Cost of Direct labour

Direct Wages pad 58,000

Add : Outstanding Direct Wages 2,000 60,000 6.00
Cost of Direct Expenses 20,000
PRIME COST 1,70,000 17.00
Add : Factory Overheads

Drawing Office Sdlaries 9.000

Power and Consumable Stores 12,000

Indirect Wages 15,000

Lighting of Factory 5,500

Repairsto Plant & Machinery 6,500

Depreciation on Plant & Machinery , 5.000

. 53,000
Less : Sde proceedsof Factory Scrap 3,000 50,000 5.00
FACTORY/WORKS\COST _ 2,20,000 22.00
Add : Office & .Administrative Overheads

Counting House Salaries 6,000

Ofice Rent 12,000

Directors Fees 6,000

Office Sdaries 9,000 ]

Genera Charges 7,000 40,000| 4.00
COST OF PRODUCTION 2,60,000 26.00
Add : Soiling & Distribution Overheads

Carriage outwards 4,500




Travelling Expenses
Sdesmen's Salaries & Commission

Advertisement

COST OF SALES

7,500
18,000
10,000 40,000

Unit Costing

4.00

3,00,000

30.00

Note: Cash Discount allowed and Debenture Interest are itemsof purely financia natureand, as such, are

excluded from cost.

104 PREPARATI ON OF PRODUCTI ON ACCOUNT

Production Account is another way of presentation of cost information. It is prepared in the
form of aledger account. No separate column isshown for cogt per unit. All the possible
break up of cost should be shown in stagesin the manner shown below.

illustration 5

Basad 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 Materias purchased

To Carriage Inwards

To Cogt of Direct Materialsused b/'d
To Direct Wages

Add : Outstanding Direct Wages
To Cog of Direct Expenses

To Prime Cost b/d

To Factory Overheads
Drawing Office Salaries
Power & Consumable Stores
Lighting o Factory
. Indirect Wages
Repairsto Plant & Machinery
Depreciation on Plant & Machinery

Less : Sale proceedsd Fact, Serap

To Factory/Works Cost b/d
To Office & Administration Overheads
Counting House Salaries

Office Rent

58,000
2,000

9,000
12,000
5,500
15,000
6,500

5,000

53,000

. 3,000

6,000

12,000

15,000
92,000

3,000

1,10,000

90,000

60,000
20,000

1,70,000

1,70,000

50,000

2,20,000

2,20,000

By Closing Stock of

By Cost of Direct
Materials used ¢/d

By Prime Cost ¢/d

By Factory/Works
Cost c/d

By Cost of production ¢/d

20,000

90,000

1,10,000

1,70,000

1,70,000

2,20,000

2,20,000

2,60,000

13
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Directors fess 6,000

Office Sdaries 9,000
General charges 7,000 © 40,000
2,60.000 2,60,000
To Cost o Production b/d 2,60,000 | By Cost of Salesc/d 3,00,000
To Selling & Distribution Qverheads /
CarriageOutward 4,500, -
Travelling Expenses 7,500
Sadesmen's Salaries 18,000
Advertisement 10,000 . 40,000
3,00,000 3,00,000
To Cost Sales b/d 3,00,000
-

Note: If sdlesare given in the problem, the same should be shown on the credit side and the differencebetween
Sdesand Cost of Sdesshould be treated a6 profit/loss on sale.

Check Your Progress A '
1 Fill uptheblanks:

a) Cost o Direct MateridsSConsumed = ..o e
D) PrimE COSt = . e,

d) Cog of Production = Factory Cost + ......cceeeeeiiiiiiinnnnnn. TP e
e) SAling Price = Cogt 0f Sales + .......ccceeviieiie e

2 State whether each of the following equationsare True or False.
a) Factory Cost = Prime Cest + Office overheads
b) Prime Cost = Direct Cogt
c) Totd Cogt = Prime Cog + All Indirect Costs
d) Cost of Production = Factory Cost + Sdling & Distribution Overheads
e) Cod of Sales= Factory Cost + Sdling & Didtribution Overheads

3 Name the industries to which unit costing can be successfully applied.

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

105 SPECIAL POINTSTOBE NOTED

10.5.1 Value of Scrap/Wastage

Scrap iefers to the incidental residue d certain types of manufactureor defective products
beyond any rectification. If thereisany redisablevaue of such scrap, the same should
reducethe cost of goods produced and, as such, it should be deducted from cost of materias
consumed or factory overheads or factory cost/works cost.

10.5.2 Opening and Closing Work-in-Progress

Work-in-progressrefers to partly finished or sami-finished goods: Work on such goods has
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
o opening stock of work-in-progress sh~uld be added to the works cost of the current
period. The reason why the cost of opciing and closing work-in-progress is adjusted in the
works cost is that it (cost of uncompleted units) includes only the cost of raw materials,
direct labour and factory overheads.

If 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 :

Cod of Direct Materals
Cod of Direct Labour e,
Cod of Direct Expenses

PRIMECOST
Add : Factory Overheads
Less: Vaueof Scrap,ifany e e

GROSSFACTORY/WORKSCoOST
Add : Cogt of Opening Stock of Work-in-progressjifany

Les: Cod of ClosingStock of Work-in-progressifany L

FACTORY/WORKS COST OF GOODSCOMPLETED .

It isimportant 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 isunlikely that all the units of finished goods produced during a particular period will be
sold in the same period. 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 islikely 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 :

Cod of Opening Stock of Finished Goods,ifany .
Add : Cog of Production of Goods pr‘oduced Vo

Cog of Production f Goods available forsale
Less: Cog of Closing Stock of Finished Goods, ifany

Cod of Productionof GoodsSold e,
[llustration 6

The following information has been obtained from the costing records of a manufacturing
company for the month of October, 1990:

Cog of Raw Materialson 1-10-90 75,000
Cost of Rnw Materials purchased cee 960,000

Usit Costing
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Carriage on Purchases

15.000

Chargesble Expenses 80.000
Direct Wages pad 4,20.000
Factory Overheads 2.30,000
Cogt of Work-in-progtesson 1-10-90 © 60.000
Cost of Raw Maeridsm 31-10-90 90,000
Cost of Work-in-progress on 31-10-90 75.000
Cost o Stock o Finished Goodson 1-10-90 1,50,000
Cogt of Stock of Finished Goodson 31-10-90 1.80.000
Office & AdminigrativeQverheads 1,25,000
Selling & Digtribution Overheads 1,30,000
Sales 22,50,000
You are required to prepare
i) Cost Sheet showingthe cogt of production of goods produced, and
ii) Statement showing cost of sdesand prdfit for the month of October, 1990.
Solution
1) Cost Sheet for the Moath of October, 1990
Rs.
Cogt of Direct Materiasused
Opening Stock of Raw Materisls 75,000
Add : Raw Materiaspurchased 9,60,000
Add Carrigge on Purchasss 15,000 9,75,000
10,50,000
Less : Closing Stock d Raw Materids 90,000 9,60,000
Codt of Direct Labour 4,20,000
Cost f Chargesble Expenses 80,000
PR MECOST 14,60,000
Add : Factory Overheads 2,30,000
GROSSFACTORY/WORKS COST 16,90,000
Add:Cost of Opening Stock d Work-in-progress 60,000
17,50,000
Less - Cod of clogng stock d Work-in-progress 75,000
FACTORY/WORKS COST 16,75,000
Add : Office & Adminigrative Overheads 1,25,000
COST OF PRODUCTION OF GOODS PRODUCED 18,00,000
AN Statement showing the cost of Sales and Profit for the Month of October, 1990
Rs.
Cost of OpeningStock o Finished Goods 1,50,000
Add : Cogt d Production of Qods produced 18,00,000
b
Cost of Productionof Goodsavailablefor sde [ 19,50,000
Less : Cost of Closing Stock of Finished Goods 1,80,000
R S vt
COST OF PRODUCTION OF GOODSSOLD 17,70,000

Add : Sdling & Didtribution Overheads

1,30,000




P ————

COST OF SALES 19,600,600 Unit Costing
Profit (Balancing figure) 3,50.000
SALES 22,50,000

Sometimes, the cost of closing stock of finished goods is nat given. In that case, the same
can be worked out by multiplying the number o unitsin stock by cost of production per
unit as ascertained in the cost sheet. The cost o opening stock o finished goods is usualy
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.

Tt is considered desirableto include an additional column for the quantity of goodsiin the
Statement of Cost of Salesand Profit. This facilitatesthe ascertainment o the quantity of
goods sold or the quantity of goods in stock, as the case may be.

10.5.4 Selling and Digtribution Overheads

Quite often, instead of giving the selling and distribution overheadsin the cost data the rate
o 'sling and distribution overheads per unit' is given. In such a situation, the amount o
sdling and distribution overheads should be worked out by multiplying the number of units
s0ld by the selling and distribution expenses per unit. It should be noted that ¢his rare islo
be applied ro rhe units sold and nor ro rhe units produced.

1055 Computation of Recovery Ratesfor Overheads

Sometimes, you are required to calculate overheads recovery rates based on the cost sheet
prepared by you. Such ratesare usudly in respect of factory overheadsand administration
overheads. Factory overhead rate is usually calculated as a percentage d direct wages s
follows:

Factory Overheads

Direct Wages <100

Administration Overhead rateis usualy calculated as a percentage o works cost as follows:
Office Administration Overheads

Factory/Works Cost 100
Sdling and distribution overheads rate may be computed either asa percentage o works
codt or as a percentage of sales.

Illustration 7
Thefollowing is the cost data relating to product D for the year ending December 31, 1990.

Rs

Purchase of Raw Materias 1,20,000
Factory Rent & Insurance 8,000
Carriage Inwards 1,440
Other Factory Overhéhds 40,000
Direct wages 60,000
Stock on 1-1-1990

Raw Materias 20,000

Finished Goods (1,000 tons) 15,000
Adminigrative Overheads 28,400
SAes 2,99,000
Stock on 31-12-1990

Raw Materiads 22,240

Finished Goods (2,000 tons) ?

“here vs no stock of work-in-progresseither at the beginning or at the end. Advertising
nd other selling costs were Re. | per ton. During the year 16,000 tonnesd product D was 7
roduced,
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As certain (a) total thecost of production (b) the cost of geods sold (C) the cost of sdes,
and, (d) the net profit for the year; and work out (i) the percentage of factory overheadson
direct wages (i) the percentage of administration overheads on works cogt, and {iii) the net

profit per ton.

Solution

Costsheet d Product D for the Yearending Dlecember 31.1001

Output: 16,000 Tons

Cost of Direct Materialsused

i) Percentaged Factory Overheads to Direct Wages |
Factory Overheads

- Diregt Wages
w0

. 60,000
= 809

x[00

Opening Stock of Raw Materjals 20,000
Raw Mate;t'als purchased 1.440
Add : Carriageinwards 1,20,000
1,41,440
Less - Clogng Stock of Raw Materids 22,240
Direct Wages 1,19,200
PRI ME COST ﬂ
1,79,200
Factory Overheads
Rent & Insurance 8,000 .
Other Factory Overheads 40,000 48,000
Works Cast 2,27,200
Adminigtrative Overheads 28,400
COST OF PRODUCTION 2,55,600
Cost of Production per Unit 2,55,600
16,000
=Rs. 15,975
Statement of Cost of Sales and Profit
Quantity Amount
(Tons) (Rs.)
Opening Stock df Finished Goods 1,000 15,000
Add: Cost of Production 16,000 ' 2,55,600
17,000 2,70,600 .
Less : Closing Stock of Finished Goods 2,000 . 31950
COST OFGOODSSOLD 2,38,650
Add : Setin g & Digtribution Overheads 15,000
(15000 x Re.1) 2,53,650
COST OF SALES 45,350
Net Profit . 2,99,000
. SALES




if) Percentage of Administration Overheadsto Works Cost
Administration Overheads |
100
Works Cost
28,400
2,27,200
12.5%

iii) Net Profit per Unit

Net Profit
Number of Unitssold
45,350
15,000
= Rs 3.02

Check Your ProgressB
1 Fill up the blanks:

a) Reslisable value of factory scrap should be deducted from ..o,
b) Percentage of factory overheadsto cost of direct labour=.......................ooooe 0
¢) Opening and closing stock of work-in-progressshould be adjusted after the factory

overheadsareadded tothe...................... but beforethestage of ......................
d) Sdling and distribution overheadsare incurredonly on...............c..cocooonne,
AN NOL ON e e

2 State whether each of the following statementsis True or False.
a) Closing stock of work-in-progress should be valued on the basis o prime cost.
b) Closing stock of finished goods should be vaued on the basis of cost of sales.

¢) Sdling and distribution overheadsare incurred on the cost of production of goods
produced.

d) Office& Administrative overheads are recovered usualy on the basisof percentage
to factory cost.

e) Sdlling and distribution overheads are recovered on the basis of percentageof works
cost or percentageof saes.

10.6 PRE‘PARATION OP STATEMENT OP

QUOTATION/TENDERING PRICE

Sometimes, the prospective buyer invites quotations from a number of suppliers for some
goods with certain specifications. The term 'Quotation’ refers to quoting the minimum price
for obtaining a specificorder. Such a price is quoted before the commencement 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 theroto in order to determine the price to be quoted.

While quoting the price for such specific order, one has to be cautiousabout the fact that
the price isneither too high nor too low. In case the price is too high, offer will be rejected
outright. On the other hand, if the priceis too low, it will result in either lower profit or
loss . Therefore. it is important to estimate the cost as accurately as possible, Although,
estiination of vost 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
[llustration 8.

[llugration 8 .
X Manufacturing Co. Ltd. receives an enquiry for the supply of 20,000 unitSof its products.
[he cods are estimated as follows :

Raw Materials 1,00,000 Kgs @ Rs, 2 per Kg.

Unit Costing
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Disect-Wages 10,000 Hours @ Rs. 8 per hour.
Vasiable Overheads:

Factory @ Rs. 4.80 per |abour hour

Selling & Distribution Rs. 32,000

Fixed Overheads:

Factory Rs. 12,000

Office & AdminigtrationRs. 1,00,000
Sdling & Distribution Rs. 28,000

The ‘company adds 20%t0 jts cogt asits margin o profit. Preparea Statement of quotation

showing the price to be quoted.

Solution

Statement of Quotation Showing the Price to bc Quoted per unit and for 20,034 Units

Estimated Cost of Direct Materids
Estimated Cogt of Direct Labour

Estimated Prime Cost
Add : Estimated Factory Overheads
VYariable

Fixed

Estimated Factory Cost
Add : Edimated Office & AdministrativeQverheads

Estimated Cost o Production

Add : Estimated Sdling & Distribution Overheads
Vaidble
Fixed

Estimated Cost of Sale

Add : Risired Profit @ 20%on Cost Price

Estimaged Sdling Pice

I Totd Per Unit
Rs. Rs,
2,00,000 10.00
80,000 4.00
230,000 14.00

48,000
12,000 60,000 3.00
1,40,000 17.00
1,00,000 5.00
4,40,000 22.00

22,000
28,000 60,000 3.00

5,00,000 25.00

100,000 5.00
6,00,000 30.00

Sometimes; cogt recordsfor a particular period are given and the estimated cost of materias
and labour of awork order are providedfor the purposedf ascertainingits selling price to
be quoted. In-suchasituation, you should preparethe cost sheet firgt and ascertain the
recovery ratesfor factory overheadsas a percentageto direct wages, for administrative
overhead6 as a percentage d works cogts, and for sdling and distribution overheadsas a
percentage o cost of goodssold (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.

llustration 9

The following figures have been obtained from the oot recordsof a manufacturing

company for.the year 1989:

Cosh d Materials

Wages for Direct Labour
Factory Overheads
Distribution Expensés

Rs.
2,40,000
2,00,000
1,20,000

56,000



Administration Expenses 1.34.400 Unit Costtng ~~ »
Sdling Expenses 89,600
Profit 1.68,000
A work order was executed in 1990 ana the following expenses were incurred :
Rs
Cog o Materias 32,000
Wages for Labour 20000

Assuming that in 1990 the rate for factory overheads went up by 20%.distribution charges
went down by 10% and selling and administration charges wept up by 12%%, at what
priceshould the product be quoted so as to earn thesame rateof profit on theselling price
asin 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

Rs.
Cost o Direct Materials 240,000
Direct Wagcs 2,00,000
PRIME COST 4,40,000
Factory Overhcnds 1,20,000
WORK COST . 5.60.000
Adminigtration Overheads 1,34,400
COST OF PRODUCTION 6.94.400
Sdling Overheads 89,600
Digtribution Overheads 56,000
COST OF SALES 8,40,000
Profit 1,68,000
SALES 10,08,000
Factory Overheads
Factory Overheads Rate —Ly—'h——— x 100
Direct Wages
_ 1,20,000 % 100
2,00,000
= 60%
Admin. Overheads
Administration Overheads Rate B ULl x 100
- ¥ i x
5,60,000 100
_ = 24% .
Selling Overheads Rate - xling Overheads
Works Cost
= 89600 .0
5,60,000
= 16%
Digtribution Overheads Rate - w x 100
a 6000 %
oL 56000
-+ 5,60,000 100




Mewmods d Costing

o

Profit
Rate of Profit =

1,68,000 x
8,40,000

Cod of Sdes

x 100

= 20% of cogt f sdles

Statement o Quotation for a Work Order

Rs.
Cost o Direct Materids 32,000
Direct Wages 20,000
PRIME COST 52,000
Factory Overheads
(60%d wages plus 20%thereof i.e., 7206 wages) 14,400
WORK Q08T 664000
Adminigtration Overheads
(24%0f works cost plus 12 L7, thereof i.e., 27%d works cost) 17928
COST OF PRODUCTION 84,328
Selling Overheads \
(16%0f workscost plus 12-'2'% thereof i.e., 18% of workscost) 11,952
Distribution Overheads
(10% of workscost minus 10%dtheredf i.e., 9%oof works cost) 5,976
COST OFSALES 1,02,256
Profit (12% of cost d sales) 20,451
ESTIMATED SELLING PR CE 1,22,707
10.7 COMPREHENSIVEILLUSTRATIONS
[ustration 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:
Kg. Rs.
Stock on 1st January. 1989
Raw Materids 12,000 . 2,000
Finished Mixture. 500 1,750
Factory Stores B 7,250
Purchases
Raw Materids 1,60,000 1,80,000
Factory Stores 24,250
Sales
Finished Mixture 1,53050  9,18,000
Factory Scrap 8,170
Factory Wages 1,78,650
Power 30,400
Depreciationon Machinery 18000
Salaries
Factory 72220
Office 3220
Sdlling 4500 |



\

Expenses
Direct
Ofiice
Ssdling

Stock on 31st December. 1989
Rav Materiads
Finished Mixture
Factory Stores

1,200
450

18,500
18,200
18,000

?
?
5,500

The Stock of finished mixture at the end of 1989 is to be valued at the factory cost pfthe
mixture for that year. The purchase price of raw materials remained unchanged throughout

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.

0=302 -

373

Total Cogt Cost per Unit
Rs., Rs.
Cog d Direct Materials ussd
Cog d Opening Stock of Raw Materids 2,000
Add : Cost d Rnw Materids purchesed 1.80,000
‘ 1,82,000
Less - Cogt of Closng Stock of Raw Materids 1.350 1,80,650 1.181
Cog o Direct Labour 1.78,650 1168
Cost of Direct Expenses 18500 0.121
PRIME COST 3.77.800 2470
Factory Overheads
Cog of Factory Storesconsumed :
Opening Stack 7,250
Add : Purchases 24,250
31,560
. .
Less : Closng Stock 5.550 25.950
Vi
1
Power 30.400
Depreciatiop of Machinery 18.000
, Fectory Salaries 72,220
1.46,570
Less - Sale of Factory Scrap . 8,170 1,38,400 09
WORKS COST 5,16,200 3.374
Office & Adm. Overheads
Office Salaries 37,220
Office Expensas 18.200 55,420
COST OF PRODUCTION ~ * 5,71,620

-~

Unit Costing
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Statement showing Cost of Salesand Profit for the Year 1989

Rs

Cost of Opening Stock d Finished Mixture(500 Kg) 1,750

Add : Cogt of Production of Finished Mixture (1,53,000 Kg) 571,620

573,370

Less - Cogt of Closing Stock Finished Mixture (450 Kg. ) , 1,518

QOCBT OF GOGDS SOLD (1,53,050 Kg.) 5,71,852

Selling & Distribution Overheads

Salaries 41,500

Sdling Expenses 18,000 59,500

COST-OF SALES(1,53,050 Kj.) 6,31,352

Profit (balancing figure) 2,86,648

9,18,000

———

Sdes (1,53,050 Kg. finished mixture)
N ul

Working Notes
I') Production during the year = Goods Sold + Clogng Stock = Opening Stock = (1,53,050 + 450-500)

= 1,53,050 Kg.
. . 1,280,000
2 Vauedf Closing Stock of Raw Materids = 160,000 % 1200
=Rs. 1,350
. . 5,16,
3) Vdueof Closng Stock of Finished Mixture = Rs; 3,16200 x 450 = Rs. 1,518

" 1,53,000

IHustration 11

Work out in Cost Sheet form the unit cost o production per ton of Special Paper
manufactured by a paper mill in March, 1990 from the following data ;

Direct Materias

Paper Pulp 500 tons @ Rs. 50 per ton

Other Materials100 tons@ Rs. 30 per ton

Direct Labour
80 Skilled men @ Rs, 3 per day for 25 days
40 Unskilled nen @ Rs. 2 per day for 25 days

Direct Expenses

Special Equipment Rs. 3,000
Specia Dyes Rs. 1,000
Works Overheads

Variable@ 100% and Fixed @ 60%00n Direct Wages
Adminigtrative Overheads @ 10%
Sdling and Didtribution Overheads@ 15% on Works Ce4i

Forty tons o special paper was manufactured and Rs. 800 ves realised by thesale of waste material during the !
course of manufacture. Thescrap vaueof the specia equipment after utilisation-in matyfacture is nil.

Solution
Cost Sheet of & Paper Millfor the Month of March, 1990 ]
T 'Output - 400 Ton

Tota Cost | Cost per Ton

Rs. Rs.
Cast of Direct Materials used
Paper Pulp = 500 X Rs, 50 = 25,000
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Other Materials = 100 x Rs. 30 = 3,000 Unit Costing
28,000
Less : Sde o Waste Materials 800 27,200 68.00

Cog o Direct Labour
Skilled Men = 80 xRs. 3x25 6,000
Unskilled Men 40%xRs. 2% 25 2,000 8,000 20.00

Cog d Direct Expenses

Specid Equipment 3,000
Special Dyes 1,000 4,000 10.00
PRIME COST 39,200 98.00
Works Overheads
Variable (100%on direct wages) 8,000
Fixed (60%on direct wages) 4,800 12,800 32=00
WORKS COST 52,000 130.00
Adminigtrative or Overheads (10%on Works Cost) 5,200 13.00
COST OF PRODUCTION 57,200 143.00
Sdling & Distribution Overheads (15% on Works Cost) 7,800 1950
COST OF SALES 65,000 16250
Ellustration 12

Cooling Ltd. manufactured and sold 1,000 refrigeratorsin the year ending 31st March, '
1990. The summarised Trading and Profit & Loss Account is set out below :

Rs Rs
To Cogt of Materials 8,00,000 B/ Sdes 40,00,000
To Direct Wages 12,00,000
To Other Manufacturing Cost 5,00,000
To Gross Profit ¢/d 15,00,000 -
40,00,000 . ‘ 40,00,000
To Management and Staff Salaries 6,00,000 By Gross Profit b/d 15,00,000
To Rent, Ratesand |nsurance 1,00,000
To Sdling Expenses 3,00,000
To Generd Expenses 2,00,000
To Net Profit 3,00,000

15,00,000 15,00,000

For the year ending 31st March 1991, it is estimated that-

a) Output and Sales will be 1,200 refrigerators.

b) Pricesof Material will go up by 20%on the level of previousyear.

c) Wageswill rise by 5%.

d) Manufacturing costswill rise in proportion to the combined cost of Material and wages.
€) Seling cost per unit will remain unaffected.

f) Other expenseswill also remain constant.

You are required to submit a statement to the Board of Directorsshowing the price a
which the refrigeratorsshould be marketed so as to show profit of 10%o0n selling price. 25
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Statement Showing Estimated Selling Priceof Refrigerators for the Y ear ending 31.3.1991 N

Output.: 1,200
Total Per Unit
Rs. Rs.
Cogt of Direct Materials 11,52,000 960

Cogt of Direct labour 15,12,000 1,260
PRIME COST 26,64,000 2,220
Add : Factory Overheads 6,66,000 555
FACTORY COST 33,30,000 2,775
Add : Office & Administrative Overheads 9,00,000 750

COST OF PRODUCTION 42,30,000 3,525
Add : Sdling & DistributionOverheads 3,60,000 300

' COST OF SALES 45,90,000 3,825
Add : Profit @ 10% on Sdling Pricei.e., 1/9 on Cost of Sales 5,10,000 425
Estimated Selling Price 51,600,000 4,250

Working Notes
1) For thesake of convenience, it is desirable thet thecost sheet far thelast year is prepared &s follows

Cost Sheet of CoolingLtd. for the Y ear ended 31.3.1990

Total Cost | Cogt per Unit
Rs. Rs.
Costd Direct Materias 8,00,000 800
Cost of Direct Labour 12,00,000 1,200
PRIME COST 20,00,000 " 2,000
Add : Factory Overheads(Other ManufacturingCosts) 5,00,000 500
FACTORY COST 25,00,000 2,500
Add : Office& AdministrativeOverheads
Management & Staff Salaries 6,00,000
Rent, Rates & Insurance 1,00,000
General Expenses 2,00,000 9,00,000 . 900
COST OF PRODUCTION 34:80.088 13,400
Add : Sdling & Distribution Overheads 3,00,000 300
COST OF SALES 37,00,000 3,700

— T

2) ltis importantto note here that the cost of al variableitems should be determined per unit and the same
should be multiplied by theoutput for the next year, Thus, increasein the volume o output will be
automatically taken care of.

3) Cogt of-direct materia per unitfa the next year
. 20 .0y :
= § — = ; =
300+ o 500) 800+ 160 - R, 960
4) Cost of direct labour per unit tor the next yesr
5 .
= 1,209 + ( 0 1,200) =1,200 + 60 = A, 1,260

';/" et ; 5) Incréase in combined cost of materiat and labour i, Prime Cos

/ot . s s . ) ‘
Lo - S ST e 22202000y 5 0 220 e
26 ‘ o L ( : At} X 100 .= ct ’»‘,lm"= ll% ‘:‘v”": L

2,000 2,000
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. Manufacturing cost per unit for the next year Unit Costing

=5oo+(ixsoo):soo+55:|%.555 J
100

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/identical products. This method of costing is applied in alarge
number of industrieslike automobiles, electronics, collieries, quarries, brick making, etc.

A Statement of Cost/Cost Sheet is prepared at periodicd intervalsshowing the total cost
and cogt per unit of each element of cogt side by side. The cost per unit is arrived at by
dividing the total cost incurred by the total number of units produced. An aternative way
d presentation of thiscost 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
thisstatement, 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 figureshall
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 o Goods Produced : Total of factory/works cost and office and
administrativeoverheads.

Cod of Sales: Tctal of cost of production of goods sold and selling & distribution
overheads.

Factory/Works Cost : Total o prime cost and factory overheads.

Production Account : Statement of cost prepared in the form a ledger account. It issimilar
to Manufacturing Account prepared in financia accounts.

PrimeCost : Direct cost i.e., total of cost incurred on direct materials, direct labour and
direct expenses.

Sdling Price/Price of Tender : Total of cost of salesand desired amount of profit.
Work-in-Progress: Semi-finished goods.

10.10 ANSWERSTO CHECK YOUR PROGRESS

A 1 a) Cost of opening stock of raw materials + Cost of raw materials purchased - Cost
of closing stock d raw materials.

b) Cost of direct materials+ Cost of direct labour + Cost of direct expenses.
c¢) Cost of production o goodssold + Selling & Distribution overheads.
d) Office & Administrative overheads.
e) Profit.
2 a) Fdse b) True, c) Trud, d) False, e) False.
"3 Automobiles, Electronics, Collieries, Quariies, Brick making etc.

B 1 a) factory overheads.
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W

b) Factory overheads... <
Cost of direct labour
€) primeCogt, factory Cost
d) goodssold, goods produced
2" &) Fase b) Fase c) Fase, d) True, e) True.

100

10.11 TERMINAL QUESTIONS/EXERCISES

Questions

1)

DefineUnit Costing. Mention the industriesto which this method of costing is
applicable.

2) What isacog sheet?In what repect does it differ from a Production Aecount?

3) Describein brief the various componentsof Total Cod.

Exercises )

1) Prepare a Cost Sheet from thefollowing data to find out profitand cost per unit :
Raw Materialsconsumed Rs 1,60,000
Dirccr Wages Rs. 80,000
Factory Overheads 20% of Direct Wage,
Adminigtrative Overheads . T 0% of Factory Cost
Sdlling Overheads Rs. 12,000
Units produced 4,000
‘Unitssold 3.600
Selling Price Rs. 100 per unit

2)

)

(Answer : Prime Cost : Rs. 2,40,000; Factory Cod : Rs. 2,56,000; Cost o production of
goods produced : Rs. 2,81,600; Cost o Sales: Rs. 2,65,440; and
Profit : Rs. 94,560)

Yau are the chief of the Cost Accounting Department o Leather Products India Ltd.
Your organisation manufacturesshoe®. The followingfigures have been extracted from
the account books relating to the production d shoesfor the year 1989.

Rs
Raw Materials consumed (including abnormal wastage of Rs. 10,000) 5,10,000
Direct Wages pad 4,00,000
Fatiory Overheads 1,00,000
Toolsconsumed 10,000
Depreciationd” Machines(Factory) 5,000
.Machinesimported 1,00,000 .
Work Expenses {Misc,) 50,000
Office Expenses - 25,000
-Qverheads for Office _4ﬁ,000
Managing Director's Salary 50,000
Stationery & Printing(Office) 5,000
Depreciation of Machines(Office) 1,000
Sdllingand Distribution Expenses 25,000
Entertainment of customers 20,000
Advertising 30,000
Dividend paid 1,00,000

" Prepare a cost andyss statement after considering the following :

The profit rateis 20%on sdes




i) Wagesoutstanding Rs 25,000. Unit Costing

Hint :Abnorma wastage of raw materialsshould be treated separately and & such, it
should not form part of cost.

(Answer : Cost df raw materials consumed : Rs. 5,00,000; Cost of direct labour :
Rs 4,25,000; Prime Cod : Rs 9,25,000; Factory Overheads: Rs. 1,65,000;
Factory Cost : Rs. 10,90,000; Admiinistrative Overheads: Rs 1,21,000; Cost of
production of goods produced : Rs. 12,11,000; Sdling & Distribution Overheads:
Rs 75,000; Cost of Sales: Rs, 12,86,000; Profit : Rs. 3,21,500 & Sdes:
Rs 16,07,500)

3) Thefollowing details have been obtained from the cost records o Comet Paints Limited:

Rs.
Stock of Raw Materials on 1st September, 1990 75,000
Stock of Raw Materialson 3 1st September, 1990 91,500
Direct Wages 52,500
Indirect |Wages 2,750
Sales 2,11,000
Work-in-progress on st September. 1990 28,000
Work-in-progress on 30th September, 1990 35,000
Purchaseof Raw Materials . 66,000
Factory Rent, Rates and Power 15,000
Depreciation of Plant and Machinery 3 5(D
Expenssson Purchases '1“2.500
Carriage Outwards . 2,500
Advertising ; 3,500
Office pent & Taxes 2,500
Travellers Wages and Commission 6,500
Stock of Finished Goods on 1st September, 1990 54,000
Stock of Finished Goods on 30th September, 1990 31,000 '

Prepare a Production Account giving the maximum possiblebreak up of costsand profit.

(Answer : Copt o Raw Materialsconsumed : Rs 51,000; Prime Cogt : Rs. 1,03,500;
Factory Overheads: Rs. 21,250; Factory Cost « Rs. 1,17,750; Cost of Production
o goods produced : Rs. 1,20,250; Cost of Production d Goods Sold :
Rs.1,43,250; Sdling & Distributionoverheads : Rs. 12,500; Cost of Sales:
Rs. 1,55,750; and Profit : Rs. 55,250)

4) A company makestwo distinct typesof vehicles A and B. Thetotal expensesduring a
period as shown by the books for assembly of 600 of A and 800 of B are as under :

Rs,
Material 1,98,000
Wages 12,000
4

Stores overheads 19,800 /
Running Expenses of Machine 4,400
Depreciation 2,200
Labour Amenities 1500
Works General Expenses 30,000
Administration and Selling Expenses 26,790
- Other Qata available to you are- A:B
Material Cost Ratio per Unit \ 1:2

, ¢

Direct Labour Ratio per Unit 2:3

Machine Utilization Ratio per Unit 1:2 ' 29




E Methodsd Costing Culculate the cost of each vehicle per unit giving reasonsfor the bass of apportionment

I adopted by you.

Hint - ) Calculate the effective ratio by taking into account the total output of two Vehicles
- asfollows:

Effective Materid Ratio=1x 600 : 2x800
=600:1600=3:8

Effective Labour Ratio= 2x600 : 3%800
=1200:2400=1:2

i Effective Machine Utilisation Ratio = 1x600: 2% 800
I =600:1600=3:8

b) Apportion Materiad and Storesoverhead in Materid ratio, Direct wages, Labour
amenitiesand Works generd expensesin Labour ratio, Running expenses d
Machine and Depreciation in Machine utilization ratio and Administrative&
sling expensesin the ratio o works cost.

(Answer: PrimeCost : A - Rs. 58,000/Rs. 96.67, B - Rs. 1,52,000/Rs. 190.00; Factory
Overheads: A - Rs. 17,700/Rs. 29.50; B - Rs. 40,200/Rs. 50.25; Works Cost :
A - Rs 75,700/Rs. 126.17; B- Rs. 1,92,200/Rs. 240=25:;
Total Cost/Cost of Sdes; A - Rs 83,270/Rs. 138.79, B - Rs. 2,11,420/
Rs 264.28)

5) From thefollowing information prepare the Cost Sheet of Pig Iron showing cost of Fg
Iron produced and Codt per tonne d each item d expenditure:

Stock on Purchases during the  Stock on 31st
Ist Augugt, 1990  month of August, 1990  August, 1990
Rs. Rs Rs.
Iron Ore 10,800 56,000 10,200
Lime Stone 4500 15,000 4800
Cod 94,000 70,000 47,000
© Coke 10,500 59,000 7,200
Sundries 6,500 24,000 7.500
Wages Padd Rs 66,000
Works Charges Rs 44,500
Sde d Sag during the month wes Rs 8,500
Production of Hg Iron during the month wes 1,000 Tonnes

(Answer: Cogt of Direct Materials used : Rs. 2,73,600; Factory Cost/Cost of Production ¢
Rs 3,75,600; Cost pe tonne: Rs. 375.60)

6) Thefollowing particularshave been made available from the Cost L edger of acompany :

Rs.
Stock of Raw Materidson 31.12.1990 . 25,600
Stock of Finished Goods an 31.12.1990 56,000
Purcheses o Raw Materids 5,84,000
Direct Weges 3,97.000
Sdes 11,84,000
Stock of Raw Materidson 31.12 1991 27,200
Stock of Finished Goodson 31.12.199] 60,000
Works Overheads 88.072
Office and Generd Charges 71,048

.

‘The company is required to submit a-tenéler for alarge machine. The Cost Department
- . estimates that the materias will cost Rs 40,000 and wages to fabricate the machine
;30 - . Rs.24,000-.The tender isto be madeat anet profit o 20% on selling price
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Prepare a statement showing a) Cost of materials used, b) total cost, c) percentage of factory Unit Costing
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: 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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UNIT 11 RECONCILIATION OF COST
AND FINANCIAL ACCOUNTS
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11.9 Key Words

11.10 'Answers to Check Your Progress

11.11 Termina Questions/Exercises

11.0 OBJECTIVES

After studying this umit, you should be able to:

explain briefly the two methods of cost accounting

explain the need for reconciliation of cost and financial accounts

list the factors responsible for causing differencein profit or loss shown by cost and
financial accounts

@ prepare reconciliation statement
@ prepare memorandum reconciliation account.

1 INTRODUCTION

You have learnt that cost accounts act asa check on financial accounts. It is achieved by
comparing the profit/loss ascertained under cost accounts with profit/loss ascertained under
financia accounts. Their amounts usualy 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 METHODSOF 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-integral 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
transactions 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 iscalled 'Non-integral' or 'Independent Accounting." The problem of
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.
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~— ; Reconcilistion  Cost and
11.2.1" Integral Accounting Financial Accounts
The term “Integral/Integrated Accounting' means the merger of financia and cost accounts

and maintenanceof a single set of bodks to record both financial and cost transactions. In

other words, it r efer sto theunified method which servesthepurposedf both financial and

cost accounts. Under this method, book-keeping procedure followed iwery much similar to

the procedure involved in financial accounting. In addition to the General Ledger, Saes

Ledger and Bought Ledger in financial accounting, a Cost Ledger and three subsidiary

ledgers viz., Stores Ledger, Work-in-progressLedger and Finished Stock Ledger are also

maintained.

Cod Ledger : It refers to the principal ledger in cost accountingwhich containsal the
nomina accounts. It also contains a control account for each subsidiary ledger i.e., Stores
Ledger Control Account, Work-in-progressLedger Cbntrol Account and Finished Stock
'Ledger Control Account if non-integral accounting is followed. In case of integra
accounting, however, these control accounts appear in the General ledger.

Storesledger : It refers to asubsidiary ledger which containsan account for each item o
storesand its movement. This account is debited with purchasesd materialsand credited
with issuesof materialsto jobs.

Work-in-progressledger : It refersto a subsidiary ledger which containsan 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 refersto a subsidiary ledger which containsan 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 thereisonly one figureof profit or lossand, as such,
thereisno need for reconciliationof costing and financial profit or loss.

11.2.2 Non-integral Accounting

When independent cost accounts are maintained, the subsidiary ledgers and the cost ledger
are inter-locked through control accounts 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. Besides these control accounts, a General Ledger Adjustment Account is opened in
the cost ledger for @l items of incomeand expenditure. The account is aso known as 'Cost
Ledger Control Account'. The cost ledger also containscontrol accountssuch 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, thissystem has also been termed as'Control Accounts System'.

Costing Profit and L oss Account : When cost accounts are maintained independent of
financial accounts, a separate Costing Profit and Loss Account is prepared for determining
the profit or lossof a particular period. This account is debited with the cost of salesand
credited with the sales value. It is also debited with itemslike abnormal losses, under-
absorption of overheads, loss or sale of specia jobs etc., and credited with itemslike
abnormal gains, overabsorption of overheads, profit on sale o specia jobs, etc. The balance
of thisaccount will indicate the profit or loss as per cost records which should be reconciled
with the profit or loss as per financia records.

11.3 NEED FOR RECONCILIATION OF COST AND
( FINANCIAL ACCOUNTS '

When cost accounts and financia accounts are maintained independent of each other, the
pr‘b.ﬁt or loss asdisclosed by the two setsof books is bound to differ from each other. This _ :
non-agreement of profit or loss shown by the two sets of books necessitates the preparation - 33
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of a reconciliation statement which shows the causes|eading to the difference between the
two figures. The preparation of thisstatement isa must in order t establish the accuracy of
cost accounts. Not only that, it also helpsin cross-checking the arithmetical accuracy o
operating results shown by the financial accounts.

11.4 CAUSESOF DIFFERENCE

The factors responsible for the difference between the profit or lossshown by the two sets of
books can be broadly summarised as follows:

Itemsshown only in the financial accounts and not in the cost accounts: Thereare
quite afew 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 dl such items of incomes
and gains increase the financid profit.

Thisitems can be classfied as under :

a) Financial Charges
i)  Cash discount allowed
i)y Interest pad on debentures, bank loans, mortgages, etc.
iii) Penaltiesand fines paid
iv) Income-tax paid
v) Losson saleof fixed assets
vi) Losson sate of investments
vii) Obsolescence loss
viii) Expenscs on issueof shares/debentures
iX) Discount on issueof shares/debentures
x)  Goodwill, Preliminary Expenses, etc. written off.

b) Financial Incomes
j)  Interest received on investments, bank deposits, efc.
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 recelived

¢) ltems of Appropriation of Profits

iy  Transfer of profitsto reserves
iy  Dividend paid
ii)  Proposed dividend

~—

Items shown only in the cost accounts and not in'the financial accounts : There are very
a few itemswhich appear in the cost accounts and not in the financia accounts. Such items
areasfollows:

a) Interest on capital employed : Sometimes, it is the policy of the management to charge
interest on capital employed for costing purposes. But, in reality, no such interest is paid.
As such, it is excluded from the financial accounts.

b) Charges inlieu o rent : It is also the policy of the management to charge notional rent
for the premises owned o asto enable comparison between the cost of production in a
factory owned by acompany and the cost of production in aleasehold or rented factory.
However. in redity, no such rent is actually paid and, as such, it is exIcuded from
financial accounts.

Under/Over absorption of overheads: The recovery o overheads in cost accounts is
always based on estimates while the financia accounts are based on actuals, Hence, the

amount of overheads recavered in cost accounts and the amount of expenditure actually
incurred and recorded in financial accounts will invariably disagree.

The overheads 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
recovered in cost accounts the shortfall is known as ‘underabsorbed overheads. On the




other hand, if overheads recovered in cost accounts are in excess of the actual expenditure, Recondliationd Cost sad
the excess amount is known as 'overabsorbed overheads. Financial Accounts

Different basis of stock valuation : Quite often, the stock figuresshown 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
valuation 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 isinvariably the
actua 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 profitsas per cost accounts as the starting point and
arrive at profitsas per financial accounts by making the necessary adjustments, or vice
versa. In case you start with profits as per cost accountsas 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 itemssuch as .
interest, income tax, discount, etc. which are not shown in 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 capital, etc. has been shown as expense. If 0, add these

amounts because they have resulted in lower profits in cost accounts.

5) Compare the amounts of all indirect costs (factory overheads, administration
overheads, and selling and distribution overheads) charged in cost accounts with their

actual amounts as recorded in the financial accounts. Add vverabsorption and deduct
underabsorption of various overheads.

6) Compare the values of stock shown in cost accounts with those shown in financial
accounts. in al probability, the stock valuesshown in cost accounts will be higher.
Hence, the difference in closing stock shall be deducted and the difference in opening
stock will be added.

7) Take the totals of both plus and minus columnsand work out the difference between
the two totals. If the total of plus column is higher than the total of the minus column,

the excess represents the profit as per the financial accounts. If, however, the total of
the minus column is higher than the total of the-plus column, the excess shall represent
the loss as per the financial accounts.

Based on the above analysis, we can draw the lists of itemsto be added to the profits
shown by cost accounts and the items to be deducted there from.

Itemsito be Added ,
1) Incomes not shown in cost accounts ,

2) Notional costs shown in cost accounts

3) Overabsorption (overcharge) of any indirect cost in cost accounts
4) Overvaluation o opening stock

[tems to be Deducted
1) Charges not shown in cost accounts ‘ 35




Methods of Costlng 2) Underabsorption (undercharge) of any indirect cost in cost accounts
3) Overvaluation of dosng stock

In casethefigure d profit or lossas per cost accounts, is not given, you have to start with
the profit or loss as per financid accounts. In tha case, the itemslisted above for addition
shall be deducted and shown in minus column, and the items listed above for deduction
shdl beadded and shown in pluscolumn. In other words, the whole treatment will be

reversed.

Look at lllustration 1 and study how Reconciliation Statement is prepared a) when you
take profitsas per cost accountsas the base, and b) when you take profits as per financia
accounts as the base.

Illustrat'ipn 1

The net profitof a mmufacturingggm appeared at Rs. 60,500as per financial records
for the year ended 31st March, 1990. The'cost accounts, however, showed a net profit of

Rs. 1,19,400 for the same period. A detaited cgmparison of thefigures contained in both
sets of booksreveded the following factors responsiblefor their disagreement :

Directors Fees not charged in cost accounts 7.500

WorksOverbeads under-recovered in costs 1,500

J Loss dueto Obsolescence charged in financid accounts 3,500
Administrativeoverheadsover-recovered in costs 1,800
Depreciation charged in financid accounts 10,000
Depreciationrecovered in costs 12,000
Income Tax providedin financid accaunts 54,500
Interest on Investmentsnot included in costs 5,000
TransferFees credited in financid accounts 2,500
Fines paid not indluded in cogts 1,200
Discount on issue of debentureswritten off in financia accounts 2,000

Preparea. Reconciliation Statement showing reconciliation of profit between the two sets of

books.
Solution
Reconciliation Statement
R Minus
\ Column Column
Rs, Rs.
Net Profit as per Cost Accounts 1,19,400
Directors Feesnot charged in costs 7,500
Works Overheads under-recoveredin costs 1,500
Loss due to Obsolescence not charged in costs 3,500
AdministrativeOverheadsover-recovered in costs 1,800
Depreciationoverchargedin costs (12,000 = 10,000) 2,000
Income Tax provided in financia accounts 54,500
Interest on Investmentsnot induded in costs 5,000
Transfer Feescredited in financid accounts 2,500
Fines paid not included in casts 1,200
Discount on Issueof Debentures not shown iN costs 2,000
1,30,700 70200
%6 Net Profit as per Financia Accounts 60,500




Alternativély Bmmm ’
Reconciliation Statement
Plus Mi;l.—J_S—
Column Column
R Rs
Net Profit asper Financial Accounts 60,500 .
Director's Fees not charged in costs 7,500
Works Over heads under -recover edin costs 1,500
Loss due,to Obsolescence not considered in costs 3,500
AdminidrativeOver headsover -recovered in costs 1,800
Exéess depreciationcharged in costs (12,000- 10,000) 2,000
IncomeTax provided in financial accounts 54,500
Intereg on Invesments credited in financial accounts 5,000
Trander Fesscredited in financial accounts 2,500
Fines paid charged in finandial accounts 1,200
Disoount on |s3ue of Debentureswritten off in finandial accounts 2,000
1,30,700 11,300
Net Profit as per Cost Accounts 1,19,400

Check Y our Progress A
1 Fllin the blanks:

a) If cost and financid transactionsare maintainedin asinglesst o books, the method

ISCAIE - vevvvvirrevvireer e ceeererirnraen e
b) If cost and financid recordsare kept separate, themethod iscalled ... RRPITY .
¢) Costledgeristhe ..., ledger in cogt accounting which contains
al the nominal accounts.
d) Storesledgerisa ........cooccevvnnnienee. ledger which records separate account for each
item of stores.
€) Object d preparing Cogting Profit or Loss Account isto determine .................... . L.
f) Preparationd reconciliation statement is necessitated becalse of .....vvvvveivenninnnes

2 Tick the correct answer :

a) Under-recovery of works overheadsshould be added to the net profit as per
financia recordsin order to arriveat the net profit as per costing records.

b) Obsolescencelossshould be deducted from the net profit as per financial records in
order to arrive at the net profit as per coging records.

¢) Dividend on investmentsshould be added to the net profit as per financial records
in order to arrive a the net profit ds per costing records.

d) Overabsorption of sdling and distribution overheadsin costsshould be deducted
from the net profit as per cogting recordsin order to arrive at the net profit as per
financia records.

3) What isthe purposeof preparing reconciliationstatement?

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

B R R R R R R T R S R L L L L L R R R R T T R R IR RN




11.6 MEMORANDUM RECONCILIATION ACCOUNT

The reconciliation of profits shown by the two setsof books can also be presented in the
form of aledger account called 'Memorandum Reconciliation Account’. This method is
simple. The amounts which are to be added to profitsshall be shown on itscredit side white
the amounts to be deducted from profitsshall be shown on its debit side. In this caseaso,
you can take either profit/loss as per cost accounts as the base or profit/loss as per financial
account s as the base. Based on datagiven in Lllugration 1, the Memorandum Reconciliation
Account shall be prepared as follows:

Memorandum Reconciliatior Account

Dr. C.
Rs. Rs.
To DirectorsFees not charged in costs 7,500 | By Net Profitas per Cost Accounts 1,19,400
To WorksOverheadsunder-recovered By Adminis tive Overheads '
in costs 1,500 over-reco 2red in costs 1,800
To Loss due to Obsolescencenot charged By Depreciation over-recoveredin costs 2,000
in costs 3,500
To Income Tax charged in financial By Intevest on Investmentsnot included
accounts 54,500 in costs 5,000
To Fines pad not included in costs 1,200
To Discount on Issue of Debentures .| By . ransfer Feescredited in financial
not shown in costs 2,000 accounts 2,500
To Net Profit as per Financial Accounts .| 60,500
1,30,700 1,30,700
Alternatively
Memorandum Reconciliation Account
Dr. Cr.
Rs. Rs.
To Administration Overheads B/ Net Profit as per Financial Accounts 60,500
over-recoveredin costs 1,800
To ExcessDepreciationcharged in costs 2,000 | By Directors Fees not charged in
‘ cogt accotints 7,500
To Intereston Investments credited in By Works Orverheads under-recoveredin
financial accounts 5,000 costs 1,500
To TransferFeescredited in financial .| By Loss due toObsolescence charged in
accounts 2,500 financial accounts 3,500
To Ney, Profit as per Cost Accounts 119,400 | By Income T ax provided in financial
accounts 54,500
By Fines paici charged in financia
accounts 1,200
By Discount on Issued Debentures ‘
written ofiT in financia accounts 2,000
-1,30,700 1,30,700




11.7 COMPREHENSIVE ILLUSTRATIONS

Tllustration 2

From the followingfigures prepare a Reconciliation Statement.

Rs.
Net Profitas per Financial Records 25,751
Net Profit as per Costing Records 34,480
WorksOverheads under-recovered in costs 624
AdministrationOverheads recovered in excessin costs 340
Depreciation charged in financial records 2,240
Depreciation recovered in costing 2,500
Interest on Investments received but not included in costs 1,600
Obsolescenceloss charged in financia records 1,140
IncomeTax provided in financial accounts 8,060
Bank |nterest credited in financial accounts 150
Store Adjustments credited in financial accounts 95
Lossof Stock due to Spoilage charged in financial accounts 1,350
Solution
Reconciliation Statement
(+) Rs. R
Net Profit as per Financial Accounts 25,751
WorksOverheads under-recovered in excessin costs 624
AdministrationOverheadsrecovered in excessin costs 340
Excess Depreciationrecovered in costs 260i
Interest on Investment not included in cost 1,600
Obsolescenceloss charged in financial records but not in cost 1,140
Income Tax provided in financial but not in cost 8,060
Bank interest credited in financial books, but not in cost 150
Sores Adjustments creditad in financial books, but not in cost 98
Loss of Stock due to Spoilage charged in financial books but not in cost 1,350
36,925 2,445
Net Profit as per Cost Accounts 34,480

[llustration 3

The Net Loss shown by financial accounts of acoinpany amounted to Rs. 57,320 while the
Net Lossdisclosed by company's cost accountsfor that period amounted to Rs. 37,100.

Scrutiny of figuresfrom both thesets of books revealed the following facts:

i) DirectorsFees not charged in cost Rs. 1,300

i) A Provision for Bad and Doubtful Debts madein financial accounts Rs. 1,140

iii) Bank Interest credited in financia accounts Rs. 60

iv) Obsolescence Loss charged in financial accounts Rs. 16,600

v) Overheads in the cost accounts were estimatedat Rs. 17,000. The charge shown by the

financial accountswas Rs. 16,640

vi) Depreciation charged in financial accounts was Rs. 9,600 while depreciation recovered

in costs amounted to Rs. 8,000,

Reconciliation of Cost ana
Financial Account..
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Prepare a statement reconciling the figuresshown by the financia and cost accounts.

Solution
B Reconciliation Statement
i (DRs () Rs.
Net Loss &s per Financid ~~counts 57,320
Directors Fees not charged in costs 1,308
Provision for Bad and Doubtful Debts made in financial accounts but not in costs 1,140
Bank Interest credited in financid accounts, but nat credited in costs 60
Obsolescenceloss charged in financial accounts; but not in costs 16,600
Overabsorption of overheadsin costs(17,000—16,640) 360
Excessdepreciation chnrged in financid accounts (9,600—8,000) 1,600
20,640 57,740.
—i
~ Net Lossas per Cost Accounts 37,100
[Hlugtration 4

From the following Profit and Loss Account draw up a Memorandum Reconciliation
Account showing the profit as per Cogt accounts.

Profit & Loss Account for the Y ear ended 31st December, 1989

Dr. Cr.
Rs Rs,
To Office Salaries ' 22,564 By Gross Profit b/d 1,09,236
To Office Expenses <, 16,540 By Dividend received on investments 2,406
To Sales Expenses 28,452
E Distribution-Expenses 5,980 By Interest on Bank Deposits 360
To Lossdf Sdled Machinery 3,900
To Fines& Pendties " 500 ‘
To Discount on Debentures 1,000
To Goodwill written off 10,000
To Provision for Income Tax 10,000
To Net Profit 13,060
1,11,996 1,11,996
Solution
Memorandum Reconciliation Accounts
Dr. Cr.
) . - Rs, , Rs
To Dividend received on Investments ' 2,400 By Ne Profit as per Financia Accounts 13,060
To Intereston Bark De osits 360 By Lou on sale of machinery 3,900
To Net Profit as per Cost Accounts 35,700 By Fines & Pendlties 500
' By Discount on Debentures 1,000
. By Goodwill written off 10,000
By Provison for Income Tax 10,000
38,460 38,640
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[llustration 5 Reconciliation of Cost and

The following figuresare extracted from the financial accounts of Selwel Ltd. for theyear Financial Accounts
ending 31-12-1989.

Rs.
Sdes (20,000 units) 50,00,000
Materids 20,00,000
Wages 10,080,000
Factory Overheads 9,00,000
Adminigiration Overheads 5,20,000
Selting and Distribution Overhends 3,60,000
Finished Goods (1,230 units) 3,00,000
Work-in-process
Materias Rs. 60,000
Labour Rs. 40,000
Factory Overheads Rs.40,000 1,40,000
Interest paid on capital 40,000
Goodwill written off 4,00,000

In the cogting records, factory overheadsare charged at 100% of wages, administration
overheadsat 10%0f factory cost, and Selling and Distribution'overheadsat the rate o
Rs. 20 per unit sold.

Prepareastatement reconcilingthe profit as per financia recordswith the profit as per cost
records.

Solution

Trading and Profit & Loss Account of Selwel Ltd. for the Year ending 31st December, 1989

Dr. Cr.
Rs. Rs.
To Maerids 20,00,000 By Sdes 50,00,000
To Wages 10,00,000 By Closing & ock 3,00,000
Finished Goods ‘
Work-in-process
To Factory Overheads 9,00,000 Materias 60,000
To Gross Profit ¢/d 15,40,000 Labour - 40,000 .
Factory Overhead
y R e
54,40,000 , ' '54,40,000
To Administration Overheads 5,20,000 By Gross Profit b/d 15,40,000
To Sdlingand Distribution Overheads 3,60,000
To Goodwill Written off 4,00,000
T\ Interest paid on Capital - 40,000
To Net Profit - 2,20,000

1540,000 | ‘ 1 15,40,000
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Cost Sheet of Selwel Etd. for the Year ending 31st December, 1989

Outpur: 21,230 units

Ks, Rs.
Cost of Direct Materials used 20,00,000
Less : Cost of Materiasin Work-in-process | 60,000» 19,40,000
Cog of Direct Labour ussd 10,00,000
: i [ & 4 o
Less: Cost o Direct Labour in Work-in-process 0,000 960,000
PRIME COST 29,00,000
Factory Overheads@ 100% of wages 9,60,000
- FACTORY COST 38,60,000
Adminigtration Cverhieads @ 10%d Factory Cost 3,86,000
COST OF PRODUCTION (21,230 units) 42,46,000
Less: Cost d dosing stock of finished goods (1,230 units) 2,46,000
COST OF GOODSSOLD (20,000 units) 4nnonnn
4,00,000
Sdling and Distribution Overheads(26,000 x Rs. 20)
COST OF SALES 44,00,000
Profit (baancing figure) 6,00,000
SALES 50,00,000
Reconciliation Statement
(+) Rs. ( ) Rs.
Profit as per Cost Accounts 6,00,000
Overabsorption of Factory Overheads in costs (9,60,000—8,60,000) 1,00,000
Overvaluation of dosingstock of Finished Goods in
financial accounts (3,00,000—2,46,000) 54,000
hY
Undembsf)rption of AdministrationOverheadsin codts {5,20,000 - 3,86,000) 1,34,000
Qverabsorption o Sdling and Distribution
\
Overheadsin costs {4,00,000—3,60,000) 40,000
Goodwill written off in financial accounts, but not considered in cogt accounts 4,00,000
Interest aid on Capital charged in Tinancial accounts, but not
considered in cogt accounts 40,000
7.94,000 5.74.000
2.20,000

Net Profit as per Financid Accounts

Working Notes

i) Total no. Of unirs produced during the year
= No, o unitssold + No,d units remaning unsdld
=20,000 + 1230 = 21,230 units

ii) Value of Closing Swck of Finished Goods ~ *

- Cost of Productiqn
Tota No. d units produced

% No. of Units renaning unsold

42,46,000

=31230] * 1230 = Rs. 246,000




iii) Actual expenditure incurred on factoryoverkeadsin financial accounts
Tad amount - Amount spent on work-in-process
= Rs. (9,00,000 -40,000) = Rs. 8,60,000.

11.8 LET USSUMUP

Broadly speaking, there are two methods of maintainingcost accountson double entry
sysem: 1) Integral Accounting, and 2) Non-Integral Accounting. Under the second method
of cogt accounting (also known ascontrol accounts System) cost records are maintained as
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 10ss so ascertained is invariably different
from the profit or loss as per financial accounts. This necessitates the preparation d a
statement reconciling the amounts of profit or lossshown by the two sets of accounts.

The profit or lossshown by the two sets of boeoks differs on account of four mgjor factors.
They are:

i) Itemsshown only in the financial accountsand not in the cost accounts

ii) Itemsshown only in the cost accoungs and not in the financial accounts

iii) Under/Qverabsorption of Overheads

iv) Different basis o Stock valuation

The reconciliation statement can be prepared either with profit/loss as per cost accounts as
thestarting point or with profit/loss as per financial amounts as the starting point. In both
cases, theamount of profit/loss as per the other set of booksisarrived at by making
adjustmentsin respect of all items responsible for the difference. The reconciliation of two
figuresof profit can aso be done by preparing a Memorandum Reconciliation Account.

The preparation of Reconciliation Statement or Memorandum Reconciliation Account
helpsin cross-checking the arithmetical accuracy of both sets of accounting recordsand thus
méekes them more reliable.

11.9 KEY WORDS

Cost Control Accounts System : A method d maintainingaccounts where the cost
transactionsare recorded in a completely separate set of books.

Cost Ledger : The principleledger in cost accounting which contains all nominal accounts
and dl control accounts for thesubsidiary ledgers.

Costing Profit and LosS Account : An amount prepared for determining the profit/loss as
per cogting books maintained under non-integral accounting.

Finished Stock Ledger - A subsidiaryledger which containsaccounts of all items of
finished products manufactured or the jobs completed.

Integrated Accounting : A method of maintaining accounts where both the cost and
financid transactionsare recqrded in asingle set of books.

Memorandum Reconciliation Account : The formal way of reconciling the profit/loss
shown by the two sets of booksin the/form of aledger account.

Overabsorption of Overheads: Tliﬁ/ recovery of overheadsin excessof the actual
expenditure. r

Reconciliation Statement - The formal way of reconciling the profit/loss shown by the two
sets of booksin the form of a statement.

‘Stores Ledger : A subsidiary ledger which contains accountsfor itemsd stores and shows
the movement of stores.

Underabsorption of Overheads: Theshort-fall in recovery of overheads.

Work-in-progress Ledger : A subsidiaryledger which contains accounts for al jobs,
processes Or operations pending on the shop floor,

Reconciliation of C.ost and
Financial Accounts
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10.10 ANSWERSTO CHECK YOUR PROGRESS

A

1

a) Integral Accounting, b) Non-integra Accounting, ¢) principal, d) subsidiary,
C) Profit/loss as per costing records, f} Non-agreementof profit/loss as per two sets of
books

2" a) True, b) FAse c) FAse, d) Fase

11.11 TERMINAL QUESTIONS/EXERCISES

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 financia accounts.

4) It has been stated that the results worked out from the costing records and those
worked out from the financia accountsmay not necessarily agree. Why?

5) Give reasonsas to why it is necessary to reconcile cost accountsand financial accounts.
What is the accounting procedure to be adopted for their reconciliation?

6) State briefly the causesd difference between profitsshown by Financial Accountsand
the profits shown by Cost Accounts.

Exercises

1) From thefollowing figures prepare a Reconciliation Statement.

Rs

Net Profit as per financia records 1,28,755
Net profit as per costing records 1,72,400
Works Overheadsunder-recovered in costing 3,120
Administrative Overheads recovered in excessin costing 1,700
Depreciation charged in financia records 11,200
Depreciation recovered in costing 15.500
Interest received but not included in cogting 8,000

' Obsolescence Loss charged in financid records 5,700
IncomeTax provided in financia records 40,300
Bak Interest credited in financial books 750
StoresAdjustments credited in financia books 6,750

2)

t

From thefollowing particulars prepare
i) Statement of Cost of Manufacture for the year 1988.

il} Statement of Profit as per cost accounts, and

iii) 'Profit & Loss account in thefinancia booksand show how you would attribute the
differencein the profit asshown by (ii) and (iii).

Rs

Openingstock d raw materias 30,000
Opening stock d finished goods . -60,000
Purchase of rav maerias 1,80,000
Stock of raw materidsat theend 45,000
Stock of finished goods at theend 15,000

’ Wages 75,000

Calculate thefactory overheads at 25%0n prime cost and office overheads. at 75%on |
factory overheads. g




M

Actua works expenses amounted to Rs. 58,125 and actual officeexpenses amounted to Reconciliationd Cost and
Rs 45,750. The sdling price was fixed at a profit o 25%on cost. Financial Accounts
(Answer: Profit as per Statement of Cost Rs. 97,500; Profit as per Financial Amounts

Rs. 98,625)

3) Thefallowinginformation has been obtained from the recordsof Freezer Ltd., a
manufacturerof one tonne air-conditioners.:

Rs.
a) Materids per machine 1,500
Wages 900
Number of machines manufactured and sofd 30
Selling price per machine 4.'250
b) Worksoverheads to becharged @ 60%f the wages
) Officeoverheads to be charged 20%caf works cost

d) There were nostock of machinesor work-in-progressat the beginning or at the end of the period.

Prepare a statement showing the profit per machinesold. Also prepare a slatement
showing the actual profit if work expenseswere Rs. 43,000 and office expenses were
Rs. 48,000 as per the financial records; and shown how you will reconcilethe profits
shown by two statements.

(Answer: Profit as per cogt statement Rs. 57,760; Profit as per financia records
Rs. 57,000)

4) Thefollowingis the summarised version of Trading and Profit & Loss Account of
Continental EnterprisesLimited for the year ended 31st March, 1990.

Rs. Rs
To Materids 48000 By Sales 96,000
To Wages 36,000 By Closing Stock Finished Goods 20,400
To Works Expenses 24,000 By Work-in-progress
To Gross Profit ¢/d 14400 Materials 3,000
Wages 1,800
Work Expenses 1200 6.000
1,22,400 _1,22,400
To Administration Expenses 6000 By Gross Profit b/ d 14400
To Net Profit 8400
14400 14400
During the year 6,000 units were manufactured and 4,800 of them were sold.
The costing recordsshow that works overheads have been estimated at Rs. 3 per unit
R produced and administrationoverheads at Rs. 1.50 per unit produced. The costing
l, books show a profit of Rs. 11,040.

You are required to prepare a Reconciliation Statement.

(Answer: Vauation of Closing Stock of Finished Goodsin Cogt Rs. 21,240
(Overvaluation by Rs. 840). Under-recovery of Works Overheads Rs. 4,800
and Over-recovery of Administration OverheadsRs. 3,000)

5) Modern Company Limited furnishes the summary of Tradingand Profit & L0SS
Account for the year ended 31st March, 1990.

Rs, Rs.
To Raw Materias 1,39,600 By Sales( 1, 200 wits) 4,80,000

Tu Direct Wages 76,200 By Finished Stock( 200 units) 8,000 45
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To Production Overheads

To Administration Overheads

To Selling & Distribution
Overheads

To Preliminary Expenses written off
To Gooadwill written off

To Dividends

To Income Tax

To Net Profit

42,600
39,100

42,700
2,200
2,501
3,000
4,100

1,89,944

5,41,995

By Work-in-progress
Materias 28,280

Wages 11,976
ProductionOverheads 7,999

By Interest on Securities

47,095
6,000

541,995

The company manufacturesa standard unit, scrutiny of cost recordsfor thesame

period showsthat

i) Factory overheads have been alotted to the productionat 20%on prime cos.
i) Administrationoverheads have been charged at Rs. 3 per unit on units produced,
iii) Sdling and Distribution expenses have been charged at Rs. 4 per unit on unitssold.

You are required to preparea Statement d Cost to work out profit as per cost accounts
and to reconcile the same with that shown in the financia accounts.

(Answer : Profit as per cogting records: Rs. 1,88,493; 'Vauation of Closting Stock of

Finished Goodsin Cost Rs 4,058 (under-valuationby Rs. 3,942);

Overabsorptiondf production overheads Rs. 560; Underabsorption of

administrative overheadsRs 2,500 and overabsorption of selting &

distribution overheads Rs 5,300)

6) The financial profit and lossaccount of a manufacturing company for the year ended

31st March, 1990.

Rs.

To Opening Stock of Finished Goods 38,500

To Purchases of Materids 60,000

To Wages 48,000
To Works Overheads 38,000

To Gross Profit ¢/d 1,00,500

2,85,000

To Administrative Expenses 20,000

To Selling & Distribution Expenses 24,000

|

To Bad Debts 7,200

To' Provision for Bad [BkS 5,000

To Net Profit 65,300

1,21,500

By Sdes
By Clodng Stock of Finished Goods

By Sdes
By ClosingStock Finished Goods

Rs.
2,50,000
35,000

A e n

2,85,000

2,50,000
35,000

1,21,500

It is found that the Costing Profit and Loss Account has been prepared on the basis of

figuresfurnished below :
Opening Stock of Finished Good
Closing Stock of Finished Goods

S

Works Overheads recovered in costs

Admiristrative Overheads recovered in Costs

Selling & Distribution Overheads recovered in Costs - -

Rs. 45,000
Rs. 31,500
Rs. 36, 000
Rs. 22,000
Rs. 20,000




| e

You are reguired to prepare a Memorandum Recoaciliation Account and determine the Recondiliation of Cost and
profit & per cost accounts. Financial Accounts

(Answer : Profit as per cost accounts : Rs. 50,500;
Overvaluation of Opening Stock in cost Rs. 6,500;
Undervaluation of Closing Stock in cost Rs. 3500;
Under-resovery of Works overheads in cost Rs. 2,000

Note: Thesequestionswill help you to understandthe unis better. Ty towite ansvers
for them. But do not submit your answers to the University. These arefor your
practiceonly.
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UNIT 12 JOB AND CONTRACT COSTING
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12.0 OBJECTIVES

After studying this unit. you should ke able to:
@ definejob costing and describe its specia features

® explain the procedure adopted for costing purposesin case of job costing

@ evaluate job costing as a method of cost ascertainment

® prepare a job cost sheet

@ define contract costing and describe itsspecial features

# prepare contract account and ascertain the notional profit on uncompleted contracts
@ explain how profit taken to profit and loss account is determined

® explain how work in progressis shown in balance sheet.

121 INTRODUCTION

If a firm is engaged in producing romogeneous product, it uses unit costing method about
which you studied in Unit 2, But, wherea 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 isknown as 'job costing' which treats each jobasa
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 huge’sums 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 o the accounting year. Hence, ascertainment of profit or loss has many complexities.

In this unit, you will learn about both the methodsin detail and study how cost and profit
of small’jobs and big projects (contracts) are ascertained. T o be more specific, you will
learn about the preparation d Job Cost Sheet and Contract Account.

12.2 JOB COSTING

Job Costing refers to the method of ascertaining costswhere product is manufactured or
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sarvice is provided against specific order, as distinct from continuous production for stock
and sde. 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 nanufacturer or an
automobile repair shop. Each order of machine or each repair job involvesdtfferent amount
o 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.

12.2.1 Definition and Characteristics

The ICMA Terminology providesan excellent description o job costing which definesit as
"that form of specific order costing which applies where work is undertaken to customers
specid requirementsand each order isof comparatively short duration. The work is usuaily
carried out within a factory or work shop and moves through processesand operations as a
continuoudly identifiable unit™.

Thus, the special features relating to production and cost ascertainment in industries where
job costing can be applied are:

i) . Eachjob is unique, specificand dissimilar.

ii) Each job is undertaken to customer's special requirementsand not for stock.

iii} Each job iscomparatively of ashort duration.

iv) [Each jobiscapable of identificationat all stagesof production.

v) Eachjob order isseparately identified by ajob order number.

vi) Thereis no uniformity in the flow of production from department to department.

vii) Direct costs of labour, materialsand expensesare booked directly against thejob order.
viiiy 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 becomesa separatejob.

Furniture Manufacturer : Each order for furniture is treated as an individual job. For
example, severa units of onestyle d 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 variousjobs, labour time
spent on different jobs and the appropriate allocation of overheads as work an each job
pases through production cost centres. A concern using job costing usually adopts the
following procedure for costing purposes.

1) Estimating thejob costs: Estimating isin essential requirement of ajob costing
procedure. It is useful for submission of tendersand price quotations. The Costing
Department has to prepare an estimate of the total cost for each job beforeit is
undertaken. This forms the basis for quoting the price to the customer.

2) Allocatingjob order number : As soon asan order is received and accepted, it must
be assigned a separate job order number. Thisfacilitatesreferencefor production as
wedl asfor costing purposes.

Job and Contract Costing
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12.0 OBJECTIVES

After studying this unit, you should be able to:
@ definejob costing and describe its special features
@ explain the procedure adopted for costing purposssin case of job costing
@ evaluatejob costing as a method of cost ascertainment
prepare ajob cogt sheat

define contract costing and describe itsspecia features
@ prepare contract account and ascertain the notional profit on uncompleted contracts
e explain how profit taken to profit and loss account is determined

® explain how work in progressis shown in balanceshest.

“12.1- INTRODUCTION

If afirm is engaged in producing homogeneous product, it uses unit costing method about
which you studied in Unit 2. But, wherea firm isengaged in undertaking small jobs
involving different amount of material, labour and overhead costs such as automobile repair
shop, interior decorators, furniture makers, ec., unit costing method cannot be applied. The
method of costing used by them is known as'job cogting' which treats each job asa
separate unit of cost. Under this method, costs are accutnulated and analysed job-wise.
When, however, afirm undertakes big jobs like constructing a building, road, bridge, etc.,
which involvehuge sums and long duration, it stops contract costing method of ascertaining
cost and profit. The specid feature o such jobsisthat they may remain incompleteby the
end of the accounting year. Hence, ascertainment of profit or loss has many complexities.

In this unit, you will leain about both the methods in detail and study how cost and profit
o small'jobs and hig projects (contracts) are ascertained. To be more specific, you will
learn about the preparation of Job Cost Sheet and Contract Account.

122 JOB COSTING

Job Costing refers to the method of ascertaining costs where product is manufactured or
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sarvice is provided against specific order, as distinct from continuous production for stock Job and Contract Costing
and sdle. 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 neads special treatment. Take the example of a machine tool manufacturer or an

automobile repair shop. Each order of machine or each repair job involves different amount

d 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 costsand

revenues can be made.

12.2.1 Definition and Characteristies

The ICMA Terminology providesan excellent description of job costing which definesit as
"that form o specific order costing which applies where work is undertaken to customers
specid requirements and each order isof comparatively short duration. The work is usuaily
carried out within a factory or work shop and moves through processesand operations as a
continuoudy identifiable unit™.

Thus, the special features relating to production and cost ascertainment in industries where
job costing can be applied are:

i)  Eachjobis unique, specificand dissimilar.

iy Each job is undertaken to customer's special requirementsand not for stock.

iii) Eachjob is comparatively o ashort duration.

iv) Eachjob iscapable of identification at al stagesof production.

v) Eachjob order isseparately identified by ajob order number.

vi) Thereis no uniformity in the flow of production from department to department.

vii) Direct costsof labour, materialsand expenses are booked directly against thejob order.
viii) Overheads are charged on the basisof 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, isa separate job,

Garage : Each car to be repaired or tuned up becomes a separate job.

Furniture Manufacturer - Each order for furniture istreated as an individual job. For
example, several units of one style of chairs will be produced in one batch.

Service Organisation stations: A firmof Chartered Accountantsis an exampled a
sarvice Organisation. Each work-order assigned by the client is treated as a separate job and
feescharged 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 involvesconsiderable amount of recordingand analysis. It requires reliable
production control records which must show materia issued to various jobs, labour time
spent on different jobs and the appropriate aliocation of overheads as work on each job
pases through production cost centres. A concern using job costing usualy adopts the
following procedure for costing purposes.

1) Estimating thejob costs: Estimating isan essential requirement of a job costing
procedure. 1t is useful for submission of tendersand price quotations. The Costing
Departmeut has to prepare an estimated the total cost for each job beforeit is
undertaken. This forms the basisfor 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




Methodsd Costing 3) Preparingproduction order : If thejobisaccepted, aproduction order ismadeout by the
Planning Department in the form asshown in Figure 12.1. A production order refersto
the work order or job order that congtitutesa written authority to factory foremen to
proceed with ajob. It stipulatesall essential detailsdf the order to be executed. In fact,
it serves asthe authority for accounting costs assigned to a job.

Figure 12.1 : Form of Production Order

Production Order

Name d CUSIOMES 1.« cv e Job No. ..o
Date of Commencement .........cooeeveeviivininiininn s (DL 1
Date of COMPIEON......cvvvieiiiieieiiieeaeenaaens Bill of Materid Na. ..........
Special instructions ..., Drawing attached Yes/No,
Quantity Description Machines to be usd Tools required

4) Collectingand recording costs : The costsare collected and recorded for each job
separately. A job cost sheet asshown in Figure 12.2 is used for recording and
summarising the cost of materials, labour and overheadsapplicable to each job. A job
cost sheet is often referred to asthe basic document of job costing. It is used to credit
the Work-in-progress Control Account when ajob is completed and also to ascertain
the profit or loss on each job.

NG 351 k Figure 12.2 : Form of Job Cost Sheet

e , . Job Cost Sheet

CUSIOMES ...t JobNo. ..ovvviii
Date o Commencement........ocvvvuenerninines Dateof completion ..............
Material Cost Labour Cost Factory Overhead
(Absorbed)
Date | Material | Amount (| Date | Hours| Rate | Amt. Dept. Hours| Rate [ Amt.
Reg. No. Rs. Rs. Rs. Rs Rs
Totd Totd Totd
Profit/ Loss Cogt Summary
Rs. | Rs.
PriceQuoted: ............ Material |
LesszCot v, Labour |
‘ — " Factory Ovcrhcad
) k ’ AdministrationOvarhead
Profitor Loss oo . . Sdling Overhead
50 | . : R Toral Cost .




The sources for collection of job costsare: Job and Contract Costing

a) Materials : Material Requisition Slip, Materials Abstract or MaterialsIssue Analysis
Shest.

b) Wages: Job Card or Labour Abstract (Wages Anaysis Sheet)
c) Direct Expenses: Vouchers pertaining to direct expenses

d) Overheads: Charged on the basisof pre-determined rates based on the rnethod of
absorption used.

5 Comparing aciual costs with estimated costs - On completion of a job, a completion
report is sent by the Production Shop to the Costing Department. The Costing
Department, then, prepares the job cost sheet and ascertains the actual cost and profit
on the job. Thereafter, a comparison is made with estimates to find out any variance
and suggest future course d action.

12.2.4 ¥Evaluation

The main purpose of job costing is to determine the profit or loss on each job. Thisserves as
acheck on the accuracy of the estimateson the basis of which the pricesare quoted.
Comparison of actual costs with the estimated costs, or with the cost of similar jobs
completed in the past, helps to bring to light any inefficienciesthat might have occurred in
the course of production. Thus, job costing separates profitablejobs from unprofitable ones,
providesa check on past estimates, and serves as a basisfor estimating costsfor similar

worlk in future. This method is also used when contracts are accepted on a'cogt plus basis
i.e., actual costs plus an agreed percentaged profit.

“The main drawback of job costing relates to the expenditure involved in the paper work in
¢stimating costs, and designingand scheduling of production. It should, therefore, be used
when absolutely necessary.

Check Your Progress A
Ligt four featuresof job costing.

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

Name four industries in which job costing is considered a suitable rnethod d
ascertaining costs.

3 Fll in the blanks.

i) Jobcostingisapplied where.............ocoivve, can be measured in terms of
completed jobs.

ii) Under job costing, each jobisassigneda ...............cooccoiii number.

iii) Eachjoborderiscapableof .............cccociiiiniin i at al stages.

iv) Ajoborderisthe ..........ccooo i af costing under job costing.

V) A jobcostsheet ISUSBA O . ....oociviiiinic job costs.

4  State whether the following statementsare True or False.
i) Job Costing routine involveslittle clerical work.
i) A production order congtitutes 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) Each jobis comparatively of ashort duration. - 51
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12.25 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 lossmade
on each job. On going through itsformat asgiven 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 estimates
and the ascertainment of priceto be quoted. You learnt about this aspect also under unit
costing (refer to Unit 10, Section 10.5) wherein you were required to prepare astatement of
quotation based on cost estimates where overheads were included on the basis of recovery
rates. More or less, the same practice isfollowed under job costing as shown by various
illustrations worked out as fOﬂOWS.

[lustration 1

The estimated material cost of job D-2 is Rs 5,000and 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 ratesfor Machine No. 8 and-Machine

No. 11 are Rs. 10 and Rs. 15 respectively. Lagt year, the direct wages amounted to

Rs. 80,000 and factory overheads (excluding those related to Machine No. 8 and 1 1) amounted
to Rs. 48,000. Similarly, the factory cost of al jobs last year amounted to Rs. 2,50,000 and
officeexpenses Rs. 37,500. Prepare a statement of quotation which provides for 20% profit

on sdling price.

Solution
Statement of Quotation for job Number D2
Direct Materials 5,000
Direct Wages 1,000
PRIME COST 6,000
Machines Expenses
Machine 8:20x 10=Rs. 200
Machinell: 6x15=F. 90 290
Other Factory Overheads
(60%0f wages) 600
FACTORY COST 6, 890
OfficeOverheads
(15%o0f factory cost) 1,034
TOTAL COST 7,924
PROFIT (20%on sdlling price) 1,981
SELLING PRI CE 9,905

Working Notes
1) Factory overheadsrate hasbeer: worked out as60% of wagesas under :

Factory Overheads
= e % 100
Direct Wages

= 48000 , 109
" 80,000
= 60%
2) Office overhead rate has been worked out as 15%of-factory cost as under:
OfficeOverheads

% 100
Factory Cost

237500 100
2,50,000
15%




[llustration 2 Job and Contract Costing
A shop floor supervisor of asmal factory presented the following cost data for job No. 42.
Per Unit
Rs.
Materids 70
Direct Wages (18 hours @ Rs. 2.50) 45
(Deptt. X-8 hrs., Deptt. Y-6, hrs, Deptt. 2-4 hrs)
Chargesble Expenses (specid dores items) 5
PRIME COST 120
Add : 33.%% o primecost for expenses 40
TOTAL COST 160
Andyssd the Profitand Loss Account of 1989 shows the following:
Dr. Cr
Rs. Rs.
Materials usd 1,50,000 Sdes 2,50,000
Direct Wages:
Deptt. X 10,000
Deptt. Y 12,000
.Z 8,000
Deptt. Z 30,000
Specid StoresItems 4,000
Overheads:
Degtt. X 5,000
Deptt. Y 9,000
Deptt. Z 2,000
- |t6,000
Gross Profitc/d 50,000
2,50,000 2,50,000
Sdling expenses 20,000 Grosq Profit b/d 50,000
Net profit 30,000
50,000 50,000

It is also noted that the hourly wage ratefor thethree departments X, Y and Z issame.

You arerequired to :

1) Draw up ajobcost sheet.
2) Calculaterevised cost using 1989 figuresasthe base.
3) Add 2906 totel cost to deter minethe selling price

Solution
Job Cost Sheet

Job No. 42 Date of Commencement .............

Description........vvveees. ettt e e Date of Completion .......ooevvine,
Particulars ! Rats Quantity Amount

Rs
Materids 70.00
Direct Weges:
Deptt. X Re 2.50 8hrs. - 20.00
Deptt. Y Rs. 250 6 hrs. 15,00
Deptt. Z Rs, 2,50 4 hrs. 10.00
Chargesble Expenses 5.00
PRIME COST 120.00 53
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Overheads:
Deptt. X
Deptt. Y
Deptt. Z

Add : Profit (20%df total cost)

Rs 1.250
Rs. 1.875
Rs. 0.625

8 s,
6 hrs.
4 hrs,

TOTAL COST

SELLING PRICE

10.00
250

143.75
28.75

Working Notes

1) The number of working hours has been ascertained by dividing the direct wages in each department by the

labour hour rate.
Overhead
Overhead Rate = —_—
No.d hours
X Rs, 5,000
Deptt. 2000 s = Rs 1.250 per hour
Rs. 9,000
Deptt. Y - = Rs, 1.875 per hour
4,800 hrs.
Deptt.z = 22000 _ ke 0625 per hour.
3.200 hs.
Illustration 3

A factory usss job cogting. The following data is obtained from its books for the year ended

31st December, 1989:

Rs
Direct Materias 50,000
Direct Wages 75,000
Profit 60,900

Sdlingand Didribution Overheads
Administration Overheads
Factory Ovsrheads

Rs.
52,500
42,000
45,000

a) PrepareaJob Cost Sheet indicati ng the Prime Cost, Works Cost, Cost of Production,

Cost d Sdesand Salgs Vaue.

b) In 1990, thefactory received an order for a number of jobs. It was estimated that direct
materia srequired would befor Rs. 1,20,000.and direct labour would cost Rs 75,000
What should be the price for thesgj obs if factory intends to earn the samerate of profit
on salesasin 1989, assuming that she selling and distribution overheads had gone up by
15%? The factory recoversfactory overheadsas a percentageof di ect wagesand
administration and selling and distribution overheadsas a percentaged workscost.

Solution [
Job Cost Sheet for the Y ear ended 31-12-1989

Rs.
Direct Materials 90,000
Direct Wages 75,000
PRIME COST 1,65,060
Factory Overheads 45,000
WORKS COST 2,10,000
Adminigtration Overheads ‘ ’ 42,000
COST OF PRODUCTION 2,52,000
Sellingand Distribution Overheads 52,500
COST OF SALES 3,04,500
Profit 60,900

SALES VALUE ’ 3,65,400

1000 -

17250



Overhead Recovery Rates

1) Percentage of Factory Overheads to Direct Wages = 45,000 x 190
75,000
= 60%
2) percentageof Admin. Overheads to Works Cogt = 42,000 x 100
2,10,000
= 20%
3)iPercentage oOf Sdlling & Distribution Overheads to Works Cogt = 52,500 x 100
2,10,000
= 25%
4) Percentage of Profit to Sdles = 60,900
3,65,400
= 16.67%
Estimate Job Cost Sheet for 1990
- Rs
Direct Materials 1,20,000
Direct Wages 75,000
PRIME COST 1,95,000
Add : Factory Overheads (60%of direct wages) 45,000
WORKS COST 2,40,000
Add : Adminigtration Overheads(20%adf workscost) 48,000
COST OF PRODUCTION 2,88,000
Add: Sdling & Distribution Overheads (25%df workscost +
15%thereof) 69,000
COST OF SALES 3,57,000
Add : Profit (16.67% of sales or 20%0f cogt of sales) 71,400
SALES

4,28,400

lllustration 4

The following information for the year ended December 31, 1989 is obtained from the

booksand records of ajob order factory :

Completed jobs ~ Work-in-progress

Rs.
Raw Materials supplied from stores 90,000
Wages 1,00,000
Chargceblc Expenscs 10,000
Materiuls transferred to work-in-progress 2,000
Materidsreturned to stores 1,000

Rs
30,000
40,000

4,000
2,000

Factory Overheads are 80%0f wages and office overheads are 25%adf 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 lossincurred, and aso
(i) Consolidated Work-in-progressAccount.

Job and Contract Costing
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‘Solution
Consolidated Completed Jobs Account for the Year ending 31-1.2-1.989
Dr. Cr.
Rs. : Rs.
To Materids 90,000 By Sales 4,10,000
Less: Transfer to W.L.P. 2,000
Returned to stores 1,000 3,000 87,000
To Weges 1,00,000
To Chargeable Expensss 10,000
PRIME COST 1,97,000
To Factory overheads(80%df wages) 80.00q
FACTORY COST 2,77,000
To Office Overheads (25%xf factory cost) 69,250
COST OF PRODUCTION 3,46,250
To Ne Profit 63,750
4,10,000 4,10,000
Consolidated Work-in-progressAccount for theYearending 31-12.1989
Dr. Cr.
Rs Rs
To Materials 30,000 By Bdance ¢/d 1,35,000
Add : Transfer to W.L.P. 2,000
32,000
. To Wages 40,000
To Chargesble Expenses 4,000
PRIME COST~- 76,000
To Factory overheads (80%d wages) 32,000
FACTORY COST 1,08,000
To Office Overheads(25% of factory cogt) 27,000
COST OF PRODUCTION 1,35,000 1,35,000
ToBaanceb/d . 135,000

12.3 CONTRACT COSTING

Contract cogting is aspecid form o job costing used for ascertaining cost and profit on
contracts undertaken for hig jobs like constructing a building, a road, a bridge or aship.
Such jobs mainly comprise dctivities outside the contrakctor’s premisesand involve huge
amount. They takelong time to completeso much so that the work mey 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-theend of an accounting year. Hence, a specid method of
accounting known as 'contract cogting' or 'termina costing' has been developed for
ascertainingcost and profiton such jobs.

12.3.1 Definition and Characterigtics
Contract costing has been defined as “that form of gpecific order costing which applies,
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where Work is undertaken to 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 tojob costing, athough it has
certain distinctive features”.

The distinguishing features of contract are as follows:

Features regarding Production

i)
i)

iii)

iv) ;

The work is undertaken to customer's specific requirements.

The work will be of a relatively long duration and involves large amount.
The work is usually site based.

The work is frequently of a constructional nature.

v) /Plant and equipment may be purchased 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

vi)

Thecost unit in contract costing isa contract,

A'separate account is prepared for each contract to ascertain the profit or loss on each
contract.

Most of the items of cost can be classified as direct since they can be easily identified
with a specific contract.

Indirect costs are normally restricted to Head Office expenses and storage costs. These
arealocated to various contracts on which work is carried out during the year.

The contract price is often fixed in advance and payment is received at various stages
o completion based on architect's certificate.

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

Thereis agreat deal of similarity between job and contract costing because a contract-is
nothing but a job, though large in size. In both cases, the unit of cost collection, cost
determination and cost control is thejob itself. Contract costing, moré or less, follows the
same principles as job costing. However, there are certain points of difference between the
two. These can be summarised as follows:

1y

2)

3)

4)

3)

Jobs are generaly performed within the factory premiseswhile contracts are usually
|ocation-bound, making site-operation an important €lement in contract costing.

Many expenses which are treated as indirect costsin 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.

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 asmall part of the tota cost and so over or under absorption of overhead
codtsis negligible.

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 ascertained even on contracts that are
incomplete at the end of the accounting year.

Job Costing is applicable to repair shops, printing presses. machine tools manufacturing
unitsand foundries. But contract costing is used by ship-builders, civil engineering
contractors, constructional and mechanica engineering firms, etc.

Check Your-Progress B

What is meant by contragt costing?

Job and Contract (‘omin;}.
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..................................................................................................................

3 State whether the followi ng statementsare Trueor False?

i) Contract costing follows the same principles as jobs costing.
ii) Contract costing applies to small job whereas job costing is used for hig jobs.

iii) The price for which the contractor agrees to carry out the work is called contract
price or the tender price.

iv) Many contractsrequireseveral yearsfor completion.
V) Genera overheadsform asubstantia proportion of the total cost of a contract.
vi) The costs of sub-contracting are charged as direct expenses of the contract.

12.3.3 TheProcedure

Thereare two partiesto a contract : i) The contractor, and ii) the contractee. Contractor is a
person (or an organisation) who undertakesto do thejob. Contracteeisthe person (or an
organisation/a government agency) who assighs the job to the contractor. The contractor
usualy engagesan architect who prepares the plans, structural designs, detailed drawings
and the tender documents, and also undertakesto supervise the complete contract. The
contractor submits the tender to the contractee and, when it isapproved, an agreement is
signed by both the partiesincluding the contract price and the terms of payment. It may
also providefor an 'escalation clause' to compensate the contractor for an unwarranted
increase in prices and for other contingencies.

Since, the contract involves alargeamount and a long period, payment is made at various
stages of completion basad on the architect's certificate. The contractee usualy retainsa
certain percentage of the amount recommended for payment by thearchitect. Thisiscalled
‘retention money'. It isin the form of security againg defectivework and penalties
chargeablefor delay in completion of the work. It is retained for a short period (called
warranty period) even after the completion of the contract. Thus, it is released to the
contractor only after the warranty period isover.

12.3.4 Treatment of Important [tems

Thecontractor usually maintainsa Contract Ledger in which a separate account isopened
for each contract. It isa common practice to alot a distinguishing number to each contract,
and dl costsand revenues relating to a particular contract must be shown against the
appropriate contract number.

Let ustakesomeimportant itemsof contract costing and study their treatment in detail.

Materials
i) Direct materials: Mogt df the materiaslike bricks, cement, steel, etc. are delivered
direct to the site. Their costs will be debited to the contract account.

ii) Storesmaterials : Some materialsare received through material requisitions from the
store. The cost of the same should aso be debited to the respective contract account.

ili) Materialson site : At theend of an accouning year, the cost of materialson siteis
carried forward to the next year.

iv) Materialsreturned tothe stores: The materias found surplus on site are returned to
the stores. Their cost should either be deducted from materialsissued (shown on the
debit side) or credited to the contract account,

v) Materialsstolen or destroyed : The cost of materialsstolen or destroyed istreated as
an abnormal loss. Hence the same should be transferred to the Profit and L0SS Account

and credited to the contract account.
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All 1abour employed at the contract site should be regarded as direct labour and
charged direct to the contract account.

L

i) Asfar as possible a separate wage sheet should be prepared for each contract.

iy Wagesaccrued or outstanding at the end of the year should appear on the debit side of
the contract account.

iv) Wages d labour employed at Head Officeand Central Stores are considered as
vverhead cost. Hence, these should be allocated to dl contractson 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 includei) cost of special toals, jigs €c., ii) cost of
desgns and iii) cost of hiring plant and machinery for the contact.

Overheads
) 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 maintenanceof machinery, etc. These are arrectly alocated to the contract
concerned.

i) Apportionment : It isonly the Head Office expenses which will requirean
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 wagesor total expensesincurred on the respective contracts.
The amount thusallocated to a contract must be debited to contract account.

Plant and Machinery
This includes cranes, trucks, excavators, bulldozers, mixers and lorries, etc. The plant and
equipment may be taken on lease or purchased specifically for a contract. When it is taken
 lease or hire, the leasing chargesor 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:

) 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
between the cost and the depreciated val ue representsthe depreciation charge.
Similarly, at theend of the accounting period, an uncompleted contract is credited with
the depreciated value which islater debited to the contract account at the beginning of
the next year.

i) Alternatively, depreciation may be caculated 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 costssuch as maintenance, insurance, fuel, ail, etc. should also be
debited to the contract account.

Sub-contracting

Sometimes, a sub-contractor iS engaged for a special work connected with the main
contract. For instance, in constructing a house, the jobs tike painting, plumbing. special
flooring, carpentry, etc. may be given lo different sub-contractors. The cost of such jobs
mug be charged to the main cpntract.

Value of Work Certified

As stated earlier, part payment is made to the contractor at each stage of completion based
o architect's certificate. These stages usudly are: plinth level, walls, roofing, plastering,
flooring, etc, On complelion of each stage, the contractor submits his hills to the architect
for certification, who, after verificationof the quantitiesand rates, certifiesthe value of
work done. It iscalled '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, iStermed as 'progress

payments. The amount of progress payment due at each stage is calculated as follows: 59
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vdueof Work Certified
Less: RetentionMoney .

Totd PaymentDue .
Less : Paymentsmadetodae .

ProgressPaymentDue

The total amount of progress payment made up to the end of the accounting year is termed
as 'cash recaved’; This stands debited to the contracteg's personal account. It isnot shown
anywherein the contract account.

Cog of Waork Uncertified

It isquite possiblethat at the end of an accounting year, certain amount of work remains
uncertified. For example, the accounting year of a contract ends on 31st 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 sx weeks
shall be ascertained and shown as ‘cogt 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 isndt included in the
original contract. 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. Thisamount iscalled 'extras. Thesechargesare 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 acontract isstarted and finished during the same accounting year, its profit or
losscan beeasily cal culatedand transferred to Profit and Loss Account. But, in cased contracts
which extend to more than one accounting year, the question arises whether any profit or loss
should beaccounted for during theaccountingyear or yearswhen they aredtill in progressand,
if s0, how? It isagreed that if profif iscomputed only on the completion of thecontract, there
will be heavy fluctuationin theamount of profit from year to year. Thiswill result sot only in
distorted profit pattern but al so higher tax liability during the year of compl etion of the contract
becausethetax will haveto be paid at higher rates. At thesametime, if profitiscomputed onthe
uncompleted contracts and taken to.Profit and Loss Account, there is a possibility of other
unforeseen contingencies. Hence, it isan accepted principlethat profit on uncompleted
contractsmug be taken into account in respect of thework certified only after
providing adequate reservefor futurecontingencies. Thisis usually based on the formula

2/3 % Notiona Profit x '

or Iféd
However, after ascertaining the profit in respect of the work certified (called notiond .
profit), the amount to be taken to Profit and Lass Account is determined on the basisd the
following rules :

1) Incasethe work on the contract has not reasonably advanced, say, the vaue of work
certified is less than one-fourth of the contract price, the wholeamount of the notiona

profit should be kept in reserve. In other words, in such a situation, no profi should be
taken to Profit and Loss Account.

2) In casethe work on the contract ha,.reasonably advanced, say, up to one-fourthdf the
contract, then :

&

a) If the value of work certifiedis one-fourth or more but less than hdf of the contract
price, theamount of profit to be taken to Profit and Loss Account is d? ermined as
follows: /

Cash Received

1/3 x Notiona Profit x m



b) If the value of work certified is half or more than half of the contract price, the Joband Contract Cosir

amount of profit to be taken to Profit and Loss Account isdetermined as follows :

Cash Received

2/3 x Notional Profit m

Look at lllustration 1 and see how profit taken to Profit and Loss Account has been worked
out.

[llustration 5

Thetotal contract price in respect of a contract was Rs. 5,00,000. On 31 March, 1991, the
value of work certified was Rs. 3,00,000, and the cost of work certified (total cost incurred
to date minuscost of work uncertified) wasRs. 2,55,000. Thecash received wasRs. 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
Valuedof Work Certified 3,00,000
Less: Cost of Work Certified 2,55,000
Notiond Profit 45,000

Profit taken to Profit and Loss Account

Cash Received
Work Certified

2,40,000
3,00,000

= 2/3 % Notional Profit x

=2/3 % 45,000 x
= Rs 24,000

3) Incase the work om the contract isnearing completion, the basis of taking profit to
Profit and Loss Account is the total estimated profit on complete contract, and not the
notional profit. Henke, you 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 costsincurred to date so as
to arrive at the total cost, on the contract, By deducting thisamount from the contract
price, you will arrive at the total estimated profit. Thus

s Total Estimated Profit = Contract Price - (Expenditure
incurred to date + Additional Expenditure)

Having arrived at 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
Contract Price Work Certified

Totd estimated profit x

tlternatively

Total Estimated Profit x -WOrk Certified

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. .

[llustration6

The contract grice in respect of a project was Rs. 5,00,000. On 31st March, 1991, 90% of
thework had been completed and certified by the architects. The costsincurred up to 31st
March, 1991 on this project amounted to Rs. 4,00,000. It was estimated that another

Rs. 20,000 would have to Be spent further to complete the project. The contractee paid 80%

 of the value of work certified: ‘ | 61% 1
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Complete the profit to be taken to Profit and Loss Account for the year ending 31st March,
1991.

Solution
Rs.
Contract Price 5,00,000
Less: Total Estimated cost :
Cnats to date 4,00,000
Costs to be incurred 20,000 4,20,000
Total Estimated Profit 80,000

Profit to be taken to Profit & Loss Account

. . Work Cetified , Cash Received
= Total estimated profit * == = Rice  Work Certified

4,50,000 . 3,60,000
5,00,000  4,50,000

= Rs. 57,600

= 80,000 *

Working Nowe
Cash received being 80%d the work certifiedis
80

= 1—00' X 4,50,000

= Rs, 3,60,000

Let us now takea few illustrations and study how notional profit on uncompleted contracts
is computed when detailed cost data is given and aso how profit taken to Profit and Loss
Account is to be determined.

[llustration 7-

01 3rd January, 1990 Beas construction Ltd. started work on the construction of an office
black at a contracted price of Rs. 7,50,000. The construction company's financia year
er-ded on 314 Octaober, 1990 and on that date the accounts pertaining to the contracl
contained the following balances :

Rs.

Maierials issued to Ste 1,61,000
Mategrials returned from site 14,000
Waggs pad 68,000
Own Plant in yse on Site(at cost) 96,000
Hire of Plant and Scaffolding 72,000
Supervlsory Staff Direct 11,000
Indirect 12,000

Head office Chargesallocated to the contract 63,000
Vaueof Work Certified to 31.10.1990 4,00,000
Cost of Work Completed but not yet Certified 40,000

Cash Received on Work Certified 3,30,000

Depreciation on own plant islo be provided at the rateof 121% per annum on cost; Rs. 2,000isowning for wages:
Estimated value of materialson 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.



Solution
Beas Construction Ltd.
Contract Account for the Year ending 31-10-1990
Dr Cr.
Rs. Rs.
To Materials issued 1,61,000 By Materials returned 144500
To Wages paid 68,000 By Plant on hand ( Depreciated value) 86,000
To Plant & cost 96,000 By Materiads o site 24,000
To Plant Hire 72,000 By Cost of Work-in-progress ¢/d 3.61,000
To Supervision: Direct 11,000
Indirect 12,000
To Head Office Charges 63,000
To Weges ____2'000 -
_4,85,000 4,85,000
To Cost of Work-in-progressb/d 361,000 By Vaueof Work Certified 1 400000
To Notiond Profit
P& LA/ 43,450
Resarve 35580 1 59,000 By Cost of Work Uncertified c/d 40,000
4,40,000 Sl 440,000
Working Notes
Iy Depreciated Value & Plant on dund
Rs.
Plant at cost 96,000
Less : Dep. at 12 for 10 months 10,000
Depreciated value 86,000
2) Profitio be credited 10 Profit & Loss Account
<4 x Notional Profit » M
3 Work Certified
2 330,000
= 79,000 x = x ————_= RS 43,450
79,000 3 4,00,000
[llustration 8§
A firm of building contractors started its businesson 1-4-1990. Following was the
expenditureon the contract for Rs. 3,00,000.
Rs
Materidsissued to contract 51.000
Plant issued for contract 15,000
Wegesincurred 81,000
Other Expensesincurred 5.000

Cash received on account up to 31-3-1991 amounted to Rs 1,28.000 being 80%of the
wak certified. Of the plant and materialscharged to the contract, plant which cost Rs. 3,000
ad mderiaswhich 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
costing 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
received, Prepare the necessary Contract Account from the above particulars.

Johand Contract Costing
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» Contract Account for the Year ending 31-3-1991
Br. Cr.
- Rs,
To Materials issued v 51,000 By Profit & LossAx¢
To Wages 81,000 Plant Lost 3,000
To Plant issued . 15,000 Materiyls Lost ﬂ
To Other Expenses 5,000
| By Plant returned to store (2,000 - 300) 1,700
s By Materialson hand 2,300
By Plant on site (10,000 - 1,500) 8,500
| By Cost of Work-in-progress c/d 1,34,000
1,52,000 1,52,000
To Cost of Work-in-progress-b/d 1,34,000 v By Valueof Workk\'Certiﬁed 1,60,000
To Notional Profit By Cost of Work Uncertified -
P& LA/ y 14400 1,000
Reserve 12,600 27,000
1,61,000 1,61,000

Working rNotes
1) Value of Work Certified : i Cash received is Rs. 1,28,000 representing 80%of the work certified, hence the

00

1
value of the work certified would be( 1,28,000 x 2 ) = Rs. 1,60,000

2) -Profit to be taken to Profir and Loss Account : It has been worked out as follows :

Cash Received

2 . .
= = x National Profit x Work Certified

1,28,000
* 27,000 X 126,000

2
3
= Rs. 14,400,

Hlustration 'O
. The following isa summary of entriesin a contract ledger ason 31st December, 1989 in
I respect of Contract No. 27.

. Rs

Direct Materias 30,000
Materials from stores ‘ 6,500
Wages , 17,210
Direct Expenses 6,7 l 0
Establishment Charges 8,000
Plant i 34,200 |
Saleof Scrap 1,820
Sub-contract Cost 7,210

The foflowing further information is made available to you :

a) Accrued as-on 31st December, 1989 were:
WagesRs: 800 and Direct ExpensesRs. 1,120

b} Depreciation of‘ plant up to 31st December, 1989 was Rs. 8,550

¢).-Included in the above summary of entries were : Wages Rs. 1,000, Other Expenses
Rs.-1,500 and Materials Rs, 2,080. These expenses were incurred after certification.

d) Materialson.site on 31st December, 1989 cast Rs. 10,000

€) Rs. 62,500 worth-of-work had been certified up to 31st December, 1989 when three
64 o ‘ eighth of thecontract remained uncompleted.




f) The total contract price was Rs. 1,00,000.

You are required to show what profit or loss would be taken into the accounts for the year
ended 31st December, 1989 in respect of this contract.

Solution
,ContractAccount for 1989
Dr. Cr.
Rs. Rs.
To Materials By Saleof Scrap 1.820
Direct 30,000 By Materialson hand 10.000
From stores 6,500
| 36,500 By Plant on hand
To Weges 17,210 (34,200-8,550) 25,650
Add : Outstanding 800 | 18,010 By Cost of Work Uxcertified 4,580
To Establishment Charges 8,000 By Vaueof Work Certified 62,500
By Loss
ToPlantat Cost 34,200 (transferred to P & L A/c) 7,200
To Direct Expenses 6,710
Add : Outstanding 1,120 | 7830
To Sub-contracting cost 7,210
1,11,750 __ 111,750
Notes

1) Cogt 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.

2) Thecost 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. Thisisan aternative method of preparing Contract
Account.

3) Thecontract hasshown loss. As per rules, the whole amount of loss has to be transferred to Profit nnd Loss
Account.

12.3.6 Contractegs Account

Contractee's Account is a persona account of the contractee. Thisaccount iscredited asand
when the cash is received from the contractee. No amount is debited to this account till the
contractiscompleted, Thus, it will continuetoshow acredit balanceso long asthe work on the
contract isin progress. Since the amount is received from the contractee against the value of
work certified, thebalance in hisaccount is not treated asaliability and, therefore, it should not
beshown on theliabilities side of the Balance Sheet. Thecommon practice isto deduct it from
the work-in-progress shown on the assetsside of the Balance Sheet.

12377 Work-in-Progress o .

In Contract Account you must have noted that all costs incurred on the uncompleted
contract are shown as the cost of work-in-progress, The cost of work-in-progress consists of
thecast of work certified as well asthe 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 work
certified, b) the cost of work uncertified, and c) the profit taken to Profit and Loss Account.

You have also learnt that the credit balance in the Contractee's Account (being cash
received) is deducted from the work-in-progressshown in the Balance Sheet. Thus, the
work-in-progress is shown on the assets side of the Balance Sheet in one of the following
two ways:

Work-in-progress Rs.
Cost of Work Certified

Cost of Work Uncertified

Job and Contraet Costing
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LJ Add: Profittakento P& L AZc o

Less: Cashreceved e

Alternatively

Work-in-progress
Vdueof Work Cetified
Cogt of Work Uncertified .

Less: Resave .

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

Less:CashReceived .

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 3,61,000
Add : Profit takento P & L A/c 43,450
4,04,450

Less: Cash received 3,30,000

74,450 -

Alternatively

Work-in-progress Rs
Vaueof work certified 4,40,000'
Cost of work uncertified 40,000
4,40,000
Less: Reserve 35,550
4,04,450
Less: Cash received 3,36,000

74,450

The second alternative is most commonly used by the accountants. It should be noted that
whileshowing work-in-progress, there isno need to make any adjustment for loss taken to
Profitand Loss Account when second aternative is used.

1238 ComprehensveIlustrations

[llustration 10
Alcon Construction Co. Ltd., commenced its business,on 1st January, 1990. The following
data has been extracted from its books in relation to a contract,

Rs
Cash received from Contractee 1,20,000
Materials 40,000
Direct labour 55,000
Expensesat site 2,000
Plant & Equipments (af cost) 5 - 30,000

66 Fud 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 wasreturned tostoresat theend of theyear. Stock of materialsat Steon 31-12-1990
was worth Rs. 5,000 and wages outstanding were Rs. 200. Depreciation on Machinery was
to be charged at 10%. Y ou are required to calculate the profit on the contract and show

how the work-in-progress will gppear in the Balance Sheet as on 31.12.1990. Also prepare

the Contractee’s Account.

Solution
Alcon Construction Company Ltd.
Contract Account 199{
Dr. Cr.
Rs. Rs.
To Materials 40,000 By Materials at site 5,000
To Direct Labour 55,000 By Machinery
at site 25,200
To Expensesat site 2,000 at gfores 1,800 27,000
To Fud & Power 2,500
To Machinery at site 30,000 By Value of work certified 1,50,000
To Notiond Profitc/d 53,300 By Cost of work uncertified 1,000
{,83,000 1,823,000
To Profit & Loss A/c 28,427 By Notional Profit b/d 53,300
To Baance c/d (Reserve) 24,873
53,300 53,300
Workings = Profit token to Profir & Loss Accouni
Notional profit % 2 X Lash Recetved
PO 3> Work Certified
53300 x 2 x 28000 _ ¢ 98497
3 1,50,000
Baance Sheet ason 31.12.1990 (Extracts)
Assets
Work-in-progress
Work certified 1,50,000
Work Uncertified 1,000
1,51,000
Less: Reserve 24,873
1,26,127
Less: Cash reccived frorn Contractee . 1,20,000
6,127
Contractee’s Account .
Cr.
{ R. Rs
[ To Baance c/d 1,20,000 By Bank 1,20,000
) By Balance b/d 120,000

Job and Contract Costing
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Illustration 7

The following particulars relate to a contract for Rs. 40 lakhs :

Materials

Wages

Expenses
Carriage

Work Certified
Work Uncertified

T 1988 1989
- Rs. Rs.
4,50,000 7,00,000
4,30,000 6,00,000
20,000 50,000
20,000 60,000
9,00,000 30,00,000
10,000 50,000

1990
Rs.

6,00,000

500,000

16000
50,000
40,00,000

Plant costing Rs. 1,00,000 was bought in the beginning of 1988, and depreciation was
charged at 25% to per annum. The contractee was to pay 80% of the work certified every
year and settle the account in 1990. Draw Contract Account for three years and also write
Contractee’s Account and Work-in-progress Account in the books of the contractor.

Solution
. Contract Account for 1988
Dr. Cr,
Rs. Rs.
To Materials 4,50,000 By Plant on hand (1,00,000-25,000) .75,000
To Wages 4,30,000 By Work certified 9,00,600
To Expenses 20,000 .
; By Work uncertified 10,0600
To Carriage, 20,000 ' : S
To Plant at cost 1,00,000 By P & L A/c (Loss transferred) 35,000
10,20,000 ' - 10,20,000
Contract Account for 1989
To work-in-Progress ]
Work Certified 9,00,000 By Work: Certified 30,00,000
Work Uncertified 10,000
‘ ‘ 9,10,000 By Work Uncertified 50,000
. To Plant on site 75,000
To Materials 7,00000| By Plant on hand 56,250
: (75,000-18750)
| To Wages 6,00,000
i To Expenses 50,000
To Carriage 60,000
ToP&LA/c 3,79,333
To Balance c/d - 3,31917
31,06,250 | . 31,06,250
‘Contract Account for 1990
. Rs.. Rs,
.- To Wérk-in-progms: o By Plant on hand (56,250-14,062) 42,188
Work certified - 30,00,00‘0‘ By Contractee’s A /c (contract price) 40,00,0043
Work Uncertified 50,000 ’ ‘
' 30,50,000-




Less : Reserve 331,917
27,18,083
To Plant on site 56,250
To Materials 6,00,000
To Wages 5,00,000 —
To Expenses 16,000
To Carriage 50,000 .
ToP&LA/C 1,041,855
40,42,188 40,42,188
Contractee’s Account
Rs. Rs.
104 {u Balance ¢/ d 7,20,000 1988 By Bank 7,20,000
7,20,000 *7,20,000
1989 To Balance ¢/d 31,20,000 1989 By Balance b/d 7,20,000
By Bank 24,00,000
31,20,000 31,20,000
1990 To Contract A/c 40,00,000 1990 By Balance b/d 31,20,000
By Bank 8,.80,000
40,00,000 40,00,000
Work-in-Progress Account
Rs. Rs.
1988 To Contract A}c 9,10,000 1988 By Balance c/d 9,10,000
9,10,000 9,10,000
1989 To Balance b/d 9,10,000 1989 By Contract A/c (transfer) 9,10,000
To Contract A/c 30,50,000 By Contract A/c (reserve) 3,31,917
By Balance c/d 27,18,083
39,60,000 39,60,000
1990 To Balance b/d 27,18,083 1990 By Contract A/ ¢ (transfer) 27,18,083
27,18,083 27,18,083
Working Notes "

1) Profit taken to P & L A/c in 1989

2 80
==-x 711,250 x —
3 ! 100

= Rs. 3,79,333

2) Depréciation has been charged on the basis of diminishing balance method.

Check Your Progress C

_1 Why does contractee retain certain percentage of the amount due to the contractor?

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

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

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

......................................................................................................................
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2 What do you mean by "extras™?

3  Fill in the blanks.

i) If, value of work certified is not given, the same can be worked out with the help

Of v e clause.
ii)  While determining profit on uncompleted contract taken to P & L A/c,a
provision must be made for ...............cccnnn. reens contingencies.

iii)  Cost of work certified can be ascertained by deducting costof ..........................
from the cost to date. .

iv)  An abnormal loss of materials or equipment ShOUId DE ...ovvvveveeeereeo
to Contract Account,

v)  While showing work in progress in Balance Sheet, cash received from the
contractee must be ..ot therefrom.

vi)  No profit on uncompleted contract shall be taken to Profit and Loss Account if
the value of work-in-progress is less than .............cccocoeeiiiiiiiinnnn. of the
contract price.

vii) If plant issued to contract has been debited at cost to the Contract Account, the
plant on hand at the end of the accounting year should be credited to Contract
AcCount at ...

viii) The terms of a contract may include an ...........c..cccooeevereiiniineonns under which
the contract price can be enhanced.

124 LETUSSUMUP

Job costing is the method of ascertaining costs where work is undertaken to customers’
special requirement and which is in the form of small jobs. Thus, this method is used for
jobs like car repairs, painting and decorating, printing, furniture making, etc. Under this
method, each job is treated as a separate cost unit and a Job Cost Sheet is prepared to
ascertain the cost and profit on each job. The Job Cost Sheet can also be used for
estimating the cost of a job to be undertaken and for submitting the quotation therefor.

Contract costing is a special form of job costing used for ascertaining the cost and profit on
big projects called contracts. The contract work usually involves huge cost, require long
time to complete, and comprises activities outside the factory premises. This applies to most
civil engineering jobs like construction of buildings, roads, bridges, etc.

-The pecularity of contract costing,liés in ascertaining year-wise cost and profit on projects

extending to more than one accounting year. In this regard, the basic principle follows that
no profit should be taken on an uncompleted contract unless the work on the project has
reasonably advanced. Even then, only a conservative sum may be taken into account. This
is usually based on the formula: ,

] .o . Cash Received
3% Notional Profit x Work Certified

of course, if the Contract Account shows some loss it should be fully accounted for.
The work—in-pr‘rogress is shown in the Balance Sheet as follows :

Value of Work Certified -~ , Lo XX
Cost of Work Uncertified ; R XXX
X X X

Less : Reserve ' k XXX

' Less : Cash Received . P I XX X
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Job and Contract Costing ‘

Bill of Materials : The document contains a complete list of materials required for a given job.
Contractor : The person or the organisation that agrees to undertake the contract.
Contractee : The person or the organisation for whom the job is done.

Contract Costing : A special form of job costing applicable to big projects like construction
of a building, construction of a bridge, etc. which involve huge cost to complete, and is
usually site-based.

Contract Price : The price at which the contractor has agreed to undertake the job.

Escalation Clause : A provision’made in the agreement to compensate the contractor for
an unwarranted increase in prices and for other contingencies. .

Extras : Extra amount charged by the contractor for additions/alterations suggested later
on.

Job;CostVing ¢ Specific order costing involving accumulation of costs relating to a single cost
unit—the ‘job’ — when each order is of comparatively short duration. It is also called job

order costing.

Job Cost Sheet : A statement showing cost and profit relating to a specific job a batch or a
contract. '
Notiona! (or Attributable) Profit : Value of work certified minus cost of work certified.

Production Order : A document prepared by the Planning Department authorising and
stipulating the details of the work to be done on the job undertaken.

Progress Payments : Payments made to the contractor at various stages of the work or at
| agreed intervals.

! Retention Money : Amount of payment withheld as a security against defective work and
I penalties chargeable for delay in completion of work.

Sub-contracting : Assigning special work relating to the main contract to a sub-contractor.
-Work Certified : Work approved by the contractee’s architect or surveyor.

‘ Work Uncertified : Work done from the date of certification to the last date of the
i accounting year and which still remains to be approved.

. 12,6 ANSWERS TO CHECK YOUR PROGRESS

ﬁi A 3 i) output, ii) job order, iii) identification, iv) unit, v) summarise
4 i) False, ii) True, iii) True, iv) False, v) True
B 3 i) True, ii) False, iii) True, iv) True, v) False, vi) True

; C 3 i) retention, ii) future, iii) uncertified work, iv) credited, v) deducted, vi) one-fourth,
vii) depreciated value, viii) escalation clause

12.7 TERMINAL QUESTION/EXERCISES

1) How does cdntract costing differ from job costing?
2) Indicate how you would deal with the following items in Contract Account.
“a) Plant and machinery sp‘ecially purchased for a contract ‘
b) Loss of materials stolen or destroyed

¢) Sub-contracting

3} State how you would ascertain the actual profit on an incomplete contract. How far
such profit is taken to Profit and Loss Account? » ' ' 71




Methods of Costing 4) a) How is progress payment due at a specific stage computed?
b) Explain the use of a production order and give its specimen.
Exercises
1) The following direct costs were incurred on Job No. 415 of standard Radio Company :
Rs.
Materials 4010
Wages :
Deptt. A-60 hours @ Rs. 3 per hour
Deptt. B-40 hours @ Rs. 2 per hour
Deptt. C-20 hours @ Rs. 5 per hour

A Overheads expenses for these three departments were estimated as follows :
8 Variable Overheads :
Deptt. A Rs, 5,000 for 5,000 labour hours
Deptt. B Rs. 3,000 for 1,500 labour hours
Deptt. C Rs. 2,000 for 500 labour hours
Fixed overheads : Estimated at Rs. 20,000 for 10,000 normal working hours.
i You are required to calculate the cost of job No. 415 and calculate the price to earn
R profit of 25% on selling price.
(Answer : Total Cost : Rs.-4,830; Sales Price : Rs, 6,440)
2) A company is engaged in job work. It has completed all jobs in hand except Job No. 44
on December 30, 1990, The cost sheet on December 30 showed direct material and

direct labour costs of Rs. 40,000 and Rs. 30,000 respectively as having been incurred
on Job No. 44, '

The costs incui’red by the business on 31st December, 1990, the last day of the
accounting year, were as follows :

Rs,

‘ Direct Materials (Job 44) 2,000

. : Direct Labour(Job 44) 8,000
oL ) Indirect Labour 2,000
Miscellaneous Factory Overheads ‘ 3,000

It is the practice of business to charge factory overheads to the jobs on the basis of 120
per cent of direct labour cost. Calculate the cost of work-in-progress of Job No. 44 on
31st December, 1990.

(Answer : Rs. 1,25,600)

Hints : The cost of indirect labour and miscellaneous factory overheads is not to be
included, as the factory overheads have been included on the basis of recovery rate.

3) A company of civil engineers proposes to make tenders for the construction of an
audit_prlum and estimate their direct cost at Rs. 1,12,500 as follows.

i
. | .
) f‘ ! ' Material 45,000
] | : '

Wages 47,2_50'
Cost of transport of men and materials to site ' 12,750
Other Direct Expenses ' _ _ 7,500

Existing commitments of the company are involving a total overheads of Rs. 6,37,875
for various projects and direct labour cost of Rs. 4,25,250,

Assuming all the overheads as variable, calculate the estimated value of tender keeping
in view the following :

7 | ' o 1) Necessary ovérheads,
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2) 5% interest on total capital outlay, and - Job and Contract Costing
3) 10% margin on total cost. —

(Answer : Estimated value of tender : Rs. 2,11,798)

4 ‘
Hints : Overheads = 1;%?—2520 % 6,37,875 or 150% wages; ?% interest an capital

outlay to be computed on total cost of Rs. 1,83,875)

4) The following figures are available at the end of a financial year relating to a contract.

Total cost of work done to date 1,10,350
Cost off Work Uncertified : 8,300
Contract Price 5.80,000
Value of Work Certified 1.40.280

Determine the amount of profit to be taken to Profit and Loss Account.

i (Answer : Notional Profit : Rs. 38,230; Profit taken to P & L A/c;
: NIL (Value of work certified is less than one-fourth of the contract price.)

5 A construction company took a contract in 1989 for road construction. The contract
price was Rs. 5,00,000 and its estimated cost of completion would be Rs. 4,60,000. At
the end of 1989, the company had received Rs. 1,80,000 representing 90 per cent .of
work certified. Work not yet certified had cost Rs. 5,000.

Expenditure incurred on the contract during 1989 was as follows :

. Rs.
Materials 25,000
Labour 1,50,000
Plant ‘ 10,000

Materials costing Rs. 2,500 were damaged and had to be disposed off for Rs. 500.
Plant was considered as having depreciated by 25 per cent. Prepare Contract Account
for 1989 in the books of the construction company. Also show the amount of profit
that can be reasonably credited to Profit and Loss Accountin respect of the, contract.

(Answer : Notional Profit : Rs. 30,000; Profit taken to P & L A/c : Rs. 9,000. Since
the value of work certified is more than one-fourth of the contract price but
less thamr half, the formula used is:

1 . Cash Received

3 x Notional Profit x Work Certified
A contractor has obtained a contract for construction of a bridge. The value of a
contract is Rs. 12 lakh, and the work commenced on Ist October, 1988. The following
details are shown in their books for the year ended 31st Sept., 1989 :

Rs.
Plant purchased 60,000
Wages paid ‘ o 3,40,000
Materials issued o site ’ ‘ 3,36,000
Direas Expenses 8,000
General Overheads allocated - | - 32,000 ‘
Wages accrued as on 30.9.1989 2,800 '
Materials at site as on 30.9.1989 ; 4,000 {
Direct Expensesuccrued as on 30,9.1989 ‘ ' 1200 }
Work not yet Certified at cost T ' 14,000 j
Cash Received being 80% of Work Certified 6.00,000 L

Life on plant purchased is 5 years and scrap value is nil. |

1) Prepare the contract account for the year ended 30th Sgpt., 1989, ’ : h 73




Methods of Costing - 2) Show the amount of profit which you consider thight be fairly taken on the
' ' contract and how you have calculated it.

(Alisvirer : Profit taken P & L A/c : Rs. 19,200)
Hints : 2/3 of Notional profit as rediiced on cash basis should be taken to P &L A/,

7) From the following particilars reliting to a contraqt, prepare a) 'Contract Accohm,
b) Contractee’s Account and also show how work-in-progress will appear in the
" . Balance Sheet as on 31.12.1989.

R,

Materials sent to site . ) 85,349

Labour engaged on s;te‘ 74375

Plant installed at cost ' 15,000

Direct Expenditure : 4,126

Establishment Charges 3,167

Materials returned to store ‘ 549

e Work Certified 7 1,95,000
t ‘ Cost of Work not yet Certified 3 4,500
i . Materials on hand as at 31.12.1989 1,883
Wages accrued on 31.12.1989 2400

Direct Expenditure accrued on 31.12.1989 ‘ M

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 from 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.LP. to be shown in B/s : Rs, 8,625)

~ Note : These questions will help yoti to understand the unit better. Tfy to write answers
for them. But do not submit your answers to the University, These are for your
‘practice only. o
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13.0 OBJECTIVES

After studying this unit you should be able to :
® explain the meaning and the main characteristics of process costing

® list the industries for which process costing is suitable
® distinguish between job costing and process costing |
® describe the costing procedure followed in process costing and prepare the process account

o distingunish between the normal and abnormal prpcess losses and explain their accounting
treatment

' @ ‘prepare abnormal loss and abnormal gain accounts,

13.1 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 inUnit 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 at 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 a-series 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 each
operation 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 costing 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 to the next process and. may otherwise be saleable as a finished product in the
market. Take the case of a cotton textlle mill, for example, where productnon of cloth
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2) Show the amount of profit which you consider thight befairly taken on the
contract and how you have caculated it.

(Answer : Profit taken P& L A/c: Rs. 19,200)
WIS : 2/3 of Notional profit as rediaced on cash besisshould betakento P& L A/e.

From the following particul arsrelating to a contract, preparea) Contract Account,
b) Contractee’s Account and also show how work-in-progresswill appear in the

Bdance Sheet as on 31.12.1989.

Rs,
Materiassent to Ste 85,349
Labour engaged on site 14,375
Plant installed at cost 15,000
Direct Expenditure 4,126
Egtablishment Charges 3,167
Materialsreturned to store 549
Work Certified 1,95,000
Cost of Work not yet Certified 4,500
Materialson hand asat 31.12.1989 [,883
Viages acerued on 31.12.1989 2,400
Direct Expenditureaccrued on 31.12.1989 240
Valueof Plant ason 31.12.89 11,000

The contract price had been agreed at Rs. 2,50,000. Cash had been received from the
contractee amounting to Rs 1,80,000.

(Answer :.Notional Profit: Rs 28,275, Profit creditedto P& L A/c : Rs 17,400;
W.LP. to beshown in B/s : Rs 8,625)

Note: Thesequestionswill help you to understand the unit better. Try to writeanswers
for them. But do not submit your answersto the University. These arefor your
practiceonty.
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130 OBJECTIVES

Afterstudying thisunit you should be able to:
® explain the meaning and the main characteristicsd process costing

® list theindustriesfor which process costing is suitable
¢ (istinguish between job costing and process costing
¢ describethecosting procedure followed in processcosting and prepare the processaccount

8 distinguish between the normal and abnormal prpcess lossesand explain their accounting
treatment

¢ prepare abnormal lossand abnormal gain accounts.

3.1 INTRODUCTION

Job and contract costing methodsabout which youlearntin Unit 12, are used for ascertaining
the costs of specificjob ordersinvolving specia ordersand individua specifications. These
are not considered suitable for industriesinvolving mass production such as chemical plant,
paper manufacturing, flour mill, cement works, textile mill, etc. Depending upon the nature
d their product and the production processesinvolved, the organisationsengaged 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 d a product can be ascertained at each stage of production.

132 MEANING AND APPLICATION

Process costing refersto a method of ascertainingthe 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 a«series of manufacturing operationsbeforeit takes the shape of a final product.
But, in most cases, the operationsinvolved 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 processcosting is
nat considered useful. Process costing is suitable only wherethe final product is the
result of a series of such process that the output of one process passeson asa raw
materia to the next process and may otherwise be saleable as a finished product in the
market. Take the case of a cotton textile mill, for example, where production o cloth - - 75
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involves threedistinct sequential processes viz., the spinning process, the weaving process
and the finishing process. The output of spinning process (yarn) is passed on asa raw
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 thefinishing
process asa raw materiad and, if there is surplus, it can be sold to other textile mills. For a
textile mill, therefore, it will be ussful to compute the costs of spinning, weaving and
finishing processesseparately 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, theindustries to which process costing can be usefully applied, may normally have
the following features:

1) The production is continuousand passes through a number of consecutive operations
O ProCesses. ,

2) Theoutput of one process becomes the input for the next process till final product is
obtained.

3) The productsare standardised and homogenous.

4) Theoutput of each process may be saleablein the market.

5) The processingof raw material may give rise to the production of joint and/or
by-products.

Hence, processcostingis usudly employed by the following industries:

Chemicd works Distillaries Textile mills Sugar works
Soapmaking Paper mills Food processing Paint manufacturing
Breweries Oil refineries Canning factories Milk dairy

33 DI FFERENCE BETWEENJOB COSTING AND
PROCESS CC5T1 NG

Thedistinction betweenj ob and process costing arises mainly from tbe distinctive nature of

the manufacturingsystems to which they are applicable. The main pointsd differencecan
be summarised asfollows:

JOB COSTING PROCESSCOSTING

1) Job costing measuresproduct costs in industries 1} Procsss costing is used in industries where
where production is intermittant snd against production iScontinuous and is meant for stock
specific orders from customers, and sale,

2) Cogsarccollectedand analysed by individuat 2) Codtsars accumulatedand snalysed by
jobsor work ordersregardless of thetime taken departments Or processes on a time basis,
to complete them.

3) Thejob cogt is aterminal cost. The accumulation 3) Process costisa period cost. Under process
d costs in respect of ajobisstopped When the cogtingsystem, costs a n computed at theend of
job is completed and disposed off. each specified period.

4) Thecost of each job order or unit of production 4) The unit cost of a processrepresents on average
can be separately identified without averaging the cost for the period, obtained after adjustment of
total cost d production. work-in-progress.

5) Them are usudly no transfers from onejob to 5) Codtsare transferred from one process to mother
mother except in case of surplus materid. processtill completion.

6) There nay or may not beany work-in-progress 6) Thereis awayssome work-in-progress at the
at the end of an accounting period. However, the . _—beginning as well asat theend of the period. This
vaueof uncompleted job is easy toobtain. presents the knotty problem of valuation of

work-in-progress.

7) Proner control requires grester supervision dueto 7) Control of processactivities iS comparatively easy
discrete natured the Job. because productionismore stable and standardised,

8) “Job costi pgi.s applied in any situetion where 8) Process costing is applied under conditionsof

oue-off” ordersare bei ng executed. For example, continuous production, sequential processing and

machine-tools, geaeral-engineering, printing, uniform outputs. For example: cement, chemical

motor-Car repairs, etc. products, bottling and canning, oil refining, soap-
making, etc.
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134 MAIN CHARACTERISTICS

1)

7)

Processcosting applies to industries where production is continuous and passes through
a riesdof processes, each distinct and well-defined.

All cogts(material, labour and overheads) are accumulated and classified by processes.

An account is maintained for each process to which dl direct and indirect costsare
dlocated or apportioned.

Production in terms of physical quantitiesis also recorded in respective process
accounts.
Averagecost per unit js worked out for each process.

Since the output of each but last process becomes the input of the next process, and
thet of the last processis transferred to Finished Stock Account. The total,cost of

finished product comprises of the cumulativecosts o al processes.

Averagecost per unit provides the basisfor transfer of costs to subsequent process.

Check Your Progress A

1

3

What do you mean by processcosting?

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

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

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

R R R R R R I R N R R R TR I R T I,

State whether the following statementsare True or False:

i) Processcosting isa multi-step method or procedure to measure product costsin
mass production industries.

ii) Processcosting is used by industries where each unit of output is different from
another.

iii) In process costing average cost per unit providesthe basis for transfer to
subsequent process.

IV) Process costing is applied to industries where standardised goods are produced
usually for stock.

v) Process costing can be usefully employed by a company manufacturing custom-
made machinery.

135 COSTING PROCEDURE

You havelearnt that, under process costing method, a separate account is opened for each
process in respect Of which the costs are to be ascertained.. It should be noted that each
Proosss account will have an additional 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.

Process Costing

7o

AP




Methodsof Costing Figure 13.1 Proforma of Process Account

Process| Account

Month ended:: ......
Dr. Cr.
Particulars Qty. Amount Particulars Qty. Amount
(units) Rs. (units) Rs.

The main stepsinvolved in cogting 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 o other materials, direct labour and direct expenses pertaining to each
processin thelr respective process accounts.

3) Dehit each process account with production overheads as given or on some equitable
basis.

4) Credit the processaccount with redlisable value of scrap and containersof materials
returned or sold, if given. Alternatively, their amounts can be deducted from cost of
raw materials.

5) Ascertain the total cost of the process and calculate average cost per unit of output.

6) If the wholeoutput d a process has been transferred to the next process, the total cost
may beshown on the credit Side s transfer to next process. The same shall be shown
on the debit side of the next process account.

7) If aportion d 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 hasbeen sold, the process account should ke credited
only with itscost, and not the sale value.

8) The cost of containers used for packaging the finished goods should be debited to the
legt processaccount.

9) The total cost of thelast processshall be transferred to Finished Stock Account.

10) The Finished Stock Account is like the Trading Account. Hence, saleswill be credited .
R to this account and gross profit ascertained.

Look at Illustrations | and 2 and study how process accountsare prepared.

ltustration 1
In the course of manufacture, a product passes through three distinct processes, A, B and C.
During a four week period, 1,000_units are produced and the following information is made

avalable:
Process A Proceas B Process C
Rs. Rs. Rs,
| Direct Materials 2,000 1,000 —
" Direct Wages 1,500 700 800
Direet Expenses 300 100 —

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. ...

e —




Solution

Process A Account
Output : 1,000 units
Dr. Cr.
Particulars Units | Amount Particulars Units ] Amount
Rs Rs.
To Direct Materials 2,000 By Transfer to 6,050
To Direct Weges 1,500 ProcessB & Rs 6.05
To Direct Expenses 300 per unit
To Overheeds(7/30) 2,250 ‘
6,050 \ |_6.0s0
cost R Urit of output = 16,6%%0 = Rs 605
Process B Account
Dr. Q.
Paticuas Units | Amount Paticulars Units | Amount
Rs, Rs.
To Trandfer from Process A 6,050 By Transfer to 8,900
ProcessC at Rs 8.90
To Diret Maerids 1,000 per unit
To Direct Wages 700
To Direct Expenses 100
To overheed (7/30) 1,050
8,900 8,900
Cagt R Unit of output = 188?)?)0 = Rs. 890
Process C Account
Dr. Cr.
Paticuas Units | Amount Paticulars Units ) Amount
Rs. Rs.
To Trandfer from Process B 8,900 |By Transfer to Finished Stock A/c
To Direct Wages 800 a Rs 10.90 per unit 10,900
To Overheadis(8/30) 1,200
10,900 10,900
Cot Per Unit of output = 199%0 = Rs 1090
1,000
Finished Stock Account
Dr. Cr.
Paticulars Units | Amount Paticulars Units | Amount
- Rs Rs.
To Trander from Process C 1,000 | 10,900

[llustration 2

The followingdetailSare extracted from the costing records of an oil mill for the year ended

31lst March, 1989 :

Rooess Costing
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Methods of Costing Purchase of 500 tonnes Copra Rs. 2,00,000
Crushing Refining Finishing
Rs. Rs. Rs.

Cogt of labour 2,500 1,000 1,500
Electric power 600 360 240
Sundry materials 100 2,000 —

Steamn 600 450 450
Repairs of machinery 280 330 140
Factory expenses 1,320 600 220
Cogt of Casks - — 7,500

300 tonnes d crude ail were produced. 250 tonnes of oil were produced by the refining
process. 248 tonnes of refined oil were finished for ddlivery. 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, 45tonnes of by-productsobtained from refining process valued at Rs. 6,750.

Yau are required to show the accountsin respect o each of the following stages of
manufacturefor the purpose of arriving at the cost per tonne of each processand the total
cod per tonne of the finished oil.

(8) Copra Crushing Process (b) Refining Process (c) Finishing Processincluding casking.

Solution
Crushing Process Account
Dr. Cr.
Particulars Units | Amount Particulars Units | Amount
‘ Rs. Rs
‘ To Copra usd 500 | 2,00,000 By Lossin Weight 5 —
) To Labour 2,500] By Sale of Copra Resrdue 175 11,000
To Electric Power- 600| By Saeof Copra Sacks - 400
To Sundry Materias e 100
To Repairs to Machinery 280 By Transfer to Refining
Process A/c 300 1,94,000
To Steam 600
To Factory Expenses 1,320
—500 | 205400 500 [2,05400

Cost Per Unit of CrudeOil - _IAQ‘L-OQQ— or Rs. 646.67

300
Refining Process Account
! Dr. Cr.
Paticulars Units | Amount | Particulars Units | Amount
Rs. Rs.
e ; To Transfer from
Crushing ProcessA/¢ 300 |1,94,000| By Lossin Weight 5 —
- To Labour 1,000] By Sale of By-product 45 6, 750
l To Electric Power 360| By Transfer to Finishing
ﬂ Process A/c 250 |1,92,050.
To Sundry Materials 2,000
. To Steam 45q
\ ' To Repairsto Machinery 330
To Factory Expenses 660
e | _an |Lemsmn _300 [198800
80 Cost Per tonne of Refined Oil = 119;-5%5‘3 or Rs, 768.20




Finishing Process Account

Dr. Cr.
Particulars Units | Amount Particulars Units | Amount
Rs. Rs.
To Transfer from
Refining Process A/c 250 | 1,92,050 | By Lossin Weight 2 —
To Labour 1,500 | By Finished 'stock A/c 248 2,02,100
To Electric Pawer 240
To Steam 450
To Repairs to Machinery 140
To Factory Expenses 220 |
To Cogt of Casks — 7500
250 EM 250 —2:02,100
| |
Cost Per tonne of Finished Oil = ig%) or Rs. 814.92

13.6 PROCESS LOSSES

In mog manufacturing industries, some loss or wastage of materials always occurs while
they pass through different stages o production. Conseguently, the output from a processis
usudly less than the input. This difference is termed as a process |oss.

Process|osses can be classified into two categories: (1) normal processloss, and
(2) abnormal processloss. Let us understand the nature of each type of lossand study its
trestment in process costing.

13.6.1 Normal ProcessLoss

Certain losses are inherent in the production process. They cannot be avoided because of
the very nature of materialsor the production process. These include losses due to
evaporation, chemical reaction, scrap, or unavoidablespoilage. The lass of output resulting
fromsuch factorsis termed as 'normal processloss or ‘normal wastage'. Since-such a loss is
quite expected under normal conditions, it can aways be worked out in advance on the
bedsof past experience.

Accounting treatment : It isa fundamental accounting principlethat the cost of any
normal 10ss 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
goad units (normal output). However, if the wastage has some redlisable 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 processl|,
The other processcosts are : labour —Rs. 2,500 #nd overheads—Rs.1,100. If 10%c0f
materid is normally lost in the process and the wastage redlises Re, 1 per unit, the cost per
unit of output wiil be ascertained as follows:

Process | Account

Dr. Cr.
Particulars Units | Amount Particulars Units | Amount
Rs. Rs.
To Materias 500 5,000 By Normal Wastage 50 50
To Labour - 2,500 By Transfer o next Process 450 | 8,550
To Overheads - 1,100
—500 | 8,600 —200 | 8,600

Cost Per Uniit of Qutputt = “Eg‘" = Rs. 19 per tonne

Process Costing
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The same thing you had observed in Illustration 2 where 500 tonnes of copra was put in
crushing processand only 300 tonnes of crude oil was produced. The cogt per tonne o oil
was worked out by dividing the tota cost (after adjusting the sale value of copra residue) by
300. Obvioudly, it had been assumed that 40%loss of weight was normal at crushing stage
incasc @ coconut oil production.

13.6.2 Abnormal ProcessLoss

Any loss d materid which isin excess of normd loss, is termed as ‘abnormal processloss
or ‘abnormal wastage'. For example, the normal lossin crushing processis 40%.If the input
is 500 tonnes the norma output shdl be 300 tonnes. If the actual output is 280 tonnes, the
loss of 20 tonnesis treated as abnormal loss. Thisloss may occur due to some unexpected
or abnormal operating conditions, such as accidents, carel essness, inefficiency or use o sub-
standard materials. Such losses must be thoroughly investigated and, where necessary,
remedial stepsshould be taken to prevent any recurrence.

Accounting treatment : Abnormal loss does not form part o the cost of good units
otherwiseit will unnecessarily inflate thecost of production. Hence, the cost of abnormal
lossis excluded from process costs by transferringit to the costing Profit and Loss Account.
In such asituation, the real problem arisesin ascertaining the cost of abnormal processloss.
The guiding principlein thisregard is to treat the abnormal loss as the lossdf good units of
output. Hence, the cost ¢ abnormal loss units isascertained in the same manner, and on
identical basis, as the good units of production. Thisimpliesthat the total process cost
should be spread proportionately over both good units and the abnormal 10ss units.

Yau should adopt the following procedureto ded with the problem of abnormal lossin

process costing :

1) Work out the quantum of normal lossand show it on the credit side o the respective
process account alongwith itsredisable value.

2) Assuming thereis no abnormal loss, work out thecost per unit of output as follows:
Cogt d Production
Norma Output

3) Ascertain the cost of abnormal loss units on the basis of the cost per unit as calcul ated
above.

4) Debit Abnormal Loss Account and credit the respective process account with quantity
and amount of the abnormal wastage.

5) The balancein the Process Account shal now show the cost of the actual output which
shall be transferred to the next processaccount.

6) Prepare Abnormal Lass Account and show thecost d abnormal lossunitson its debit
dde and their scrap vaue on itscredit Sde. The balancein Abnormal Lass Account is
transferred to the Costing Profit and Loss Account.

Look at Illustration 3 and study how abnormal loss is treated in process costing.

llugration 3

1200 Units wereintroduced into a processat a cost o Rs. 12,000. The additional
expenditure incurred for the processwas Rs. 3,000. From past experienceand technical
edimates, anormal loss equal to one-sixth of theinput is expected which has scrap value of
Re. 1 per unit. The actual output for the period was 900 units. Compl ete the Process
Account and show how abnormal loss will be treated in accounts.

Solution
Process Account
Dr. a.
Particulars Units | Amount | Particulars Units | Amount
) Rs. Rs. Rs. Rs.
To Materidls 1200 | 12,000 | By Normal Loss 200 200
To Expenses — 3,000 By Abnormal Loss 100 1,480
By Cost of Production
—_——— tr. to next Process 900 13320
—20 | —15000— 1200 |.15000




Cost ©of Production Process Casting
Normal Output

Cost Of Production Per Unit =

14,800
1,000

=Rs. 14.80 per unit

Abnormal L 0oss Account

Dr. Cr.
Particulars Units | Amount Particulars Units | Amount
Rs. Rs.
To ProcessA/c 100 1,480 By P&L A/c 100 100
(scrap value)
By Cash A/c 1,380
100 1,480 100 1,480

Working Notes

13 Normal Output Total Input-Normal Loss Units
1,200-(1/4 of 1,200)
1,200-200

1,000 Units

nol

2) Cost of Production :
Total Expenditure-Scrap Valueof Normal Loss Unils

= 15,000-200
= Rs. 14,800.
3) Abnorma LossUnits = Norma Output-Actual Output
= 1,000-900
= 100 Units

4) Cost of Abnormal Loss
Abnormal Loss Units % Cost of Production Per unit

= 100%x 1480 = 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
effectivenessshould not affect the cost per unit of output becauseit will be calculated in the
same manner asin case of abnormal loss.

Accounting treatment : The value of abnormal gain unitsis calculated with the help of the
ood 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 Abnorma Gain Account. Abnormal Gain

Acoount is closed by transfer to Costing Profit and Loss Account.

It mugt be noted that whether there is abnormal lossor abnormal gain, the normal lossis
shown in the process account on the basis o pre-determined rate, and not on the basis of
actud loss. Hence, in case of abnormal effectiveness, the realisable value of normal loss
units asshown in the process account will be more than the actual amount realised on the
sed scrap. This unrealised amount of scrap should be adjusted by showingit on the
ot side of Normal Loss Account and on the debit side of the Abnormal Gain Account
beforeits balance is transferred to the Costing Profit and Loss Account.

Lok at Illustration 4 and study how abnormal effectivenessis treated in process costing.

[llustration 4

Bastl on data given in Ilustration 3 and assuming the actua output was 1,050 units,

prepare the Process Account and show how abnormal loss effectivenesswill be treated in

accounts. 83
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Solution
' Process Account
Dr. Cr,
Particulars Units | Amount Particulars Units | Amount
Rs. Rs.
To Materid 1,200 | 12,000 By Norma Loss 200 200
To Expenses — 3,000 By Cost of Production tr.
to next Process 1,050 15,540
To Abnormal Gain 50 | 740
~1250 | 15,740 1250 (15740

Cog of Production per Unit o Output
Cost d Production

- Normal Output
14,800
~ 1,000

=  Rs 14.80 per unit.

Abnormal Gain Account

Dr. Cr,
Particulars Units | Amount Particulars Units | Amount
Rs. Rs
To Normd LossA/c.
(unrealised scrap value) 50 50 By ProcessA/c 50 740
ToP&L A/c |69
Viér ki ng Ntes
1) Norma Output = Tota Input-Normal Loss
= 1,200-(1/6 of 1,200)
= 1,200-200
= 1,000 Units

2) Costof Production

= Total Expenditure-Scrap Vaue of Normal Loss
15,000-200

Rs. 14,800

3)  Abnorma Effectiveness

Actua output—Normal Output
1,050-1,000

50 Units

4) Vdued Abnormal Effectiveness
= Abnormal Effectiveness x Cogt of Production per unit =50 x 14.80
= Rs 740

LU

U 1 ou

Check Your ProgressB
1 What do you nean by process |oss?
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.................................................................................
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3 What is abnormal effectiveness? Process Costing

4 Fll in the blanks.

i) The typeof loss which does affect the cost o good unitsiscaled ..................
process|oss.

i) Processlossusualy hassome ..........oovciiiiiiiiiiiii i value.
iii) Excessof actual lossover thenormal lossiscalled ...............ccooiiiiiiiat.

iv) In caseof abnormal loss as wel as abnormal effectiveness, the average cost'of
production is calculated by dividing the total cost of production by .............

v) In caseof abnormal effectiveness,the unrealised scrap vaue is debited to
Abnormal Gain Accountand creditedto ..........coociiiiii Account.

vi) In casedf abnormal loss, its scrap valueis credited to Abnormal Lass Account and
debitedto ... Account.

138 COMPREHENSIVE ILLUSTRATIONS

Illustration 5
In afactory the product passes through two processes A and B. A loss of 5%is allowed in
ProcessA and 2%in Process B, nothing being realised by disposd of the wastage.

During April 1990, 10,000 unitsof material costing Rs. 6 per unit were introduced in
Process A. The other costswere asfollows:

ProoesA Proces B

Rs. Rs.

Maeids — 6,140
Labour 10,000 6,000
Owaheeds 6,000 4,600

The output was 9,300 units from Process A. 9,200 units were produced in Process B which
wee transferred to the warehouse, 8,000 units of the finishedproduct weresold at Rs. 15/-
pe unit, the selling and distribution expenseswere Rs. 2 per unit. Prepare (1) Process
Accounts, and (ii) astatement of Profit and Lossof thefirm for April, 1990, assuming there
wee no opening stocks of any type.

Solution
ProcessA Account
Dr. Cr,
Partiodars Units | Amaunt | Particulars Units | Amount
. Rs, Rs.
To Materidls 10,000 | 60,000 | By Nomd Los(5%d 10,000) 500 — ‘
To Labar 10,000 | By Abnamd Lass 200 1,600 f
To Overheads 6,000 | By Trande to
—_— ProcesB & Rs, 8 pgr unit 9,300 74,400 .
10,000 | 76000 10,000 | 76,000 {
' 8 |
a ._l-__- ’-
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R

Process 8 Account

Dr. P Cr
Particulars Units | Amount | Particulars Units | Amount
| Rs. | Rs.
To Transfer from Process A 9,300 | 74,400 | By Normal Loss (2% of 9,300) 186 —
To Maeria 6,140 | By Finished Stock
To Labowr 6,000 A/c at Rs. 10 per unit 9,200 | 92,000
To Overhead 4,600
To Abnormal Gain 86 860
9,386 92,000 9,386 92,000
Statement of Profit and L0SS lor April, 1990
Rs.
Profit on sde d 8,000 units 40,000
Less: Abnormal Lossin ProcessA 1,600
38,400
Add : Abnormal Gain in Process B 860
’ 39,260
Less: Setting and Distribution Expenses 16,000
23,260
Note: Thevaluation o unsold stock has been ignored.
Working Notes
1) Norma Output = Tota Input - Normal Loss
In Process A = 10,000-500 = 9,500 units
In Process B = 9300-186 = 9,114 units
2) Cost of Production = Totd Expenditure- Scrap vdued Norma Loss
In ProcessA = 76,000-NIL = Rs. 76,000
In Process B = 01,140-NIL = 91,140
. . Cog of Production
3) Costd Production per Unit Normal Output
In Process A = 76000 g per unit
9,500
In Process B = 9L140 - Rs 10 per unit
9,114
4)  Normal Loss Unit = Normd Output - Actud Output
In ProcessA = 9500 - 9,300 = 200 units
5)  €ost Of Abnorfmal Loss = Ab. Loss Unitsx Cost per Unit
In ProcessA = 200 % 8 = Rs 1,600
6) Abnormal Gain Units = Actud Output - Normal Output
In ProcessB = 9,200 - 914 = 86 units
7)  Valueof Abnorma Gain = Abnormd Gain Unitsx Cost Per Unit
In ProcessB = 86 % 10 = Rs 860
[llugtration 6
Product ‘Z’ isobtained after it passesthrough threedistinct processes. The following
informationis obtained from the accounts for the month-ending December, 31, 1989 :
Items Total Processes
| n i
Rs. Rs. Rs. Rs.
Direct Materia 7542 2,600 1,980 2,962




=
Direct Wages 9,000 2,000 3,000 4,000
Production Overhead 9,000 _ — —

1,000 Unitsat Rs. 3 each were introduced in process|. There was no stock of materialsor
work-in-progress at the beginning or at the end of the period. The output of each process
passesdirect to the next process and findly to finished stock. Production overheadsare
recovered at 100 per cent of direct wages. The following additional data are obtained :

Process Output during Percentageof ~ Value of Scrap
the month Normal loss per unit
to Input
] 950 5% Rs. 2
I 840 ’ 10% Rs. 4
11 750 15% Rs 5

Prepare process accounts; and normal loss, abnormal gain and abnormal loss accounts.

Solution
Process| Account
Dr. Cr.
Particulars Units | Amount Particulars Units | Amount
Rs. Rs.
To Unitsintroduced 1,000 '3,000 By Normal Loss 50 100
(5%0f 1,000)
To Direct Materials 2,600 ToTransfer to Process !! 950 9,500
To Direct Wages 2,000
To Production Overheads 2,000
1,600 | 9,600 =1,000= | =5:660—
Process I Account
Dr. Cr.
Particulars |—aits— | Amount | Particulass—— —Llits [ Amount
Rs. Rs
ToTransfer from Process | 950 9,500 By Normal Loss(10% of 950) 9%5 380
To Direct Materials 1,980 | By Abnormal Loss 15 300
To Direct Wages 3,000 | By Transfer to Proce;s [11 840 16,800
To Produgtion Overheads 3,000 ‘
950 | 17,480 : 950 | 17,480
Process Il Account
Dr. Cr.
Paticulars Units | Amount | Paticulars Units | Amount
Rs. Rs.
ToTransferfrom Processil 840 16,800 | By Normal Loss (15% of 840) 126 630
To Direct Materials 2,962 | By Transfer to Finished
Stock A/e 750 28,500
To Direct Wages 4,000
To Production Overheads 4,000
To Abnorma Gain 36 1,368
_ 876 | 29130 876 | 29,130

Pm( Costing
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Normal Loss Account

2 Cost of Production per Unit

Cost

o Production

Normal Output

9,500 )
In Process | = _____ = Rs 10 per unit
950
In Proczss 11 17,000 - Rs 20 per unit
855
In Process i 2012 _ Re3s per unit
714
3) Abnormal Loss Units = Normal Output - Actual Output
In Process| = 050 - 950 = NIL
In ProcessIl - = 855 -840 = 15 units
4) Cost of Abnormal Loss = Abnormal Loss Units x cost per unit
In Process| = NIL
In Process 11 = 15x20 = 300
5) Abnormal Gain Units = ActudlOutput -~ Normal Output
In Process 111 = 750 - 714 = 36 units

n

6) Vaueof Abnormal Gain
In Process 111

Ab. Gain Units x Cost per unit
36 x38 = Rs 1,368

Dr. Cr.
Particulars Units | Amount Particulars Units | Amount
Rs, Rs
To Process | 50 100 By Gsh A/c:
To Process 11 95 380 Process | 50 100
To Process Il 126 630 Process I 95 380
Process HI 90 450
I By Abnormal Gain A/c 36 180
271 (1110 o7 1,110
Abnormal Loss Account
Dr. Cr.
Particulars Units | Amount Particulars Units | Amount
Rs. Rs.
To ProcessII A/c 15 300 By Cash A/c 15 60
By Profit & LossA/c (10ss) 240
15 300 —15 (300
Abnormal Gain Account
Dr. Cr.
Particulars Units | Amount Particulars Units | Amount
Rs. Rs.
To Normal LossA/c
(unrealised scrap) 36 180 By ProcessIIl A/c 36 1,368
To Profit & Loss A/c (gain) 1,183
36 1,368 —36 | 1368
Vér ki ng Notes -
1) Cost of Population = Tota cost - Scrap vauedf Norma Loss
In Process I = 9,600 - 100 = R. 9,500
- In Prows II = 17,480 - 380 = . Rs, 17, 100
In Process HI = 27,762 - 630 = Rs 27,132



Hlustration 7

A product 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 followingdata is available for both the processesfor the month of February, 1991.

P Q
Materids in tonnes 1,000 70
Cost of materials per tonnein rupees 125 200
Wegesin rupees 28,000 10,000
Mfg. expensesin rupees 8,000 5,250
Output in tonnes 830 780

prepare process accounts, showing€ost per tonne of each process. There was no stock or
work-in-progressin any process.

Solution
Process P Account
Dr. Cr.
Paticulars Units | Amount Particulars Units | Amount
Ton. Rs. Ton. Rs.
To Maerids 1,000 | 1,25,000 By Lossin Weight
(5% of 1,000) 0 —
To Wages 28,000 By Normd Loss
(10% of 1,000) 100 8,000
To Mfg. Exp. 8,000 By Abnormal Loss 20 3,600
By Transfer to
Process Q & Rs. 180
per tonne 830 | 1,49,400
| 1,000 |1,61,000 1,600 | 1,61,000
Cost of Qutput per tonne = Loyt of Production
Normal Output
= 153000
850
= 180 per tonne
Process Q Account
Dr. Cr.
Particulars Units | Amount | Particulars Units | Amount
Ton. Rs Ton. Rs
To Trandfer from Process P 830 1,49,400 By Lossin Weight
(5% o 900) 45 -
To Maerids : 70 14,000 | By Normal Loss
(10% of 900) 90 18,000
To Wages 10,000| By Transfer to Finished stock
To Mfg. Exp. 5,250 at Rs. 210 per tonne. 780 [ 1,63,800
To Abnormd Gain ts 3,150 '
915 1,81,800 ) 915 1,81,800

_ Cost of Production
Norma Output
= 1.53.000
850
210 pa tonne

Cost of Output per tonne

Process Costing




Methods of Costing

working Notes

1) Normal Loss Unit

Normd Output - Actud Output

In Process P = 850 - 830 = 20tonne
2) Cogt of Abnorma Loss | = Ab. LossUnits x Cog Per Unit
In ProcessP = 20 x 180 = Rs. 3,600

3) Abnorma Gain Units Actud Output - Norimal Output
In ProcessQ = 780- 765 = 15tonne

Abnorma Gain Units X Cog per unit

4) Vdue of Abnormd Gain
15 x 210 = Rs.3,150

5) Loss in weight has no
scrap vadue

Illustration 8

A company manufacturesand sdls three chemicalsproduced by three consecutive processes
known as A, B and C. In each process, 2%0df the weight put in islost and 10%is scrap. The
scrap redlisesin Process A and B - Rs. 100 per tonneand in C - Rs. 200 per tonne. The
other detailsare as follows:

A B C
Méterids(in tonnes) 100 140 1,348
Codg of Materids pe tonne (in rupees) 120 200 80
Mfg Expenses(in rupees) 30,800 24,810 1,832
Output retained for sdle 25% 50% 100%
Output sent t0 next process 75% 50%
Solution
Process A Account
Dr. Cr.
Particulars. Units | Amount Paticulars Units | Amount
Ton. Rs. Ton. Rs.
To Materids 100 12,000 By Lassin Weight 2 —
To Mfg Exp. 30,000 By Scrap 10 1,000
By Trander to storesfor sale 2 10,450
By Transfer to Process B 66 31,350
100 | 42,800 —100 | 42800
Cost of Production pa tonne = 88
= Rs. 475 per tonne
ProcessB Account
Dr. Cr.
Particulars Units | Amount |  Particulars Units | Amount
‘Ton. Rs. Ton. Rs.
To Trandfer from ProcessC 66 | 31,350 .| B Lossin Weight 4 —
To Materids 134 26,800 B/ Scrap 20 2,000
To Mfg. Exp. 24810 | By Transfer to Storesfor sdle 88 41,480
—_ By Trandfer to ProcessC 88 41,480
200 82,960 200, |-82.960..
) Cost of Production per tonne = 80,960
176
90 = Rs, 460 per tonne




Process C Account

Dr. Cr.
Particulars Units | Amount Particulars Units | Amount
Ton. Rs. Ton. Rs.
To Trandfer from Process B 88 41,480| By Loss in weight 28 —_
To Materials 1,312 | 1,04,960 By Scrap 140 28,800
To Mfg. Exp. — 1,864 | By Trandfer tofinished sock 1,232 | 119,504
1,400 | 1,48,304 1400 | 1,48,304
1,19,504

Cost of Production per tonne =" 1232
='Rs. 96 pe tonne

139 LET USSUM UP

Process cogting 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
pesss through a number of processes, (i) the product of one process becomes the material
of the next process, and (iii) the products are standardised and homogeneous. Process
codting, therefore, is considered suitable for industrieslike textile, oil refining, paper,
breweries, etc.

Undar processcosting, a-separate account is opened for each processof manufacture and all
cods relevant to a processarc debited thereto. |f the whole output of a processis 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 sate in the market, the proportionate cost of
ach output is shown as a transfer to store. As for the last process, itstotal cost is transferred
to the finished Stock Account.

Proosss losses can he normal or abnormal. Normal losses are inherent in any process, They
canat be avoided. Hence, such losses should be absorbed by good production. Abnormal
lossssare caused usudly by factors like useof sub-standard material, inefficiency or
accidents Their cost is determined on the basisof 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 norma output. In such a situation,
theexcess is regarded as abnormal effectiveness(also called abnormal gain). The cost of

axh gain is also determined on the basisof the cost per unit of ‘output and transferred to the
Caodling Profit and Loss Account.

13106  KEY WORDS

Abnarmd Process L 0ss - Excessaf actual loss over normal loss which iscaused hy factors
like accidents, inefficiency, etc.

Abnarmd Gain : Excessof actual output over normally expected output. It isalso called
‘sbnormd effectives.

By-Produdt : A product of relatively small value produced incidently from processing the
1w materia for the main product. .

Joint Product : Two or more products resulting from processing a particular raw material.
Both have equally high value and merit recognition.

MassProduction Industries: Industriesengaged in a standardised and homogeneous
product on large scale.

Namd Output : The normally expected output from processing certain quantity of raw
material.

Nomel Process Loss : Loss bf materials expected under normal operation conditions and
inherent in.the process & manufacture,

Process Costing
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Process Costing : A method of ascertaining the cost of a product at each stage or process
o manufacture.

13.11 ANSWERSTO CHECK YOUR PROGRESS

A 3 i) True, ii) False iiiy True, iv) True, V) Fase

B 4 i) Normal, ii) Redisable, iii) Abnormal Loss, iv) Normal
Output, Vv) Normal Loss vi) Cash

13.12 TERMINAL QUESTIONS/EXERCISES

1) Distinguish between job costing and processcosting.

2) State the main characteristicsdf processcosting and outline the costing procedure
thereof.

3) Explain the meaning of normal and abnormal process lossesand state how, they are
treated in cost accounts.

4) Explain the following terms:
a) Abnormal Effectiveness
b) By-Products
¢) Joint Products

Exercises

1) Chemical X passes through three consecutive processes P, Q and R. From the
following cost data relating to the three processss, prepare the process cost accounts
and find out the cost of production of each process. The preduction per month was 270

bottles.

Items ProcessP ProcessQ ProcessR
Materials 8,750 4,250 2,900
Labour 3,600 9,00(; 2,700
Direct Expenses:

Fuel 1,500 1,500 1,500
Carriage Inwards 1,500 1,500 1,500
Factory Expenses 1,170 3,240 1,125

Indirect expensesRs. 3,825 should be apportioned on the basisd labour.
(Answer : Total Cog : 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.

Thetotal operating cost of the processfor the month wasRs. 12,50,000. 10%o0f the
input was wasted and was disposed off at Rs. 25 per tonne.

Preparethe Process 3 Account far the month of May, 1991 assuming that the wastage
was

i) thenorma processloss

i) 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 amaterial wascharged to Process| at therateof Rs. 4 per kg. The direct
labour accounted for Rs. 200 and the other departmental expenses amounted to
Rs 760. The normal loss is 10%0of input and the net production was 500 kgs
Assumingthat thescrap issold at Rs 2 per kg., prepare the Process | Account clearly
showing the values of normal and abnormal loss.




(Answer : Norma loss Rs 120; Abnormal loss Rs. 240; Transfer to Processil ‘v' Process Costing

Rs 3,000)
4) The particularsfor the last processare asfollows:
Units Rs.
Trander to lagt processfrom thefirg process 4,000 9,000
Transfer to Finished Stock from the last process 3,240 —
Direct Wages 2,000
Direct Materials used 3,000

Thefactory overhead in process was absorbed at 400%df direct materids. Allowancefor
normd lossis 20%of units worked. The scrap value df the wastage wasRs. 5 per unit.
Yau arerequired to prepare

a) Lat Process Account
b) Norma Wastage Account
) Abnormal Effectiveness Account.

(Answer : Transfer to Finished stock' Rs. 22,275; Abnormal Effectiveness Transfer
toP & L A/c Rs, 75 (275-200)

5 The product of a manufacturing company passes through two processesA and B. It is
acertained that in each process 10% of the total weight islost and 20%is scrap. The
redisation from scrap amounts to Rs. 160 per tonne and Rs. 400 per tonne from

processes A and B respectively.
The processfigures are as follows:

ProcessA Process B
Materidsconsumed in tons 2,000 140
Cod p tonne Rs. 250 400
Wages Rs. 36,000 Rs, 24,000
ManufadturingExpenses 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 unitsat 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 experiencethat wastage occursin the
processas follows: in Process A, 5%0f the unitsentering the processand in Process B,
10%00f the units entering the process. The scrap valueof wastagein processA isRs. 16

pg 100 tnits and in Process B is Rs. 20 per 100 units. The processfiguresare:

Process A ProcessB
Rs. Rs.
Materials consumed 6,000 3,000
Viages 7,000 4,000
Manufeduring Expenses 2,000 2,000

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 Accountsshowing the cost of
the outpuit. |

(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)

T) The product of a company passes through threedistinct processes to cotnpletion. From
the pedt experience it is ascertained that wastage isincurred in each process as under :
Process A 2%, Process B 5%, Proms C 10%

The wadtageof Processes A and B issold at Rs. 10 per 100 unitsand that of Process C
& Rs 80 per 100 units. 93




Methods of Costing Fd | ow g is the information regarding the production o March, 1979 :
Process A ProcessB ProcessC
Materials 12,000 8,000 4,000 .
Direct Labour 16,000 . 12,000 6,000
M achine Expenses 2,000 | 2,000 3,000
Other Factory Expenses 3,500 3,800 4,200

20, 000units have been issued to Process A a a cost of Rs 20, 000. The output of each
process has been as under :

Process A 19500 Units
Process B 18,800 Units
Process C 16,000 Units

Therewas no stock or work-in-progressin any processin the beginning and in the end of
March.
Prepare Process Accounts.

(Answer : Transfer to Finished stock 16, 000unitsat Rs 93,549.50)

'_ Note : . These questions will helpyou to understandthe unit better. Try to write answers |
for them. But do not submit your answersto the University. These arefor your
practiceonly.
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