COST ACCOUNTING 4, ;
AN INTRODUCTION el

Sheet fmm.the view of financial position. In this system profit analysis was the main criterion
for m‘ﬂ}ﬂmﬂ the efficiency of an enterprise. Later on, it was realised that along with profit
analysis the cost analysis is alsg equally important. In fact, cost computation, cost control and
mtanalysishﬂvebacomevﬂryumﬁﬂandimportantaapectsiuthiamnfmerehminess

competition and in this context a new branch of accounting known as ‘Cost Accounting’ has
emerged.

MEANING AND DEFINITIONS OF COST ACCOUNTING

Cost accounting is a specialised branch of general accounting in which detailed and
systematic information related to cost of goods or services are maintained in such a way as to

obtain detailed information about total and per unit cost and guidance for the analysis and
control of cost. Some of the definitions of cost accounting are as follows :

(1) *Cost Accounting is the technique and process of ascertainment of cost.”
| ‘ —1I. C. M. A., London
(2) “Cost Accounting is the provision of such analysis and classification of expenditure as
will enable the total cost of any particular unit of production to be ascertained with reasonable
degree of accuracy and at the same time to disclose exactly how such cost is constituted.”
—Walter W. Bigg
(3) “Cost Accounts are accounts supplementary or subsidiary to financial aceounts and are
compiled for the purpose of giving additional information as to the detailed cost of working of
an undertaking or any particular section thereaf.™ —L. B. Dicksee
(4) “Costing is the classifying, m#wum of expenditure for the
determination of the cost of products or m and for the presentation of suitably arranged
data for the purpose of control and guidance of the management. It includes the ascertainment
of the cost of every order, job, contract, service or unit as may be appropriated. It deals with the
cost of production, selling and distribution.” —Harold J. Wheldon
Conclusively, cost accounting may be defiend as the body of concepts, methods, techniques
and procedures used to compute, analyse or estimate the costs, profitability and performance of
individual products, services or departments and other segments of an enterprise.
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COST : CONCEPTS AND DEFINITIONS
Or

COST, COSTING, COST ACCOUNTING AND COST ACCOUNTANCY
The concept of cost account; ng can be understood

inter-related and many a times interchangeable terms like ‘Cost’ ‘Costing’, ‘Cost Accounting’
and 'Cost Accountancy’. In this context

the concept of these terms hs'm been explained as follows :
Cost

words,
“Cost is a foregoing, measured in mone terms, incurred or potentially to be incurred to
achieve a specific objective.” According mhc?ummw:l “Cost is a measurement
in mnmmmnﬂmemmtnfrﬂmmmdhthmﬂfmﬂfmﬂ
rend.eringmnrim,‘ltahouldn!mba

understood that the word cost can rarely stand alone and
Bhuuldbaqu&!jﬁadaﬂtnitsnntum and limitations,
Costing
“The techniques and process of i costs is known as Costing.” —ICMA
ting relates to the determination of cost

In order to ascertain cost, it involves system, methods lndtechnhmnflmmnhﬁm, clas-
sification and analysis of cost.
The ‘

mhunmmamwmmﬁmmw&rmhlm
uniturmatuentre,i.e..ummnhelmy' with a department that cost is
allocatedtnthatdepartmeEL e »

Cost Apportionment. pportionment is the process ﬂhﬁmﬂm'mmwm
cmmntmmesﬁmtedbuahnfbm&tm

Cost Absorption. It is a process ascertaining the charge of indirect cost unit of
production or service Inotherwurdn.t:heﬂ'lﬂhﬂil o

“Cost Accounting is the process of accounting for cost from the point at which expenditure
hinmrmdurmmmiﬂedmthembﬁlhmmﬂi&ﬂlﬁmmﬁhﬁﬂmﬁp'ﬂhuuq;h-ﬂd
cost units. In its widest usage it embraces the preparation of statistical data, the application of
mrto::trnl methods and the mﬂﬂmtoftham&m
planned.” : i :

labour and expense.
undnccnunﬁngfurnﬂthunﬂh_ﬁghd'mﬁhﬂﬂﬁir -
accounting. All the costs incurred from the ver beginning of

m;mﬂwnfmmmwﬁu_ and accounting in cost accounting,
Further, cost accounting serves as a tool of management Process and evaluates

mdmn-manﬂmdammnmﬁdanmm,mmmmmrw ;

planning, control of business operations, managerial decisions and special analysis.
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Cost Accountancy = [(Manc E}f_rwm.i - ﬂumwi-.--_fj

“Cost Accountancy is the application of costing and cost aceounting principles, methods and
techniques to the science, art and practice of cost control and the ascertainment of profitability.
it includes the presentation of information derived therefore for the purpose of managerial
decision-making.”

The term ‘Cost Accountancy’ includes (i) Costing and (ii) Cost Accounting. Its purposes are
(i) Cost-control and (ii) profitability-ascertainment. It serves as an essential tool of the manage-
ment for decision-making.

Cost-control is the objective of cost accountancy but the application of cost-control methods
lies in the domain of cost accounting. The cost-control methods are : (i) Budgetary Control,
(ii) Standard Costing and (iii) Responsibility Accounting,

The cost-control does not necessarily mean cost-reduction. If the prices of material and
labour go up and consequently the operation cost goes up, the cost can be said to be within control
even with the increased cost provided there is no abnormal wastage or greater idle capacities
or any marked inefficiency. However, the costs reduced as a result of application of cost-control
methods are very much welcomed.

Profitability is different from profit-making. Profitability is the potentiality to make profit,
inherent in the business, or in a enterprise. An enterprise may be capable to yield a profit of ¥
one lakh, but due to non-applicability of cost accounting techniques, it may be earning only a
profit of 2 60,000. In other words, the actual profit in this case is 60,000, while the profitability
of the enterprise is ¥ one lakh.

The ascertainment of profitability is the function or the objective of cost accountancy but
the application of methods for its ascertainment is the task of cost accounting.

DIFFERENCE BETWEEN COSTING, COST ACCOUNTING AND COST ACCOUNTANCY

| Basis of Difference | Costing Cost Accounting Cost Accountancy
1. | Meaning and relation |It is concerned with | It is concerned with | It is concerned with the
ascertainment of cost. | recording of cost. principles, techniques.. —
and methods of costing
. . '  the business. |
2. | Scope It is very narrow in its | Itis narrow inits scope. | It is wider in its ~
3. | Point of functioning ﬁmm where ac- | It begins where costing Itgthum:ﬁngpﬁnl
countancy ends. ends. of costing system
4. | Persons involved It is related with cost | This work is related | It involves cost account-
tant. with cost clerks. ant as well as manage-
ment accountant.

mruq;ai:;um AND CHARACTERISTICS OF COST ACCOUNTING
The nature and main characteristics of cost accounting can be identified as under :

(1) Specialised Branch of Accounting : Cost accounting is a specialised branch of accounting
which covers collection, classification, recording, apportionment, determination and control of
cost, Though it is based on double entry system but has its own concepts and conventions also.

(2) Art and Science Both : Cost accounting is a science because it has its own principles and
rules, which are followed on regular basis and in a systematic manner. It is also an art because
its principles and techniques are used in solving the business problems through cost data.

(3) Recognised as a Profession : As cost accounting is a specialised branch of knowledge, it
is recognised as a profession also. The Institute of Cost and Works Accountants of India provides
professional assistance to cost accountants and frames the rules for their professional working
i il rolessional work

(4) Determination of various Components of Total Cost ir P i ;
services through the process of accumulation, clas
elements of cost include (a) material, (b) labour and (¢)

el
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Miftudetmmimtotﬂ cost and cost per unit. It also determines the cost of incomplete
*Wkﬂﬂﬂhinmmifﬁewwkrmuinnunmmplm
(5) Application of Statistical Data of Computing Profit and Cost : The extensive use of this
system involves application of statistical data, control methods and techniques and determining
profitability. The statistical data are helpful in preparation of cost sheet, cost statement, various
cost accounts and are used for the purpose of cost comparison. r
(6) Helpful to Management : This system provides information and measures for control
and guidance for various levels of management.
SCOPE
Whn[aylhmhelputha MANF I

4. Cost Determination. It is also ca ‘cosf
cost of individual products, services, d j
done by preparing cost sheet or statement of co
this purpose.

5. Cost Control. It is an imports
can be adopted. E : s

6. Cost Comparison. It referes to comparison of current cost with previous cost or cost of

7. Cost Reporting. It means communic:

wl - : :.-'E.' P e

“.'- H 510N-mal
produced or services rend -
o SRR It involves the et
s of | -
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materials, labour, overheads, sales, finance and other allied activities and the actual performap.
¢es are compared with the budgets and standards so set. The variances arising out are studieq
and located to bring to light the lapses in the performances,

(2) Other Advantages of Cost Accounting
(1) Control on Wastage of Material and Labour. This system keeps a good check and contro]

ofjobs, processes, cost centres, ete. between the two periods or
firms under Inter-firm Comparison System helps to control the costs.

(vil) Use in Policy Decisions. Marginal costing helps the management in deciding the
internal policies of sales, price fixation, increase in production, etc., and the dj
helps to choose the better of the two alternatives open to the management.

(3) Advantages to Employees

Cost accounting system is useful to the employees also. Itis wrong
the labour class. This system believes in (a) imparting training to workmen and to make them
efficient, (b) introducing incentive plans of remuneration, and (c) providing welfare amenities.

In the event of g dispute arising, the cost records help to do away with the misunderstandings.
(4) Advantages to Consumer

Cost accounting system provides cost control which leads to reduction in cost of product
and services. These help the urganiaatiuntuoﬂ'urpmdnctnnduﬁimmthamms at lower
price and of good quality.

(6) Advantages to Government

This system is useful for Government for deciding the state subsidy to industry and also
for economic planning and development by the State. The Government requires various details
of cost in formulating various economic policies, such as Tax policy, Business policy, Industrial
policy, Financial policy, Import-Export policy, ete.

(6) Advantages to Investors

The Banks and other investors also find it mﬂ vestment in the ¢
which employ costing methods because it helps in determining the worthine s of credit bein
granted to them. e .

]
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INSTALLATION OF COSTING SYSTEM

Installation of a cost system is not an expense but an investment as the rewards are much
greater than the expenses incurred. The cost system is for the business and not the business for
a system of cost. Therefore, the system has to be so designed as to meet the specific needs of the
enterprise.

(A) General Considerations for Installing Costing System

The general considerations to be observed in installing a costing system are as follows :

1. Objective of Installation the System. Whether the objective of installing the costing
systemis limited to a specific area, e.g., material management, or fixing selling price, or to arrive
at a certain managerial decision: or the objective is to install the system for covering all the
aspects of cost affecting the business, is to be decided. The approach to install the system will
be dependent on its objective.

2. Areas of Operation. Having decided the objective, the areas of operation of the system
are to be studied, by which the management can be best benefited. If production is slack,
attention will have to be paid to increase it; if production is good but the sales are receding,
study will have to be made to increase the sales and action taken according to the results of
study and analysis.

3. Organisation of the Business. No system of cost installation would succeed until the
organisation structure of the business is taken into account. The organisational part would help
to determine the scope of working and improvement.

4. Conception and Reception of the Idea. The idea of the installation of the cost system is
to be placed before the staff and the workers in a manner that it is well received and not objected
to on flimsy grounds. The success of the system would depend on the co-operation of the persons
engaged in the enterprise, and the co-operation will be forth-coming only if the ideas and plans
are well-conceived and received. The benefits of introducing the system to all the sections should
be well-explained.

5. Collection of Data and Prompt Information. The cost data works as a base for decision-
making. Therefore, a proper system should be evolved for the collection of the required cost data
and information promptly. Secondly, there should be a system to verify the correctness of the
data supplied, otherwise the conclusions drawn may be wrong and time spent in its working
may go waste.

6. Cost Records and Cost Books. The mﬁnmnfmtrmdamdmth@sdupmda
on the size and nature of the business, but the basic requirements are to be provided as are
needed to meet the objective of cost system in that business. The manner in which the financial
accounts could be interlocked into an integral accounting system has to be studied and worked
out. Proper books and records are to be kept and maintained to meet the requirements of either
of the two situations mentioned above.

7. Control System for the Elements of Cost. System would have to hedemedforramrmng
and controlling costs of materials, labour and overheads, in accordance with costing principles
and procedures.

8. Type and Method of Costing. The choice of method of costing would depend on the nature
of production, e.g. Job Cost method or the Process Cost method. For cost control, standard costing
along with budgetary control may have to be selected and applied. Similarly, for decision-
making, Marginal and Differential costing techniques may be found useful. Preparations for the
application of the particular method R::d mﬁgﬂw should be made initially,

9. Responsibility Accounting. ponsibili accounting is a techni of
delegating and locating responsibility for costs, on individuals or a ;fup mﬂm

ta, ete,, known as responsibility centres. It has to be judged whether a pacti 1.
Official who had been assigned a particular function, has implemented the same or not within
the time allotted to him, and thus the responsibility has got to be fixed for failure-action of
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individual persons, for the sake of co | ibil
. ’ ntrol of cost, F , a system of responsi
accounting should be evoly SR TP -HUR HirRe; & 8y s hlhtr

(B) Specific punuideratinns for Installing Costing System
. The specific considerations as distinet from general considerations to be kept in view while
installing a cost system are as follows :

. 1. Size and Nature of Business, In a business of big size, a detailed cost system is
while in a small business, the system should be within the requirements so that the expenses
on the installation and its working may not outweigh the utility.

2-_ Products. The nature of product determines the method of costing to be applied. If the
material content of the product is more valuable, the material cost records need be kept in
comparatively more elaborate manner so as to make material cost control effective. Same is the
position with regard to labour and overheads.

3. Organisation. The organisational set up for a costing system should be so modelled that
the control part is exercised by the Cost Accountant, as such, the present organisational set up
of the costing department needs close study to suggest necessary changes.

4. Functional Study. The functional divisions of an undertaking based on cost are
(a) Manufacturing, (b) Administration, and (c) Selling & Distribution. A study of the present
working of the different departments is necessary to suggest improvements.

(C) Principles for Smooth Working

The following principles should be kept in mind while introducing the cost system :

1. The system should be simple and easy to operate,

2. The system should be flexible, so that it may be expanded or contracted as per needs of
the business,

3. The existing pattern should be disturbed only as little as may be considered desirable.

4. The desired changes be introduced gradually and not in haste.

5. Confidence be created by the Cost accountant in the minds of management and executives
regarding the utility of the system, so as to avoid unnecessary criticism and to obviate obstacles.
(D) Line of Action

The following line of action is recommended for the installation of cost system :

1. Determination of the type of costing and the method of costing, as may be suitable for
the undertaking.

2. To prepare forms, cards, report-proformas, books, ete., for keeping records of all the
elements of cost, viz., material, labour and overheads,

3. To decide issues regarding material cost control, i.e, purchase, storing, issue and

valuation,

4. To decide matters regarding labour cost control, i.e., job evaluation, merit rating,
appointment, time recording, division of work, remuneration of labour and other allied problems
like idle time, overtime, labour turnover, casual workings, etc. Where the work is carried on
more by machines, proper records be kept for the machines. _ :

5. To suggest a suitable system for the collection, classification and analysis of all types of
overheads, i.e., manufacturing, administrative and selling and distributive. e

6. To decide the methods of allocation and apportionment of overheads among the Produc-
tion departments and Service dap?nmﬂ];mhich should be earlier clearly demarcated, and to
decide the method of absorption of over :

7. To decide normal capacity of production and prepare budgets and standards. |

8. To maintain books of cost control accounts based on double-entry principle. e,

9. To devise information system by which the costing department may communicate
other departments and receive reports and other necessary information M’ v J

el gyl »
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tion
4. Ascertainment of
Cost
5. Period of Informa
tion

8. Calculation of

Tender Price

9. Comparison  of
Cost

10. Relative Efficiency

11. Valuation of Stock

Iz.‘ﬁndum

13.  Legal Compliance

14,

‘Kept by business engaged either in

Cost Accounti ng

Afanufacturing or in  rendering
services where the cos t per unit is to
be ascortained.

Maintain full and detailed records
pertaining to all the three elements

of cost, viz., materials, labour and
EXPOnses,
Provide data and reports to
management for cost-nscertainment,
planning, control and decision-
making.

Ascertain the cost of each product,
Jjob or arder and then show profit/loss
made on each.

Provide information to management
as and when desired, daily, weekly,
maonthly, quarterly, ete.

UNTING : AN INTRODUCTION

ETWEEN COST ACCOUNTING SYSTEM AND
_ FINANCIAL ACCOUNTING SYSTEM

To mlcu.'lat.e the cost, the indirect :

annm:! Aﬂ:uu ntis ng

Kept by all types of business houses,
big or small, whether engaged in I
trading, manufacturing or non- -profit |
making associations.

Record all types of ex and incomes
and also iterns of ﬁ%t Appropriation.
However, they do not keep detailed
records of elements of cost.

Provide information to
management outside parties in
the form of Profit & Loss Afc and
Balance Sheet of the business as a

receipts, payments and credit

transactions.

It is almost necessary to maintain

:lumlrnﬂﬂmm:mﬂ%
requirements Gmnhl

muﬁw

obligatory to keep them.

Not much use is made of such

presentation in this system.

oCanned with Camscanner



“A classification has to be made to arrive at the detailed costs of departments, !
Mmﬂas.ﬁbswnﬂmm&tmiﬁ.]ﬁbﬂmﬁtqumnmhww
such analysis, and in many instances an average unit cost could be obtained but none of the

advantages of an analysed cost would be available.” —Harold J. Wheldon

ELEMENTS OF COST
“Cost is the amount of expenditure (actual or notional) incurred on, or attributable to, a
given thing.” —ICMA
‘Gostiaameusummant,inmunﬂtarytarms,oftheamnuntofrmmusadfnrthapm
of production of goods or rendering services.” —CAS-1
The elements of cost are :
(I) Materials Cost, (II) Labour Cost, and (III) S
—TM
“Material cost is the cost of ma any nature used for the purpose of production of a
—CAS-1

product or a service.” ) ; ‘ _

It is worth mentioning that material cost includes cost of procurement, freight inwards,
taxes and duties, insurance, etc. directly attributable to the acquisition. Trade discounts,
rebates, duty drawbacks, refunds on account of modvat, cenvat, sales tax and other similar items

are deducted in determining the cost of material.
Hmriahmati:uftwntypea.uiz..{i}DirectMata-iaJsCmt.md{iﬂlndirmHatmiahCut
(i) Direct Materials Cost. Direct material cost has been defined in Cost Accounting

Standards (CAS-1) as a “Cost of material which can be directly allocated to a cost centre or a

cost object in economically feasible way. _ :
Thus, direct material cost can be termed as a cost which can be identified easily and

economically traced directly with the final or end product.

Direct materials includes the following :

(a) the cost of those materials which enter into and form major part of the product, e.g.,
timber in furniture-making; clay in brick-making; cement, stones, etc. in building; yarn
for cloth-producing, ete.;

(b) materials specially purchased or requisitioned for a specific or a particular job, process,
or work order and used therein;

the succeeding process; - |
._ cigarette

(¢) materials passing from one process or operation to the other, for instance, in the process
costing the finished product of a process becomes the direct materials for the next or

(d) the primary packing materials, e.g., match-box for keeping match-stick
Direct Materials are also known as Process Materials’, ‘Prime Cost Materials' or
‘Productive Materials’.
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(ii) Indirect Materials Cost : Indirect Material Cost has been defined in Cﬁ;j;:t:ha 3
of material which can not be directly allocable to a particular cost centre Or 805006 0
Allocation means, ‘to relate the entire cost of an item to dl: '“l fi b :3:1; centre ah::l.;
IR - % : irect oT &8 '
units.’ This thus means that the cost which has been incurred y urred which relates to

directly be allocated to that cost centre. But where the cost has been inc
more than one cost centre, for example, power, fuel, repair and maintenance etc. whose benefit

N " which cannot be allocated, are to be
is enjoyed by all the cost centres, and whose costs, whic the materials which cannot

apportioned to or absorbed to cost centres or cost units. These arem e o cont il
be traced as a major part of product but are distributed to various cost cen : )
el : als cost is the cost of those materials which

some equitable basis, In other words, Indirect materi ! .
do not form major part of the product but which halpthepmdudwnandwhuhmh

conveniently assigned to specific physical units, for example : _ b, .07 |
(a) Lubricating Oil, Fuel, Cotton waste etc., WMWWMWBM
and machinery;

(b) Small tools:;

(¢} Stores used for repairs and maintenance.

Items of small values like thread, gum, nails, etc., though forming part of the product and
thus reckoned as Direct Materials, are treated as ‘Indirect Materials’ for the reasons that it is
difficult to calculate the cost per unit of that material. The thread or gum used in book-binding,

nails used in shoes, etc., are the examples.

Il. LABOU

According to CAS-1, “Labour cost means The payment made to the employees, permanent
or temporary for their services.” Thus labour cost includes salaries and wages paid to permanent
employees, temporary employees and also to employees of the contractor. Here, salaries and
wages include all fringe benefits like Provident Fund Contribution, gratuity, ESI, overtime,
incentives, bonus, ex-gratia, leave encashment, wages for holidays and idle time, etc.

Labour Cost is sub-divided into : (i) Direct Labour Cost, and (ii) Indirect Labour Cost.

(i) Direct Labour Cost. Direct Labour Cost has been expressed by CAS-1 as “the cost of wages
of those workers who are readily identified or linked with a cost centre or cost object.”

Thus, wages paid to workers who are engaged in production process, i.e., engaged in
mn?eﬁ.ugtheahapaofthemwmmﬁﬂ.whmﬁmamhmﬁmﬂyﬂndwm
to units of product or service can be referred to as direct wages on direct labour cost eg.,
carpenters for furniture making, weavers for textiles and all workmen engaged in assembling
parts, polishing, ete., in a moter-car manufacturing concern. Direct labour is also known as
Process Labour, Operating Labour, Prime Cost Labour or Productive Labour.

Thus, direct labour cost can be identified to cost centre or cost units and can be allocated

to the cost centre or cost units to which it relates.
(ii) Indirect Labour Cost “is the wages of the employees which are not directly allocable to

a particular cost centre.”

It is the cost of labour not directly engaged in the production operations but engaged to assist
or help the production operations, eg, Watchmen, Store-keepers, Inspectors, Repair and
maintenance workers, etc. The labour cost of these persons cannot be directly identified with a job,
process or production order and so it cannot be charged directly to that job, process or operation.

The examples of indirect labour cost are :

(1) Wages of indirect labour;

(2) Wages of idle time;
(3) Remuneration of repair and maintenance services;

(4) Workmen's compensation;

(5) Holiday pay; ] S il
(6) Overtime wages. sl ol |
ocanned with Camascanner
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: T et s . . EXP [
Labour. It is defined h}.elglﬂi :_ Izﬂ t of oot mean the expenses other than Materials and

cost of services provided to an undertaking and the
Owned assets,” A

] . -~ According to CAS-1, “Expenses are other than material
cost or labour cost which are involved in an activity.” e —_—

Expense & o = N |
ﬁfﬁmtﬂﬁm?}myﬂ () Direct Expenses, and (ii) Indirect Expenses,

: t expenses are the expenses other than direct material or direct
labour which can be identified or |; bod wi Dy
Thus the Direct Expens - inked with the cost centre or cost object.

job, process or operation. These e

(a) Cost of Railway freight, carriage,
specified job or process:

(b) Hiring charges of a special plant, machine or tools commissioned for a specific contract:
(¢) Cost of operating a machine used on a particular job;
(d) Royalty paid to lessor for a particular lease contract:

(e) Cost of special patterns, designs or plants for a particular job or work order;

() Research or experimental expenses related to a particular work order:

(g) Fees paid to surveyors, architects, etc., specialy appointed for a particular work ete.

(i) Indirect Expenses : “Indirect expenses are the expenses other than of the nature of
material or labour and can not be directly allocated to a particular cost centre” —CAS-1

Indirect expenses are those expenses other than indirect material cost and indirect labour
cost which cannot be directly identified with a particular job, process or work order but are
common to jobs or process. These expenses include : (i) Factory expenses, (ii) Office and
Administration expenses, and (iii) Selling and Distribution expenses.

etc. incurred on the materials purchased énly for a

DIFFERENCE BETWEEN INDIRECT EXPENSES
B"ﬁﬁ"‘ Direct Indirect Expenses
1. |Relationship Mmmwgﬂmmmmnﬁm
with Production | with production, ie. they increase or |related with production.
decrease directly in the proportion of
increase or decrease in production.
2. |Relationship | Direct expenses are the parts of Prime | Indirect expenses are added after the
with Prime Cost | Cost. - calculation of Prime Cost.
3. | Production If sale price realised is less than the total | Indirect expenses do not play significant
Decision of direct expenses, the production may be | role in production decision.
dropped ie direct expenses play an
important role in production decision.
4. |Coverage Direct expenses include direct|Indirect expenses include
Scope materials, direct labour and other direct | overhead, office overhead and selling
expenses. * | and distribution overheads.
OVERHEADS

Overheads may be referred as the cost of indirect material, indirect labour and such other
hicl Elnnmummmwmmnmmmimmm.
Wmehﬁmm:tllmmmmm]me
Indirect Labour Cost; and (3) Indirect Expenses.
CAS-1 defines overheads as follows : | PO T
mmmMim&ﬁaﬂeuMﬁim.ﬁﬂﬂnn-mmmf

oCanned with Camscanner



Scanned with CamScanner




— o T TS AL GLASSIFIGATION
pasic Rules for Classification of Cost

1. Classificati i
10n of cost is the arrangement of items of costs in logical groups having regard

to their nature (subjact; .
Jective classification) or purpose (objecti i i
2. Items should be classified by one gharste i o e e ncation).

ambiguity. aracteristic for a specific purpose without
3. Scheme of classification
should be such that every item of cost can be classified
Basis of Classification : N, o i
ing of CAS-

1, cost m : . S
I Nature of Expenses ay be classified on the following basis :

II. Relation to Cost Centre-Traceabili

III. Functions/Activities. PP

IV. Behaviour : Fixed, Sem-variable or Variable.
V. Management Decision-Making,

V1. Production Process

VIL. Time Period

L. According to Nature of Expense

Costs should be gathered together in their natural groupings such as material, labour and
other expenses. I+tems of costs differ on the basis of their nature. On this basis the elements of
cost can be classified in the following three® categories : (i) Material (ii) Labour (iii) Expenses.

Cost

l Classification by Nature

. ' o

Material Labour Expenses

IL. According to Relation to Cost Centre

According to this basis, classification should be made on the basis of method of allocation
of cost to a cost unit. If an expenditure can be allocated to a cost centre or cost object in an
economically &nﬁH&wmt&mﬁhmﬂnﬂﬂMMtbﬂmﬂm@mtwiﬂbem
as indirect. This classification can be explained with the help of following chart :
Cost
lwwm.ﬁuumcmm

: 22
T

" Expenses
Direct Cost : Direct cost is the cost which can be directly identified with the final
or service. It is a cost which is easily and economically be attributed to the cost unit directly.

I T already been discussed in detail in this chapter.
2 EWMM;MthMhM ;
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Indirect Cost : An indirect cost is the cost which cannot be economically tl'ﬂﬁ!d di""'-'ﬂj'_ with
the final product i.e. it is associated with the manufacture of two or more units uf_ finished
product. These are also known as Common cost. Indirect cost has three compoments : indirect

material cost, indirect labour cost and indirect expenses.

II1. According to Functions or Activities . ‘
be classified into five major categories :

On the basis of functions or activities, costs may
(1) Production, (2) Administration, (3) Selling, (4) Distribution. (5) Research and Department.

(1) Produetion Cost : It is the cost of sequence of operations which begins with supplying
materials, labour and services and ends with primary packing of the product. According to
CAS- 1, “Production cost is the cost of all items involved in the production of a product or service.
It includes all direct and all indirect costs related to the production.

ﬂﬁsmslianlmknuwnas‘ManufncturingCoat‘nr‘FMth’. ‘

The main items, which are included inthaindirect?oatmlataﬁ:tppmdwm:rqllﬂhu

(i) Salaries for staff for production planning, technical supervision, factory administration,
ete. (i) Normal idle time cost, (iii) Expenses for stores i
the factory, (v) Labour welfare expenses, (vi) Dispensary and canteen expenses, (wii)
and machines, (viii) Repair and maintenance

Depreciation of plant
and machineries, (ix) Insurance, (x) Quality control, etc. _

(2) Administration Cost is “the cost of formulating the policy, directing the organisation and
controlling the operations of an undertaking, which is not directly to a pﬁm&n.

selling, distribution, research or development activity or function.”

Administration Cost comprises Office and Administration expenses.

According to CAS-1, “Administration costs are expenses incurred for general management
of an organisation. These are in the nature of indirect costs and are also termed as a 1 i
overhead. Examples of items to be in included in Administrative are :

(i) Salaries of administrative and accounts staff, (ii) General office expenses like rent,
lighting, rates and taxes, telephone, stationery, postage, etc. (iii) Bank charges, (iv) Audit fees,
(vi) Depreciation and repair and maintenance of office building, etc.

i msturseekingmmatennduﬁmuhtadnmnnd{m

‘marketing) and securing orders.” It is also known as Selling expenses or Selling
wheih include all the expenses of Selling Department.
i related to selling of products or services

AemrﬂingtumL‘Sallingmtamindurectm
and include all indirect costs in sales management for the isation.” It is worth mentioning
thmmmmmmﬂmmmhmmmmmmmmﬁmmm

jon activities. Ezamplasofwwhiuhmﬁﬂudnﬂinuﬂlingmtm:
{i}mmm.mmmunmdmmmwmmwm&}mmmm
(iii) Legal expenses for debt realization, (iv) Market research cost, (v) Royalty on sale, (vi) After

sales service cost, etc.
[4}nidﬁbuﬂmcﬂih‘thamutufneqmufmﬁmnwﬁchhﬁmﬁthmaﬁmth!
packed product available for despatch and ends with making the re-conditioned returned empty
package, if any, available for re-use.” —_ICMA
It is known as Distribution expenses mmmmmmmmw
of freight, shipping charges and also the expenses of reconditioning the returned packages
for using them again. 544
According to CAS-1, “Distribution costs are the costs incurred in handling
the time it is completed in the works until it manhuthaulﬂmnhmu;mr' B
(5) Research and Development Cost : Raaaarchandﬂwﬂopmmtﬂmt
undertaking research to improve quality ofa Fmﬂtmﬁllﬁtﬂ'hnww&m?mtrm
develop a uI::W ww research, etc. and commercialization thereof.
On whole cost comprises the cost of development L
manufacturing process; improvement of existing products, process and J,::gm ::
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ication of
ses for known products; solving technical problem arising in manufacture and EI;FIM“:::;U‘;
roducts €tc. Development cost includes the cost incurred for commercialization/implemen

fresearch findings.
v. According to Behaviour of Cost

(Cost are classified based on behaviour as fixed cost,
epending upon response to the changes in the activity levels.

variable cost and semi-variable cost

Cost

l Classification by Behaviour

Fixed Variable Semi-variable
(1) Fized Cost :Mcmﬂingmmz.'ﬁxedmatisthamtwhichdmmtvmmﬁm
hange in the volume ufacﬁﬁtyintheahmtrun.ﬁaﬂﬂhmnntmwwig
theactivityofanenterpreae.Thasemshamalmknuwnu?uhdmt’m

luctuation in
f fixed cost are : salaries, rent, depreciation, audit fees, etc.”
Total Cost
Cost per
Unit
(%)
Volume of Output Volume of Output
Fig. 2. Total Fixed Cost Fig. 3. Fized Cost per Unit

Ithdmthatthnughthemmlmmntufﬁmdmdnumtmhutﬁmdmtwam%t
raries with the change in output. prmducﬁmdmmﬁmdomtperunitmandﬂ

uction increases fixed cost per unit decreases. :
M{E}Whﬂnu:mrdi::ncml,'?aﬁahlemisthemtafamuwﬁchmdnm
lirectly vary with the volume of activity. Variable cost has two parts (a) Variable Direct
ind (b) Variable Indirect Costs. Variable indirect costs are termed as variable overhead.”

ﬁm?ﬁablamhmhﬁmtmﬂmﬁmwbkhwmdﬁeﬂpmm}ﬁmwﬂhﬂm
minmﬂducﬁmmwhichdmmmmﬁththqumﬂm
r&.mmmm.m«,mmmmmmunﬁmm
Phus, variable cost tends to change proportionately with the change in quantum of production
but per unit variable cost remains the same.

Total Cost
Variablef per
Cost Unit
() (52}

Volume of Output
Fig. 6. mmwﬂ
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——

(3) Semi-fixed or Semi-variable Cost : According to CAS-1, “Se_mi—v_amble costs contain h‘:th
fixed and variable elements. They are partly affected by fluctuations in the level of activity,
This is a cost which changes but not in direct proportion to the increase or decreme in th,
production-output, e.g., Repairs and Maintenance, Electricity bill, Telephone bills, etc. Theg,
costs are made up of fixed and variable elements.
The main features of semi-variable cost are as follows : _ _
1. This cost increases with the increase in the level of activity but not in the same proportig,
as the activity increases.
2. This cost will not be zero, even if production is nil. o
3. In some cases this cost may remain fixed to a certain level of activity and thereafter, j
may increase on slab basis. _ _—
It is worth mentioning that there is no definite pattern of behaviour of semi-variable costy
It may move in any one of the following patterns :

© Volume of Production X O

Fig. 6
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v. According tﬂi Ra:;vanm to Decision-making and Control
Costs are classified for the byl i ; ¢
: sl purpose of management decision-making under differen
(1) H"".i::f Cost: As per CAS-1, “Marginal cost is the aggregate of variable costs, i.e., prime
cost pluﬂ;ﬂ“ e “"Erh*_ﬂﬂd- Marginal cost per unit is the change in the amount at any given
volume of output by which the aggregate cost changes if the volume of output is increased or

——

deﬂ'ﬁ’”d b}' one unit.”
]-'"-_[ﬂ"gmal cost refers to variable cost only. It does not include fixed cost as shown in the
following figures :
el ST Total Cost (9 Marginal Cost (9
0 600 (fixed) -
1 1,000 400
2 1,400 400
3 | 1,800 400
| 4 i 2,000 400
(2) Differential Cost : As per CAS-1, “Differential cost is the change in cost due to change

in activity from one level to another.”

Differential Cost is found by using the principle which highlights the points of differences
in cost by adoption of different alternatives. This technique is used in export pricing, new
pmducl:;:nd pricing of goods sought to be promoted in new markets, either within the country
or outside.

The algebraic difference between the relevant cost at two levels of activities is the
differential cost. When the level of activity is increased, the differential cost is known as
incremental cost and when the level of activity is decreased, the decrease in cost is known as

decremental cost.

Output Unit | Differential Unitin|  Total Cost Differential cost | Differential cost per
in lakh lakh | (¢ lakh) (v lakh) unit (¥
{a) 1.00 — 30.00 —_ -
(b) 1.20 0.20 (b)(a) 35.00 5.00 25.00
(e) 0.80 0.20 (a)-c) 26.00 - 4.00 — 20.00

(+) Incremental cost, (-) Decremental cost

ta}ww;mwcﬂmw@mmmmﬂmmm
by adopting a particular strategy or employing resources in specific manner.” In simple words
the cost which are related to the sacrifice made or the benefits foregone are opportunity costs.
To take an example, if a part of the factory building has been let out on rent and now we want
to use that portion for installing a plant, we would naturally lose the rent that we used to get.
So the loss of rent is the opportunity cost which would arise due to putting the part of that factory
building to an alternate use available to the owner, and this cost should be kept in view while
installing the plant. : ' ‘ _

The opportunity cost is considered for selection of a project or justification of investment,
studying variability of an investment option. _

(4) Replacement Cost : It is the cost of replacing a material or asset, by purchase from the

originally purchased @¥ 250 per kg and now it can be replaced

current market. If X" material was or)j
by purchase from the market at the current rate of ¥ 280 per kg, the replacement cost is ¥ 280

per kg,

ﬁ}mm : “Relevant Costs are costs for a specific purpose or situation. In the
context of decision making relating to a specific issue, only those costs which are relevant are
considered. A particular cost item may be relevant in a decision-making and may be irrelevant
in some other decision-making situation. For example, present depreciated cost of machine is
relevant in case of decision of its sale but it is irrelevant in case of decision of its replacement,
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. 6) Imputed Costs : As per CAS 1, “Imputed costs are hypothetical or notional costs, not
lﬂvﬂlﬂng_ cash outlay, computed only for the purpose of decision-making." Thus, it is .
hypothetical cost required to be considered to make costs comparable. If the owner of the factor,
charges rent of the factory to the cost of production to make cost comparable with that of thog
undertakings which run production in rented factories, it is an imputed cost as the rent hyy
actually not been paid. Same is the case with charging Interest on one’s owrr capital.

(7) Sunk Cost : A cost which has been incurred in the past and is not relevant to th
particular decision-making is sunk cost. If it is decided to replace the existing plant, the writte,
down book value of the plant less the sale value of the existing plant is a sunk or irrecoverabl
cost. Sunk costs are generally historical cost in nature.
~ -(8) Normal Cost : Normal Cost is a cost that is normally incurred at a given level of outpy
in the conditions in which that level of output is achieved. Normal cost includes those items g
cost which occur in the normal situation of production process or in the normal environment ¢
the business. The normal idle time is to be included in the ascertainment of normal cost.

(8) Abnormal Cost : Abnormal Cost is an unusual or a typical cost whose occurrence i
usually irregular and unexpected and due to some abnormal situation of the production
Abnormal cost arises due to idle time for some heavy break down or abnormal process loss. The;
ﬂnut considered in the cost of production for decision making and are charged to profit and

account.

(10) Avoidable Cost : Avoidable Costs are those cost which under giwen conditions d
perfomance efficiency should not have been incurred. Avoidable costs are logi associated
with some activity or situation and are ascertained by the difference of actual cost with the
happening of the situation and the normal cost. When spoilage occurs in manufacture in exces
of normal limit, the resulting cost of spoilage is avoidable cost. Cost variances which an
controllable may be termed as avoidable cost.

(11) Unavoidable Cost : Unavoidable Costs are inescapable costs which are essentially &
be incurred, within the limits or norms provided for. It is the cost that must be incurred unde
a programme of business restriction. It is fixed in nature and inescapable.

(VI) According to Nature of Production Process -

On the basis of nature of production or manufacturing process costs may be classified as

follows :

Cost
l Classification by time

.. l l l

Historical Pre-determined Standard Estimated
Cost Cost Cost Cost

uﬂnmnfmn.tinunu;: or repetitive operations or processes, thﬁmﬂhwﬂadmapuﬂ
?mmmupmmmmmwmﬂmwmmmw

numberofunitnprodmedinthemndm-iugthupm:ind_ I 4
» (Slwm_:OpenﬁmCmtmthemtufupmﬁcmm@hdmgw
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. ii;lgz?#“ﬂ Cost : Contract cost is the cost of a contract with some terms and conditions of
|d..1'-’!i]_'='_ S ag "‘-‘Ed] upon between the contractee and the contractor Contract cost is usually
mp fime;;mmrduzg tﬂ:'n contracts as distinct from short term job costs. Escalation clause are
ome T0vided in the contract in order to iei i i i
st take care of anticipated change in material price,
(6) Joint Cost :Jumtf}mmmmammmmtuf&dﬁﬁuwmmﬂmmm
utput ?f. two or more simultaneously produced or otherwise closely related operations,

rnintCuh.Furaxnmph.inapehuleummﬁnaryin&um,petrd,dim il, kerosene oil, naptha,
n-etc.mpmdumdjoinﬂyinthareﬁnerypmms. W =

VII) According to Time Period

Amtiwmiurdatedhaapedﬁcpeﬁndufﬁmandmtmbeﬂmﬁﬁedamdingwthe
mﬂfmtmdupedﬁnpmasindimhedinthaﬁﬂhwingwm:

Historical Pre-determined Standard Estimated
Cost Cost Cost Cost

(1) Historical Cost : Historical Costs are the actual costs of acquiring assets or producing
ods or services. They are ‘post mortem’ costs ascertained after they have been incurred and
hey represent the cost of actual operational performance. Historical costing system follows a
ystem of accounting to which all values (in revenue and capital accounts) are based on costs
ictually incurred or as relevant from time to time. |

(2) Pre-determined Cost : Pre-determined Costs for a product are computed in advance of !
woduction, on the basis of a specification of all the factors affecting cost and cost data.
’re-determined cost may be either standard or estimated. —

(3) Standard Cost : As per .C.M.A., “It is a predetermined cost which is calculated from
nanagement’s standards of efficient operation and the relevant necessary expenditure. It may
*e used as a basis for price fixing and for cost control through vaiance analysis. Thus, standard
08t is a predetermined cost or estimate which is compared with the actual cost in order to
letermine variance and carry out an analysis of variance for cost control.

(4) Estimated Cost : Estimated Costs of a product are prepared in advance prior to the
»erformance of operations or even before the acceptance of sale orde? Estimated cost is found
vith specific reference to product in question, and activity level of the plant. It has no link with
ictual and hence it is assumed to be less accurate than the standard cost.

In addition to above discussed clssification of cost as explained under Cost Accounting
Standard-1, some other concepts of cost are as follows :

(1) Controllable Cost : This is a cost which can be influenced by the action of a specified
member of an undertaking. The organisation is divided into departments or responsibility
*entres each managed by a Head. The costs of a particular department or centre are guided by
‘he person-in-charge of the department. The cost which can be controlled by a ‘specified member’
who is generally an important link in the management is the controllable cost. The Head of a
*0st-centre or a department has control over variable costs only which include Prime cost and
sther variable overheads. So the controllable costs are the variable costs.
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PRICING OF MATERIALS ISSUED : -
To know the separate cost of each product or job, correct pricing of mater !
®ssential, However, iI: is a difficult task. The materials issued frnfn the store arel]:m‘ﬂhﬂmdﬁ
different dates and at different prices. Generally, the purchase price and the market price
differ, At what rate the materials issued from the store should be priced, it is an lmportay
question.

The principal methods of pricing of material issues are as follows : : )
(A) Cost Price Methods : (1) First in, First Out Method—FIFO (2) Last in, First Oy

Method—LIFO (3) Highest in, First Out Method—HIFO (4) Base Stock Methg
(5) Specific Price Method
(B) Average Cost Price Methods : (1) Simple Average Method (2) Weighted Average Methgy
(C) Market Price Methods : (1) Replacement Price Method (2) Realisable Price Method
(D) Notional Price Methods : (1) Standard Price Method (2) Inflated Price Method.

(A) COST PRICE METHODS
Cost price means the price at which the material has been received in the store. In additin
to purchase price of material it includes some other items also such as freight, octroi, insurang
etc. Discounts in purchase price is also taken into consideration.

(1) First in First Out Method (FIFO)

Under this method, the materials first received in the store are the first to be issued, ie
the order in which the materials are received in the store are issued at their cost price in th
same order. Thus, the FIFO method follows the principle that materials received first are issus
first. After the first lot or batch of material purchased is exhausted, the next lot is taken fa
supply. The inventory is priced at the latest costs.

It should be noted that the assumption of FIFO is for accounting purpese ie., th
physical flow of materials need not necessarily be in thnmgdnr of the flow of mlh.';;i
normally materials would be expected to move out of stock on approximately a FIFO basi
because oldest stocks are usually used up first.

Advantages : The following are the advantages of the method :

(1) Simple and Easy : This method is easy to understand and simple to operate.

(2) Logical : It is a logical method because it takes into consideration the normal praectice ¢
utilising first those materials which are received first. Thus it minimises the deterioration o

obsolescence.

(3) Valuation of Stock at Market Price : The price of the material in hand at the end is foun!

almost equal to the market price of such material.

(4) Useful in case of Falling Prices » This method is useful when prices are falling. Thi
method is also useful when transactions are limited and prices of materials are fairly steady.

(6) Issue at Purchase Price : Under this method materials are issued at purchase price anf
thus the method recovers the cost price of the materials.

Disadvantages : The main disadvantages of the method are as follows :

(1) Difficult in Storage : It is very difficult to separately store the material purchased §

different prices and on different dates. _ - . :
(2) Different Prices on Same Date : The price of the material issued to different jobs on th!
same date may be different. "
(3) Difference in Cost and Market Price : As the material is issued on old prices, tVf
roduction cost may not be equal to the markatpnm. P
- (4) Not Suitable when Prices Rise : If the prices are increasing in the market, then th¥

method is not suitable.
(5) Possibility of Clerical Error. If raw materis

prices, this method can increase the possibility of
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Suitability of FIFO Method : This method is suitable (a) when prices of materials are falling
in market because under this method material purchased earlier at higher price is charged to
cost of prn_-du::tmn and remaining stock may be shown at replacement cost or near to recent
market price. (b) when the material is subject to obsolescence or deterioration.

Impacts of FIFO Method : (1) Impact on Cost : In this method, cost of production does not
reflect the current market price of materials because purchase prices of earliest and subsequent
lots of purchases are adopted for the costing of material issued. Many a times different prices
of different lots are to be used in single issue of material. Moreover, the cost of production is
understated or overstated depending upon the fluctuations in the prices of materials in the
market.

(2) Impact on Inventory Valuation : The total value of stock is also influenced with the rise
or fall in the cost of materials. However, the value of closing stock tends to reflect current market

rices.
; (3) Impact on Profit : The overall profit remains unaffected because the difference in value
of issue of material is compensated by corresponding difference in the value of closing stock.
However, profit of a particular product or job may be affected.
Ilustration 4

From the following particulars prepare Stores Ledger Account showing issue of materials for the
month of December under First in-First out method :

Receipts Issues
Date Qty. of Materials Rate Date Qty. of Materials
(kg) (per kg) (kg)
T
3 200 20.00 Dec. 4 100
iy 18 300 18.00 o g ﬂ
" 16.00 -
28 60 g 100
Solution Stores Ledger Account
(for the month of Decemben) ¢ -5
: : M Maximum Lev :
Eﬂ:“’ﬁw : 40 Minimum Level . 20kg
; 126 Reorder Level - 50 kg
Code No : . >
Method : FIFO Unit : kg
Receipts Issues Balance
e S
e | 5] 5| 3 il %-s § | & § | 3
2| « E | W
e ¢ % ¥ [ 4 ;J L 1
Dec. 3 w0 |20 [ 4000 | = | = | = | |00 | 00| 2 %000
1; = o= ) 50 20 | 1,000 60,| 20 | 1,000
18 300 | 18 | 5400 | — | — - - e 353} ﬁ] 6,400
NIy == 50 20
| —| —| T % m] 1!} A0 60| 18 | 900
2 o[ | mo |-~ = = =7 B B} ree
= -[=i o | Na| = | wa
55 wam 1L 8o | (3o
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(2) Last in, First Out (LIFO) Method

In this method, the materials purchased in the last are issued first on the cost price. Fq,
Pricing materials issues, the price of the last purchase is used unless it is fully exhausted. Whe
the last lot received is exhausted, the material purchased just before it, is issued. In the

time if a new lot is received in the Store then the immediate issue of material will be made frog
the recent lot received at the cost at which it is received.

Advantages : The following are the advantages of the system
(1) Easy Method : As regards calculation it is an easy method.

(2) Issue Price near to Market Price - As the issue price remains almost equal to the markg
price, the cost price of the product or job can be easily known.

(3) Issue at Purchase Price : The issued material are valued at purchase price, hence the
cost is correctly determined and there is no profit or loss.

(4) Suitable if Prices are Increasing : If the prices of material are increasing then as regarg
to FIFO method, this method shows less profit and thus results in saving of tax.

Disadvantages : The disadvantages of the method are as follows :

(1) Valuation of Closing Stock - The closing stock is priced at a very old price which may
not show the correct position of the business.

(2) Less Practical : The method is not practical because in practice the material which is
purchased first, is issued first.

(3) Problem of Storing : Much space is needed for separately storing the material purchased
at different prices.

(4) Variation in Prices : The pricing of materials issued on the same date may vary.

Suitability of LIFO Method : This method is suitable in times of rising prices because
product cost will tend to be more realistic since material cost is charged at more recent market
price. Moreover, this method shows the conservative profit figure by valuation of stock at value
before price rise and provides a hedge against inflation.

Impacts of LIFO Method : (1) Impact on Cost of Production : As the prices of the latest
purchased materials are used for the pricing of issue of material, the issue price will be at s
more recent current market price. Consequently, cost of production will tend to be more realistic.

(2) Impact on Inventory Valuation : As the closing stock is valued at earlier rates, the
valuation does not reflect the current market price. : :

(3) Impact on Profit : The overall profit is not affected because the difference in issue price
' ' for the valuation of stock. However, profit of a particular
is compensated by the price adopted .

: due to different rates of materials to different products. In case
product or a job may be affected : in of pevlit o g
of rising prices, this method results in a reduced margin :

tax-liability.

— e

ion 8 Account showing issue of materials on the
mw;',:htuw help of the following particulars, prepare Stores
2 in, First out : Issues
¢ 32021 750 kg @2 2.00 August 26, 2021 on
Augus B- 2021 350 kg @7 2.10 August 29, 2021 510ks
August éﬁ- 0021  600kg@¥2.20 August 30, 2021 e
August 28,2021 500 kg @2 2.30
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Solution Stores Ledger Account (LIFO)
=, Reecei
Date !—E ——R;—-—Et'—_.._ Issues Balance
Lo TR ARNEY N Rate Amt. ki. | Rate Amt.
o * ' b 2ol e Sh I -
Aug. 3 | 750 2.00 1,500 - 3 &
Aug. 18 | 350 210| 785] _ S - ;:g gﬁ' iﬁﬁg‘
' 350 2.10 *1235.E
Mg il | = | — | = e 2.10 735] | .
2,00 1,000 260 200 |
Avg.25 | 600| 220  1320] _ = i 250 2.00 500
600 2.20 1,320
Aug. 26 450 2.20 990 250 2.00 500
150 220 330
Aug. 28 | 500 230 1150 — n ] ot 250 2.00 500
150 2.20 ﬁ
500 2.30 1,
Auvg.29 | — | — | — 500 230 1,150 250 2.00 500
10 220 ' +'4 140 220 308
Aug. 30 | — | — | — 140 220 308
10 2.00 20 240 | 200 480
Balance on 30th Aug., 2021 = 240 kg @ ¥ 2.00 = 7 480.
Illustration 9
Prepare a Store Ledger from the following information as per LIFO method for March, 2021 :
Receipts Issues
March 1 300 units @ ¥ 2 per unit March 3 125 units
March 14 260 units @ T 3 per unit Hi.mhlﬁ 175 units
March 20 560 units @ T 2.50 per unit March 22 90 units

On March 24, 10 units issued on March 16 were returned by the department to the stores and on 31st
March a difference of 4 units was found as per physical verification. Shortage of units is assumed to be
considered as normal loss, so it is charged as overhead.

Solution
Stores Ledger Account (LIFO)
Receipts “Balance
Bate Qty. Rate | Amount | @ty. % Amount | @ty. Rate | Amount
2021 units T T units E; T units G z
March 1 300 2 600 — — —_ 300 2 BO0 .
March 3 — — —| 125 2 250 175 2 | 350
March 14 250 3| 750 - - - 175 2
250 3 1,100
March 18 - - -] 175 3 525 175 2
0] g 875
March 20 560 2560| 1,400 — - - 175
3 | [
March 22 = - -] 90 2.50 225 175 2
4% Elall b
Mﬂl 10 3 30 - - lﬁ 2 .
P u:o 1,780
rch 81 - — = . 30 2
| 250 10 -3 | 1140
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(3) Highest in First Out Method (HIFO) | |
In this method, materials purchased at the highest price are issu
m&mmmmmmm righest price is
lower rates. Thnmﬂnodhmﬂuﬂin _
it is helpful in increasing the mmmw oroducts.
The method is suitable in m market because cos
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@ weighted Average Method ‘
Under this method, for determining the issue price, the quantity of materiali available in
the stock and the price both are considered. In brief, the weighted average price 18 mlcu?nted
by dividing the total cost of avilable material on the date of issue, by the total quantity of
available material. At this price, the material is insued. This method of pricing is suitable for

those materials, the prices of which fluctuate more.

Advantages : (1) Scientific Method : This method is scientific and argumentative because
under this method, the total cost of the material available in the bin is provided by the total
quantity of material. In fact, after reaching the bin, the new and old material mix up, i.e:.. there
remains no separate existence in the bin, of the material separately purchased on the different
dates.

(9) Simple Calculation : As regards calculation work, this method is simple because the
{ssue price once calculated continues till the new material is purchased.

(3) Mixed form of Price : This method is a mixed form of market price and cost price.

(4) Appropriate Valuation of Closing Stock : In this method, the balance of the closing stock
is shown at appropriate price which can be used in financial accounts also.

Disadvantages : (1) Calculation Problem : If the material is purchased again and again at

short intervals, the calculation work increases. .
(2) Problem in Cost Estimation : As the material is issued at average price, the production

cost cannot be correctly estimated.

Illustration 16
From the following particulars, prepare Stores Ledger Account for the month of January 2021
showing material issue prices on the Weighted Average Price Method :
Receipts of Materials Issues of Materials
Date Units Rate per unit () Date Units
January 1,2021 500 2 January 1, 2021 400
January 10, 2021 200 3 January 15, 2021 100
January 18, 2021 400 4 January 22, 2021 200
5 January 31, 2021 300

January 27, 2021 300
January 29,2021 Return 10 units (issued on 15th Jan.)

2 units normal loss was revealed on Jan. 28 during stock verification.

Solution
Stores Ledger Account (Weighted Average Price Method)

Units | Rate | Amt. | Units | Rate | Amt. | Units | Amt | Rate
: 2021 T z z ¥ T T
‘dan. 1| 500 2 | 1,000 400 2 800 100 200/ 2
Jan. 10| 200 3 600 - = — 300 800 267
Jan, 15 - - - 100 2.67 267 | 200 533| 2.67
Jan.18 | 400 4 | 1,600 - - — | 600 2,188 3.556
Jan. 22 —~ — = 200 | 3,565 711 400 1,422| 3.556
Jan, 27 300 5 1,600 — — — 700 2922 4174
Jan. 28 o - — | 2(loss)®* e - 698 2922 4186
Jan, 29 10 2.67 | 26.70 - —_ — 708 | 2,948.70| 4.165
Jan. 31 - - = 300 | 4.165 | 1,24950| 408 |1,699.20 4165

oCanned with CLamscanner



JATERIAL/INVENTORY COST CONTROL
CONCEPT AND TECHNIQUES
INCLUDING TREATMENT OF MATERIAL me

INVENTORY : MEANING AND DEFINITIONS

[nventory refers to all those physical stock of goods which are held by manufacturing or
isiness units in their store for smooth sailing of general operation of their business. From the
ow of inventory, material is not of fixed nature but is kept in the store so that it may either be
-ed in manufacturing process or may be sold in routine business activities. Some important
sfinitions of inventory are as follows :

1. “Inventory is often defined as an idle resource of any kind, having an economic value in
e sense, that raw material can be converted into semi-finished goods and with additional value
scomes finsihed goods.” —P. Gopalakrishnan
2. “Inventory means a schedule of items held at a particular point of time.” —I.CMA
It is worth mentioning that in narrower meaning the term ‘inventory’ is used for stock of
sods but in wider meaning it covers all those resources which are idle but have potential
sonomic value. However, from the point of view of routine business activities, it is defined as
stmkofgmdswﬁchmkeptmthemmmdarmmmmthmdaﬂiﬁantmﬁnguf
isiness operations. It may consist of raw material, work-in-progress, components, parts,

ipments, finished goods, etc.

TYPES OF MATERIALS

Materials has the following types :

1. Materials of Raw Material : It has the following two types :

(i) Direct Material

(ii) Indirect Material

(i) Direct Material : Direct material is an inseprable part of produced or manufactured
modity. Its existance can easily be recognised in its production process. For example, in
duction of a machinery iron is a direct material. Such material is a part of prime cost.

(i) Indirect Material : Indirect material is such material whose existance cannot easily be
cognised in the produetion of produced or manufactured commodities. For example, in the
roduction of readymade garments thread and studs are indirect material. This type of material
a part of factory cost.

2. Materials of work-in-progress : The material which has not been used at present in
pduction process but it is to be used in future, stock of such material is called materials of
ork-in-progress. In Such type of materials, materials expenses, labour expenses and works
3. Materials of finished Goods : The materials which has been completely finished in
.ifcﬁmmuﬂhaammuutofauchm.m.ﬁ'meh-mmhlhmﬂﬁﬂm
finished goods. In other words, it is stock of such type of goods which is ready for delivery.
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4. Materials of equipments : In this type of materials parts of machinery, loose tools, scre,

and bolts etc, are included. ‘ _ ,
5. Materials of other Goods : In includes lubricating oil, cleaning cloth, fuel etc.
MEANING OF INVENTORY/MATERIAL CONTROL .
Inventory control is an integral part of production control which includes both physical g

. : : ' uality
financial control on material. Physical control lays emphasis that proper q o
s time and at proper place so as b

material should be ensured in proper quantity at the proper POt pAmce =
avoid the situation of shortage or surplus of material. Financial pnntrﬂl helps in mlmmblzmg the
cost of material and investment in inventory. Some definitions of inventory control may be placeg

as under : _ ] ]
1. “Inventory contol may be defined as the planning, ordering and scheduling F;f" m;t:mh

used in manufacturing process.” : —Westing, nd Zing

of determining what to indent, whom to inden:

2. “Inventory control is a planned method C
how much to indent and how much to stock so that purchasing and storing costs ar

the lowest possible without affecting production and sales.” *R.
3. “Inventory control is a managerial tool which controls economic order quantity and

re-order level and it also takes care of the fact that material in necessary quantity and
at minimum cost should always be available in store.” —P. Gopalakrishna:

OBJECTIVES OF INVENTORY/MATERIAL CONTROL
The main objectives of inventory/material control are as follows :

(I) Operating Objectives <
1. Availability of Materials : The primary objective of inventory control is to ensure
continuous availability of material so that production process may go on smoothly. In this
context, proper attention is paid on planning, coordination and control of material management
2. Avoidance of Wastage : Another important objective of inventory control is to mininise
risk due to leakage, thefi, embezzlements of materials and spoilage of material due to rust, dus!
and dirt.
3. Promotion of Manufacturing Efficiency : Availability of proper material at proper time
and in proper quantity helps in improving the efficiency of manufacturing process.

4. Better Service to Customers : Maintenance of sufficient stock of finished goods helps in
prompt execution of orders and it fulfils the objective of better service to customers.

5. Determination of different Levels : In inventory control various levels of inventory ar¢
determined such as minimum stock, maximum stock, re-order level, economic order quantity.
ete.

6. Efficient System of Storage : It involves proper accounting records and safety of stock
and provides necessary information network for physical verification of stock.
(Il) Financial Objectives

1. Optimum Investment : An important financial objective is to maintain optimum invest
ment in inventory. It means that situation of over or under-investment should be avoided
because under-investment may interrupt the production process unnecessarily whereas over
investment may increase the cost of capital.

2. Minimum Cost of Inventory : Another basic financial objective of inventory control is 0
minimise the cost of inventory by adopting the policy of E. O. Q. and procuring detailed

information from various suppliers.
3. Optimum Stock Turnover : Efforts are also made to maintain optimum ratio of stock

Cost of goods sold

turnover. This turnover means : o k |
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runctions of Material Control
Main functions of material control are as

1. To keep sufficient stock of raw mate
. To minimise th

follows :

rial which is to be supplied in production process.
€ capital investment in purchasing of materials.
3. To check every of theft, wastage and spoliage of material.

4. To keep sufficient record of the material which has been sent to the store.
5. To keep materials in the stores in such a way that it can be taken out easily at the time
if need.

6. To transfer the materials at right time,

7. To keep complete records regarding orders of materials.
Scope of Material Control
The following main activities are pe
(a) Techniques of material control :
(i) A. B. C. Analysis
(ii) V.E.D. Analysis
(i) H.M.L. Analysis
(iv) F.S.N. Analysis
(v) S.D.E. Analysis
(vi) S8.0.S. Analysis
(vii) Determination of stock level analysis
(viil) Economic Order quantity analysis
(ix) Analysis of material wastage or losses

(x) Other techniques of material control : 1. J ust-in-time inventory system, 2. Material
turnover ratio, 3. Control Ratios.

(b) Purchases of materials
() Storing of materials
(d) Issue of materials

(e) Verification of materials : (i) Perpetual inventory technique, (ii) Periodic inventory

SN =

rformed in the scope of material control :

ADVANTAGE OR IMPORTANCE OF INVENTORY/MATERIAL CONTROL
. In existing competitive business environment inventory control has become a very useful
device, Its advantages may be studied under following heads :

y.
: 2. Inerease in Profit . Efficient invento

ry control helps in minimisation of material cost,
nsation of investment in material and

maintenance of optimum level of stock turnover. It

- additional orders, Inventory control bnlanmahnththuam situations.
" .smuwofnmm:mvenmrymﬁﬂmﬁanmm' and records more
“Hective which increases the effectiveness of financial control, s 9 i-
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REQUIREMENTS OR BASIC PRINCIPLES OF MATERIAL/INVENTORY CQMHOL
A good system of material control is one which may fulfil the following requirements :
1. Proper Cooperation and Coordination : There should be proper Cﬁﬂ]ﬁlﬁmhﬂﬂ fﬂ_’ld Oy
dination among various departments relating to material such as purchasing, receiving gy

inspection, storage, sales, production, accounting and financing. ‘
2. Centralised Purchasing : One purchasing department should be authorised to make 5

purchases to ensure proper and expertise procedure. _
3. Scheduling, Classification and Codification : There Eh:".ll.lld be proper ac:lesduhug i
materials along with a scientific method of clmiﬁcaﬁon_and cor:hﬁcal:mn of Enatenhm.
4. Inspection of Materials : There should be proper inspection of materials w they ap

job or department to other. .
6. Economy in Purchasing and Use : Budget should ::-)E [.‘II‘E]J:&I‘BEI and proper technique
should be used to ensure economy in purchasing and use of materials. _
7. Good Method of Issue Operation : A good methodufissued'matana}sshmﬂdha fn'.lluw_u
so that materials may be made available upon requisition to departments in the right quantiy

and at the right time. : '
8. Well-planned Storage of Materials : The storage of materials should be managed in su¢

a way so that it may avoid losses from damage, deterioration, evaporation and pilferage, ete

9. Internal Check - A system of internal check should be applied so that all transaction
involving materials are properly approved and automatically checked.

10. Perpetual Inventory System : Perpetual inventory system of materials should b
operated together with continuous stock checking so that it may be possible to determine at an)
time the quantity and value of each kind of material in stock. s

11. Proper Determination of Stock Levels : Various stock levels such as minimum, m
mum and re-ordering levels for each type of materials should be fixed properly so as to avei
the situation of shortage or extra-surplus of material stock.

12. Careful Choice of Material Issue Pricing : A careful choice should be made in resped
of pricing of material issue because it affects the cost of production and the value of closing stod
in the stores.

13. Proper Records and Accounting : A system should be developed for proper records ani
accounting of materials purchased, issued from stock, inventory balances, goods returned ¥
vendors, goods spoiled, ete.

METHODS AND TECHNIQUES OF INVENTORY/MATERIAL CONTROL
The important techniques or the methods generally used to effect control over the invento?
are the following :
1. Budgetary techniques for inventory planning;
2. Selective inventory control techniques;
3. Technique to decide the Economic Order Quantity (E.0.Q.), i.e., how much to purd!l"
at one time economically;
4. Techniques to determine the various limits/levels of inventory and among other *
decide when to purchase; : .
Perpetual inventory system and the system
Ascertainment of Slow Moving Stocks;
Control Ratios.

iy

bl
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1. BUDGETARY TECHNIQUES
For the purchase of raw materials and stocks,

prepared in terms of quantities and values involved. The sales stipulated as per Sales Budget
pf the corresponding period generally works out to be the key-factor to decide the production
quantum during the budget period, which ultimately decides the purchases to be made and the
nventories to be planned, keeping in view (i) the stocks or stores already available with the

jompany, (ii) the nature of the articles to be purchased—durable or perishable, (iii) the
availability of the articles in the market all the year round

v) the prices to be offered and discounts to be availed, (v)
he capital to be made available, etc,

None the less, it is easy to determine the material quantities with their specifications,
equired to meet the needs of the production planned, yet the financial aspect of the purchases
s more important and significant. The quantities are, of course, decided by the production
engineers but while doing so, they have in their minds the quantities and the specifications of

e materials required, and they do not have much of concern with the financial involvements
which of course, is a matter concerning the high-ups in the management who are to look to their
ash-budgets, the credit facilities available, and the estimated future production costs with the
materials planned to be purchased. Sometimes, this situation calls for an intensive study of the
ralue analysis and the opportunity costs, as the objective of the inventory control is to achieve
and contain maximum efficiency in production with the optimum investment in inventory.
Charles T. Horngren, in his book, “Cost Accounting—a Managerial Emphasis” says, “The major
goal of inventory control is to discover and maintain the optimum level of inVentory investment.”

2. SELECTIVE INVENTORY CONTROL TECHNIQUES

Generally different types of inventories are kept in the store, but all inventories are not
al from the view of price or usage importance . In such a case it is not appropriate to follow
ne same technique of control for all types of materials , but special attention is required to control
ne material ufhighmagevaluaurtheitemw&zichmm.ﬁuchmm are known as
elective techniques of inventory control. Some important selectiv e techniques are as follows :
D) A.B.C. Analysis Technique

'l'hefullnameof.&.B.G.tachniqueis‘AlwayBBmCmu‘ul'.lnthiatachniqua.theit&msm
ivided into three categories as follows :
Category A : High consumption value items,
Category B : Moderate consumption value items,
Category C : Low consumption value items.

The policy of control is followed in accordance with above levels of consumption value. It
Neans very strict control on items of category ‘A’, modmhmnhﬂlmitamafmtagm'y‘ﬂ‘and
>eneral control on items of category ‘C'. This technique is based on the general principle of
ranagement that “Take care of the Pound, the Penny will take care of itself "

Thuughthgduﬁﬁmﬁmnfinv&nhryhhthmeuhﬂoﬁuhdﬂermimdmthehﬁnuf
&dnpbadbythaﬁrm,thagemmlsuggutpdpnuamfnﬂhhpurpmiaufoﬂm:

what we require is a Purchase Budget to be

Category % of Units or Quantity of Material % of Total Usage Value of Material
A 5% to 10% 70% to 75%
B 20% to 26% 15% to 20%
C 70% to 75% | - 5% to 10%.
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{than the cost of carrying or storing the excess inventories.
'Dn the other hand, where the total annual purchases, ns
&, ‘C' List, gnh't lessi.e., 10% only with 50% items, there wu;uld
ibe less placing of orders and higher safety stocks, List ‘A’ and
¥B' items are to be ordered for purchase according to the

pudget planning as done by the Production Planning Depart-

TOTAL VALUE IN %

ment, while less emphasis is given to the purchase of List ‘¢’ -
jtems. A 4P%
(1) V.E.D. Analysis Technique : B
This technique is generally used in control of spare 1P
parts and components, It:3 full name is Vital, Essential and C
Desirable Analysis. In this analysis spare parts are divided 3 e

ato following three categories :
(a) Vital : Those parts are placed in this category TMAHL;.UTT’N“

which are vital, i.e, without which the production process
would come to a standstill. Arrangement is made to maintain continuous necessary stock of such
parts so that production process may go on smoothly.
(b) Essential : This category covers those parts which are essential for the efficiency of
production system. It may be noted that although the system would not altogether stop for want of
ese parts, yet their non-availability might cause temporary losses in or dislocation of production.

(c) Desirable : It stands for such category of parts which are not vital and essential for
sroduction system and non-availability of these parts do not immediately causes a loss of production.

[1I) H.M.L. Analysis Technique

This technique is similar to the ABC analysis with the difference that in ABC technique
inventory is classified on the basis of total usage value, whereas in HML analysis, the items are
assified on the basis of unit cost. ‘H’ stands for High, ‘M’ for Medium and ‘L’ for Low unit cost.

F.S.N. Analysis Technique
Mmﬂyﬁsi&b&mﬂmtﬁemuﬂpﬁmmmﬂimmm.mn&mmdnﬂﬁa&
into three categories : F—Fast-moving, S—Slow-moving and N—Non-moving. This speed
assifice ‘mhﬂlpsintheamngamtofmckainthﬂtmaamﬂindeummngtha&:mhum
nd handling patterns.
V) 8.D.E. Analysis Technique g — :
This technique is used on the basis of availability of various items of inventory. analysis,
MMMMwMMMMWWIy,WMMWtMMmM
but cannot be procured easily while E’ represents easily available items from local market.
(VI) 8-0-8 Analysis Technique '
Mwmmhmdwhmpmwmwgdmﬁm&'nmmm&wh
lhilana.lyuis,itamuareclaﬂ-siﬁedintotwﬂcatagurim:{niﬂaanonahtnmund(b]ﬂﬂ'—ﬂumnnhtm

4.WTWDFWDRHATMLHTBMM
When Fumhn?Thanﬂtimwﬂantpointaﬂarth&detﬂminaﬁmnfEOQinw&aﬁda
iawhen:;nnrdarforpurchmahuuldhaplmod.'fhﬂwiiaim?la.'ﬂmorderforpm
heplncedwhanthemkinmducadb?ufﬂmmlhﬁﬂrflﬂﬁmt.Tl{BDrdarPnh{tmm
the order should be placed for the economic order quantity. For deciding Order Point, two
ings, viz., (1) Lead Time, and (2) Usage during Lead Time, are the determining factors. Lead
iﬂthamppiyﬁme.ﬂmbamumspauﬁmlﬁdﬁmﬂm"tmhmﬁmtmn'lmm
| m‘dﬂrandhaﬁngmamialﬂunthefnctoryﬂmrmadyfurpmdm””
rm —'Cost Accounting” by Matz, Curry & Frank
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Usage means the use of materials by consumption for production.

Sometimes purchases are made in large bulk in a season if the goods are seasonal, i,
available in one season only, or at a time when it is feared that the goods may not be foun,
available in the near future due to some reason. Special items for which no limit or order-poing
are fixed may be purchased as and when needed.

Determination of Levels ]
To avoid over-stocking and under-stocking each item of the inventory has the Maximuyy
Level, Minimum Level and an Order Point.

Maximum Level _ .

It is a summit or upper level of keeping the material in stock and IB‘BISD knnwn as ‘Mmm
Limit’ or ‘Maximum Stock’. It indicates the maximum quantity of the inventory item which ca
be stored at any given time. The fixation of this level is dependent on VA factors lik,
production requirement during a given period, availability of funds, space in storeroom avaj,
able, cost of carrying, nature of material whether inflammable or evaporative a’l.l.':.E avn_x]ahuliq
of the supply in the market during a particular season or throughout the year, quantity discount
available, present prices and future prices, import facilities, economic order quantity determing
for purchases, etc. Generally, Maximum Level is equal to Minimum Stock + Economic Orde
Quantity. Maximum stock level can be expressed in the formula given as below :

Maximum Level = Order Point - (Minimum Usage Rate x Minimum Lead Time)
+ EOQ or Re-order Quantity

Minimum Level

It is also known as ‘Buffer Stock’, ‘Safety Stock’, ‘Minimum Limit’', or ‘Minimum Stock’. I
indicates the minimum level of stock that should always be maintained in stock so that there
no risk of stoppage of production. It implies that the supply of the material ordered for purchas
should arrive by the time the Minimum Level is reached by usage. The fixation of this leve
depends on Lead Time i.¢., if the lead time is fixed longer, less minimum stock is necessary, and
vice versa. The usage of inventory during lead time is the other factor, i.e., if the usage d
mnventory is more during lead time than forecasted, the minimum level would be reached soone
than anticipated. Thirdly, cost of carrying is quite important, as the minimum stock is require
to be maintained in stock, all the time. The formula for calculating Minimum Level is :

Minimum Level = Order Point - (Average Usage Rate x Average Lead Time)

Balancing Inventory and Stock-outs and Computation of Safety Stocks
The minimum stock is the safety which works as a cushion against stoppage uctiod
If the safety stock is too large, the Wmmmwmmdﬁmmgmmd

there are chances of stock-out and in that case the non-Carrying | b i
: Ha costs would be too high. T
optimum minimum lgvel or the safety stock is that quantity where both the carrying costs

the non-carrying costs are the minimum balanced. The carrying costs ~Carrying
are the same as explained under Economic Order Quantity concept. mm&mm

Order Point

It is also known as ‘Ordering Level’ or ‘Reorder Point’ o :
Limit’. It has been stated earlier that Order Point t or ‘Reordering Level or ‘Orderint
or goods is placed. This level is fixed between the minimum and max :

the Order Point, three factors are considered, viz., (1) Lead Ty mﬁww.%ﬂ

and (3) Minimum Limimrthesaf“t?smﬁm&w'ﬁme,mdthgumg inG lead tin
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| WMWMMWMMﬂMMMﬁIWMHMM
pmbahuhhaaﬂrathatmwm&mduhh Hence, the need for safety stock
S beey t the safety stock under the ‘Minimum Limit’ above. The
tnfat?hmltmﬁnd.thadﬂmumﬁmufommmw

memmn;:lobamdudinﬁﬁnathﬂudﬁmummiﬂham“mm
hefore the expiry thahadﬁmitmuﬁmmm:mhdmmmmm.

tatodepletlﬂnﬂfufety situation increases the non-carrying costs and it

mf"““‘““’d‘mﬁrﬂwmummmam

‘Re-order Level or Ordering Point = Maximum Rnhofﬂmxmlmmlaﬂ'ﬁm

Iuaddmuntnthammnnum,m“m
er level. mmmmmmmmuﬂ
ry steps are taken to r

thtymmthamw
ains a cushion to cover contingencies. il gt ks
Sme concerns fix danger level below th | X
¢ mmﬁrmmtakmuuuunum

[, | TRPE.
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discount and economy of transportation, at the same time the size is not allowed to incre,,
unnecessarily so as to avoid undue increase in the cost of insurance, interest, storage, ete.

Factors Affecting the Size of Economic Order

Though the size of economic order is determined with the help of formulae, the fﬂ“%
factors are considered in practice to make the order size ideal and optimal :

(1) Economy in Transportation Cost : In determination of E.O0.Q. efforts are made
minimise the transportation cost per unit of material and in this context necessary adjustmey
are also made. For example, if the rate of freight is ¥ 100 per 50 kg or its fraction and on g,
basis of formula E.O.Q. comes 142 kg. It may be determined as 150 kg, because rtherelmlj _heh
extra freight on additional quantity of 8 kg. Similarly, there may be economy in freight if
truck load is utilised. :

(2) Benefits of Facilities offered by Supplier : Sometimes, the supplier may offer tra
discount on order size of particular quantum or above, rebate in transportation cost (F.O}
etc.) and concession in packing expenses. These factors are a]ao.a_nalysed in delfemnmng E.0f

(3) Financial Position of the Business : The financial position of the business also affes
the size of E.0.Q. The limitations of financial resources may radtma the order m.‘wheree.a th
facility of financial resources may motivate to increase the size of order. Ifﬂnm:_mal resours;
are to be arranged from external sources than the cost of borrowing is compared with the savirg
of large-sized order. ..

Eﬁ} Future Availability of Materials : At the time of determination of order size it is &
considered that what is expected about future availability of materials. If there are expectaticy
of short-supply or increased prices in future, there will be incentive to increase the size of orde
On the contrary, if there are chances of increased supply or decreased prices, the size mayh
curtailed.

Assumptions of Economic Order Quantity

The calculation of E.O.Q. is based on certain assumptions which are as follows :

(1) Consumption at Constant Rate : The first assumption of E.0.Q. is that the rates
material consumption is certain and constant.

(2) Stability in Cost : The second assumption is that different costs of material will rems
constant during a certain period. These costs include purchase price of material, ordering o
and carrying cost. :

(3) Certainty of lead time : It is assumed that lead time or procurement time, that is t
time between placing an order and its delivery is known and fixed.

(4) Instantaneous Replenishment : It is also assumed that the inventory is replenishe
immediately as the stock level reaches exactly to minimum stock.

(5) Continuous Supply : It is also assumed in the calculation of E.0.Q. that supply’
material is always available and whenever needed, the material can be procured immediaté!
or on the basis of fixed lead time.

RELEVANT COSTS FOR INVENTORY CONTROL DECISIONS

Various decisions of inventory control such as economic order quantity, re-order level, ¥
of quantity discount, etc. are based on certain costs relevant to material. These costs are ¥
follows :

1. Purchase or Production Cost : If materials is purchased from outside sources, the conce’
of purchase pﬁmnrmﬂufpumhmhuﬂ.ﬂnthemm.ifitinpmdumdwﬂhinﬂ{
organisation the term production cost is used. This cost, i.e., purchase cost or production ﬂf“
also r:al]ecias‘nnminn}mt'.mwmyrmﬁnmmtpamitumymﬁthﬁmmﬁ‘
on account of economies of large-scale production or discount on large bulk. d

9 Ordering Cost or Set-up Cost : ‘Ordering Cost' is also known as ‘procurement cost -

' Tt costs associated with the
‘acquisition cost’. It includes with the processing and follow-up of the purcha®
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» “xpenses of following activities are included in ordering cost—(i) prepera-
ii5) sel terial from various departmerits, (ii) inviting quotations from various
suppliers, Em}uf ection of proper supplier, (vi) floatation of order, (v) follow-up of orders,
vi) inspection goods at the time of its receipt. In short, ordering cost includes cost of paper

: ,F: m“'w in placing the order, cost of inspection and cost of accounting and

It may be noted that generally the ordering cost is of fixed nature and is not influenced by

he size of order, i.e., it remains constant whether the order size is 100 units or 500 units. Hence,
mgmmmﬂm,mmamm“wmummmmm
decreasing. For example, annual requirement is 1,000 units and cost per order is ¥ 20. If single
der of 1,000 units is place, total ordering cost will be ¥ 20. If order size is 500 units, two orders

be placed in a year and total ordering cost will be 20 x 2 =2 40. Total ordering be
alculated by the following formula also : el gy
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in job production. It includes all the cost components of changing over the pﬂ?ductlﬂn procesg,
manufacture the ordered item. It also comprises cost of time lost in changing the productj,
process and any clerical cost included in sending an order to production del?artmen_t,

3. Carrying Cost or Holding Cost : It is also known as ‘Storage Cost’ or Puasesamp Cngt=_|r
represents the cost that is associated with physical storage of material from ’{.he date of its rece;,
to the date of its use or sale. This cost is usually expressed as a rate per unit or as a percen
of inventory value for a fixed time, viz., ¥ 2 per unit or 10% ui: inventory value. Sﬂmﬂlmﬂ.:
may be expressed on joint basis also, viz., T 2 per unit + 5% of inventory value. It is denoted},
the symbol of Cy in different formulae.

The main items to be included in holding cost are as follows :

(I) Capital Cost : e -

(i) Interest on capital invested in inventory, ‘ . ‘

(ii) Opportunity cﬂat (loss of earnings on capital invested in material, which could altern,

tively be utilised elsewhere),

(IT) Cost of Storage & Handling : _

(i) Rent or Depreciation of building, where inventory is stored,

(ii) Clerical cost of maintaining stock records,

(iii) Expenditure on watchman or other personnel of store,

{iv) Cost of insurance of inventory and godown,

(v) Expenditure on lighting arrangement of store,

(vi) Expenditure on internal handling of material,

(vii) Expenditure on equipments being used for the protection of material.
(ITII) Cost of Obsolescence and Deterioration :
(i) Loss due to obsolescence,
(ii) Deterioration cost due to reduction in weight, change of colour, decrease in inne
contents, etc.
(111) Pilferage, etc.
Total annual holding cost is calculated as follows :

TotalHnIding{Cmying}Cmta%xCH

where, go = size of order, Cq = Holding cost per unit per year. .
It may be noted that holding cost is calculated on the basis of average stock. Hence, go*
divided by 2.

If in the example of ordering cost, the holding cost is assumed as ¥ 2 per unit, annu’
ordering cost at different levels of order size will be as follows :

Annual Requirement Order Size Average Stock Total Annual Holding Co
(R) (q0) [529] ®
1,000 100 50 100
1,000 200 100 200
1,000 250 125 250
1,000 500 250 500
1,000 1,000 500 1,000 i

It is evident from the above table that with the increase in order size, total holding ¢
goes or increasing in the same proportion. This feature can be depicted with the help of followi®
diagram (Fig. 3) :
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(4) ﬂpportu‘nity Cost : These costs represent
ose profits which may be earned by performing
ternate work. In this context following costs are g |
po rtant : 00 4
(a) Quantity Discount : Quantity discount in =i
additional discount which is obtained by pur- & 1004
¥
asing a fixed or more quantity of material. ¢ "7
ence, large sized-order is planned to avail of the g ]
nefit of such discount. Such planning may give 3
nefit of quantity discount and reduction in total 3 A
ering cost but it increases total carrying cost.  ©
such a case, that order size is determined at Yoy |
hich total inventory cost is minimum, 0 ¥—4——————t——x

(b) Stock-out Cost : It refers to the cost or loss 100 200 300 400 500 600 700 800 900 1000
e to shortage of goods. If the stock-out is inter- Order %ﬂﬁh‘m ()

, there is the cost of idle machine, idle time, loss
man-hours, penalty on account of delay in supply, ete. If it is external, i.e., supply of finished
_it would result in a loss of potential sales or loss of firm's goodwill.

termination of Economic Order Quantity (E.0.Q.)
It has been said that the placing of order of that quantity would be economic where the
arrying cost is equal to or almost equal to the Non-carrying cost. [ > 3
The following information or data is necessary to calculate the Eﬁnmc Order Quantity :
(i) Annual Usage in units, i.e., Total units to be purchased yearly. _
(ii) Cost of Placing per Order, i.e., Non-carrying cost per order, e.g., clerical costs,
stationery, postage, telephone, transport, etc. _ L,
(iii) Annual Carrying cost per unit, i.e., Carrying cost percentage x Price of one unit (to be
applied on the average inventory).
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Machine hour rate is one of the methods of absorbing factory overhead. This metheg ,
commonly used in those industries where machines are primarily used because in thess
industries overheads are mostly concerned with machines.

MEANING OF MACHINE HOUR RATE

‘Machine Hour Rate' means per hour operating cost of a machine. In other words, g
amount obtained by dividing the operating expenses of a machine during a specific period by
the hours of use of machine during that period is called ‘Machine Hour Rate’. According s
LC.M.A., “The machine hour rate is an actual or predetermined rate of cost apportionment fir
overhead absorption, which is calculated by dividing the cost to be apportioned or absorbed by
the number of hours for which a machine or machines are operated or expected to be operated”

Thus :
: Total Factory Overheads
Machine Hour Rate Total Machine Hours

Suppose, factory overheads in a peried is ¥ 10,000 and 4 similar machines are operatingis
the factory. The factory overheads for a machine will be 7 2,500. If the machine operates for 500
hours during that period, the machine hour rate will be (g%) =¥ 5 per hour. Now supposé, !
job is completed by the machine in 10 hours, the factory overhead to be absorbed by the machiz
will be ¥ 50 (5 x 10).

FACTORS AND PROCESS OF MACHINE HOUR RATE METHOD

This method is applicable where work is carried on mostly by the machines because ¢
overheads in such a case are more related to the machines. The following is the procedu®
adopted to determine rate :

(i) The factory overheads of the factory are first apportioned to the different machines
group of machines on certain logical basis. An individual machine is treated to b*
cost centre and sometimes a group of machines which work together may also ¥
treated to be a cost centre for the purpose of apportionment.

(ii) The working hours of a machine are calculated for the period, for which the machi®®
18 to run.

(iii) If the overheads of a machine cost centre are divided by the effective machine hov™
we get the machine hour rate pertaining to the mﬂchine,wthgmﬂfwl

the case may be. :
(iv) Where ajob is completed by a single machine, the hours spent by the job on ﬂ:gmudl"
are multiplied by the machine hour rate to determine the overheads to th?
job. If a job is completed or worked by twuurmuremnchineu.thhMiuaPmtmd
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chine are multipli Jatec - |
ETculated for the dil:;‘:'l::ll]tymt::hij-am [ff Y

(v) The estimated hours forming th 788, In total, are the overheads chargeable to the job.

the actual hours worked, and -E base for calculation should often be compared with

(1) The expenses which are apportio

(2) The factory overheads include
machine, power expenses, repair expenses, ete
» ete,

() Those ®xpenses Which are directly related to maciines and dizectly allsatad o the
respective machine in entirety, for €., depreciation of machine, repairs, etc.

(4) Those factory uverheadswhinhareufmimﬂnnman&mbe directly allocated to
any specific machine, they are a

Pportioned on suitable basis to various machines.
(5) Some overheads are such, which cannot be related to machines, such as store expenses,

rent of building, repair of building employees welfare
: . expenses, etc. These expenses
mappnmnnedandahsorbedunmmauthersuitahlabmisarmapparﬁmadand
absorbed by consideri a close basis to machine hour rate.
The basis are the following :

illﬂrnLMTmm;:ﬂmrmampiadbythamnchjnaa_
(2) Depreciation : Actual depreciation as per Plant Register,
(3) Lighting : Number of bulbs or wattage used for lighting by the machines.
[4!Hnﬂn;:ﬂmrmnocupiadhythammhimurtuhnimlmﬁmatm.
(6) Power : Horse power of each machine, or technieal estimate by meter reading.
{B}mwﬂm:ﬂlmﬁunupﬂmmwwwm
by the machines, ‘
(T) Supervisory Expenses : Number of hours devoted by the supervisors on each machine.
(8) Labour Welfare Expenses : In the ratio of number of employees engaged on machines.
(9) Insurance : In the ratio of machine value keeping into consideration the insurance period.
_{lﬂJMmmmemﬂwm:ﬁmenﬂm
ﬂnthabuisul'machinehomwwkadhmﬂhﬁmmmmmmlﬂfﬁﬂﬂf
Wachines. Record of consumable stores should be maintained for each machine.
lllilmmtincluddhﬂhm:mmmpwnhandmhb&m
m Their interest is also paid along with original purchase price. The original purchase
Priteis a capital expenditure and not an overhead. But, the interest which is paid is treated as
Werhead if the same is not treated as capital expenditure.
12) Miscellaneous Expenses : The indirect material costs of oil, cotton-waste, lubricants
4 be charged by allocation. Insurance charges be distributed according to the values of
€s. Other expenses shouldbenpporﬁmndmmmitnhhhuin.. . )
m(;'leneraliy mmmtismmuduuﬁhlmdihn&hmchauwm&m
A be charged as overhead of that machine to which it relates. Depreciation is charged on
*nal purchase pri
Mmﬁmmmmmpﬁmmmm.m
auses, Wages of Works Manager, Foreman, other Indirect Workers, Planning and Rescarch
S, Stationery & Printing, Telephone expenses, Street lighting, etc. These overheads can
- to machines on the basis of machine-hours which are production-hours.
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PRESENTATION OR COMPUTATION OF MACHINE HOUR RATE -
There is no rule or law regarding the manner in which the computation should be

presented. There is only a convention that the overheads are bifurcated into D dq!”
Charges, and (2) Machine Expenses. 3&.‘

(1) Standing Charges

In the context of machine hour rate, standing charges denote such expenses which,
related to running of machine and which require to be incurred even when the machine ""i
idle. Some important expenses of this Eroup are as follows : N

(i) Rent of Factory Building;

(ii) Rates or Tax and Insurance of Factory Building;

(iii) Insurance Premium of Machine:

(iv) Salary of Manager, Supervisor, Foreman and Watchman;

(v) General Lighting;

(vi) Cotton waste, Cloth waste and Lubricating oil;

(vii) Consumable stores;

(viii)Sundry supplies;

(ix) Operator’s Wages - Generally, it is treated as direct labour cost and is shown in ps.
Cost. However, if an operator manages several machines, the m.ﬁaﬂdhh
as standing charge. Some authors consider the caleulation after adding operaty,
wages as ‘Comprehensive Machine Hour Rate’,

(x) Interest : Interest on loan taken for the purchase of machine or interest o [

purchase is a financial expenditure and generally it is ignored in computatio ¢
machine hour rate. However, some authors consider it as a standing charge. Studer;
should give proper note in this context.

(2) Machine Expenses
Machine expenses are machine running expenses and they include the following items:

(iii) Repairs and Maintenance. Generally, repairs mdmm&ﬂn#
life of machine or for a specific period are given and per hour cost is obtained by dividing th*
by the number of hours during that period. o

It may be mentioned that mﬂn&mmnﬂﬂdmﬂyﬁrm
individually, i.e., hourly rate is calculated separately for depreciation, power and repaif
maintenance. The idea behind this bifurcation mthnl;wbihmhnhﬁnghnwbrlhh
tion at different times in a week or month, the standing hourly rate may remain constant
only the machine expenses hourly rate need be worked out. v

Some persons bifurcate the overheads into (1) Fixed Expenses, and (2) Variable Expes®
There is nothing wrong about it asit is nmuernfmnmﬁmmb.ﬁuthmmw;
to Standing Charges, and to equate Variable Expenses to Machine Expenses may at tin®
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ample, depreciati . = .
ﬂislﬂ ading- For example, depreciation of machine charged on annual basis is a fixed cost, but

n generally under Machine Expenses. Likew; TR s items
i ﬂ‘_ pccur to be variables, depending on the Rt & :::uﬁ:::g;l;l:f;;t:andnng Charge

ine [dle time and E'Ef-ting time

08)

W?fth.e wurk:ﬁ hours htl;ldGEtEd for a machine are 48 hours in a ik but dis nucine
os idle 0 pricy mt FF week, we should calculate the rate on 44 hours and not on 48

hours B}Ljﬂ:ﬂi ;1_. e cost of idle time which is an overhead. would also be absorbed by the
i ,

m"‘h;.gndlh eaclLEach}:n:l ;EunEH a setting time before it starts production. The time spent

on setting stdse l-;E " 4 be included in calculating the effective hours of the machine. If
chine takes one hour in setting and then it works for another 19 hours for the production

A _its effective hours will be 20 for the calculation of machine hour rate, so as to absorb
A n-.rerhl?ﬂd of one hour setting time,

SPECIMEN FOR COMPUTATION OF MACHINE HOUR RATE

Computation of Machine Hour Rate
Bmpm“d“““" Working Hours.........
) . s I Particulars Total Per Hour
A Standing Charges : 2 T

Rent, Rates and Taxes
Lightingand Heating @ |
Supervision Charges |
Insurance of Factory and Machine
Cotton waste, Consumable Stores, Lubrieants @ = | ...
Labour Welfare Expenses |
Other Fixed Charges o

Total Standing Charges ey

e _ Total Standing Charges -
Standing Charges per hour Working H

TR e DD

(B) Machine /| Variable Charges :
Cost - Serap Value

1. Depreciation = Working H of Lif

2. Repairs and Maintenanee @ . | ] e

3. Power = Units per hour x Rate per unit -

4. Steam and Water | R 1T

Machine Hour Rate
r=:

MERITS AND DEMERITS OF MACHINE HOUR RATE METHOD

——

Merits
\1)Scientific method in Mdmudm:mwﬂfthBMinm
Process is done through machines, machine hour rate is a scientific method for apportionment

“d absorption of fac
tory overheads. e .
( 2) Division in Fived and Variable Expenses : Factory overheads are divided into standing

mmmachmewmabreywinthmmﬁmdmchinebmm%mum
obtained separately for fixed and variable expenses.
lSJummmP:::fE;‘eﬁwofm:‘i?ithmehﬂpofﬂ.ﬂ.ﬁ,mmuﬂymm

OPeratin : of various machines.
m%hfﬁ,?ﬂ:fﬁ Idle time of each machine can be brought to the knowledge of
Ment

lﬁ}pqcm,y i Bdiaksian 2l facilitates in estimation of cost of production, setting of
and fixing selling prices.
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LABOUR COST ACCOUNTING

LABOUR COST CONTROL PROCEDURE,
LABOUR TURNOVER, IDLE TIME AND OV

(INTHE CONTEXTOFCAS:7)
"L abour Cost, representing the human contribution to production, is an important cost factor which
.quires constant control. measurement and analysis," —Matz, Curry & Frank

In business having factory system, labour now requires a harmonious and congenial
stmosphere, and a treatment based on healthy human relationship for success. A rational
approach to the problems of labour, fair maintenance of wage records for wage ascertainment,

air wage policy and the incentives for earning more wages go a long way in providing a sense
security and stability to the workmen, in minimising the labour turnover, and in exercising
gffective labour cost control.

CLASSIFICATION OF LABOUR

Labour can be classified in the following manner :

1. Direet Labour : Direct labour is that which is directly charged to a production or
anufacture nfapartiml&rpmductnnmit.iﬁ‘urenmple,wageapaidtnlnbourpaidwurkingm
‘plant and machinery, wages paid to a worker directly employed in a production of a cloth, wages
paid to a worker working in a furniture industry for making furniture etc. In short, wages paid

a worker who is engaged in production or manufacturing process is called direct labour or
uctive labour. As such direct labour is related with quantity of production so it is a variable
penses which changes according to the quantity of production.

2. Indirect Labour - Indirect labour or wages is paid to those workers who are not directly
1gaged in the manufacturing of product. Such wages cannot be identifies to particular job or
ct. It is related with technical, geeral management and control of the production unit.

direct labour may be explained as loading and unloading charges, salary of foreman, salary
f mechanic, salary of guard. Indirect Labour is not a part of Prime Cost. So it is considered as
orks overhead.
COMPOSITION OF LABOUR COSTS

Labour costs include all expenses incurred by the employer on workers by way of wages
ad other monetary payments and also the benefits given to them of non-monetary nature. Thus,
pELs include :

1. Monetary Payments. These include (i) Basic wage or ﬂlll_-'l'b‘. (ii) Dearness Allowance,
fii) Production or Profit Bonus, (iv) Employer's Contribution to Provident Fund, (v) Employees
tate Insurance (E.S.1.), (vi) Gratuity, (vii) Pension, (viii) Holiday Pay, and (ix) Any other
llowance like City Allowance, Medical Allowance, Leave Travel Allowance, ete.

2. Non-Monetary Benefits, or Fringe Benefits. These include (i) Recreation facilities,
i) Medical & Health facilities, (iii) Canteen-subsidised meals, (iv) Educational facilities to
hildren of employees, (v) Housing facilities, ete.
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LABOUR TURNOVER
Labour turnover is an index denoting change (in and out) in the labour force for
organisation during a specified period. In every industrial unit, workers leave their jobs 5
newwurkerah.aveMbeappumtedmmplmthammmﬁﬂléwﬁmlhhm
number of workers is called Labour Turnover Ratio. HWWM--&M’,&

Causes of Labour Turnover

The workers leave the factory either by (i) resignation, or by (ii) discharge by the employe;
or (iii) due to a cause not within one's control.

Causes for Resignation : The causes may be :
. Low wages paid ummpamdhthewugeapnidinmm

Il health and bad working conditions

Lack of safety measures;
Dissatisfaction due to various causes such as (a) hours of work, (b) improper placemen:
(¢) unfair method of promotion, (d) bad relationshi with supervisor, or with fellow
workers, (e) bad training facilities, ete.

5. Marriage of women workers, in some cases.
Causes for Discharge -

B 510

2: Insubordination, disobedience and m&hmﬂ WPy
3. Unpunctuality or lack of attention to duty; Bl % .

4. Accidents or suffering from infectious disease;
5. Immoral character,

2. Death of the worker.,
Effect of Labour Turnover on Cost

construed that the factories with low turnover are always more productive, ' be lo¥
tmovﬂmafamformemmnmatmawmwml MI,W o
so they cannot find better place in utherfactnnu.lmmmﬁgmw ‘may o
P e omation oppertunities to the young and promising employees and so they may like
shift to other factories for better prospects. - - R

Ahigh turnover has an adverse effect on the cost of re

1. Change in workers interrupts production and th
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Multiplication of the formula by 100 indicates rat;
2 Repl 1 2 ratio of the turnover in percentage.
placement method : 2 : The formula applied for calculating labour turnover by

- Number of repla;

_ Number of Separations + Number of Replacements
: Average number of employees during the period X100
This method is the combination of Method 1 and Method 2.

e choice of the r ong the above depends upon whether emphasis is given to the
nts or to both. Whichever method is once used, it should be followed
we Institute of Cost and Management Accountants, London, however
rement Method.
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4. Economic factors. Trade depression, or severe competition lowers the production, ang
labour remains effectively unutilized. '

5. Other reasons. The electricity may fail or the machine may breakdown for some op R
time. They make labour to remain idle for the time being,

The time lost between gate and place of work, break for tea, time lost between one jo}, .
the other are the normal causes leading to idle time.

Idle time may also arise due to manipulation in job booking. Some labour may be hmhl
for personal or non-productive Jobs, e.g., grass-cutting, gardening etc.

The above causes can be grouped into (i) Productive, (i) Administrative and (iii) Emm‘:'c‘"\

Productive. The cause may be (i) Waiting for instructions for work, tools or raw matery,
(ii) Machine breakdown, power failure etc., (iii) Time lost between the gate and the place Ofwey,
or between one job and the other, etc.

Administrative. The causes may be (i) Lack of proper planning; (ii) Bad managen,,
(1m1) Confrentation with labour; etc.

Economic. The causes are (i) Trade depression, severe competition; (ii}ﬂmmulm
etc. The unforeseen causes may be fire, flood, storm ete.

Treatment of Idle Time Costs
Idle time does not limit itself in its effect to the wages paid for the time but has wig,
implications. The plant, machines, equipments, and other accessories also become idle duriy
that period, and the fixed cost continues to be incurred. As such, idle time need be reduced
far as possible. .
Idle time cost can be divided into two types: (i) Normal and (ii) Abnormal. Normal idle tin,
can be further divided into (a) Controllable and (b) Uncontrollable.
Normal idle time is one which is incidental to production. The cost of normal
uuntml]gble idle time should be charged as an overheads expense to &G.m If th

:ech&rgedtuthewarhendﬁ of that department and absorbed in the production cost of the
epartment.

20 @7 2.22 per hour.

The idle time which is beyond control, is an abnormal times
lock-outs, lo 1l of ic fai achi g, g
nga?e neh@cfﬂmurwmmmmmm

Cost of Idle Capacity and Idle Facilities

Expenses incurred on account of loss in capacity i
plant has capacity to produce 2,000 articles, but it produces
dmld:lal;il:;m!:ed in the market, the idle capacity is 500 articles
emapartnfid]acapacit}rasduetnidhmpndty le t§ arise.

Where Idle Capacity arises due to abnormal causes, mﬂiﬁ ;:thnm
f:l,f.,;nd_::ht:plantri-ﬁ:imunutiﬁmd furalungﬁm.hiﬁa%khmnulﬂl
@ Facility means that the factory has the faciliti of plant, machines .

oCanned with Camscanner



Scanned with CamScanner



— T TR WIS MUAGUUN T ING

ed of Overtime
The need for overtime works arises due to :

1. Increase in demand for the products where the production during the normal hours
falls short to meet it;

2. Shortage of workers due to absence or non-availability and so it is decided to give
overtime work to the existing staff:

3. Utilization of perishable raw material by working overtime;

4. Execution of urgent orders, or to complete the work on the same day;

5. Shortage o_.l"eq;:upmem‘s, machines, or space for the completion of jobs;

6. Lack of administrative control on workers, on account of which the production during
normal hours remains less than the standard output and overtime work has to be done
by the workers.

isadvantages of Overtime Working

. Work efficiency is reduced. It is too much to expect of a tired worker to work as efficiently

during overtime as in normal hours;

Worker’s health is adversely affected;

The quality of the output is affected; and

mmﬂfpruducﬁnnﬁmduatnhlmamdlabmn*m

ent of Overtime Cost

According to the Factories Act, lm,awnrkarismbapaidduuhhthemteuﬂﬁum
| nﬂiugnﬂawanm}forwerﬁmaworkbemdﬂhumadaymﬁhnmnmma

orker works for 60 hours in a week and his weekly rate of pay is ¥ 72 for 48 hours of the week,
e would be entitled to the following wages :

bl

Wages for normal 48 hours T2
Normal wages for overtime 12 hours = % x12=% 18 (a) Total
Extra payment for overtime 12 hours as per vt
provisions of the Factory Act = %x 12=% 18 (b) T 36
Total ¥ 108

Teatment of the Overtime Payment

(i) Normal wages for 12 overtime hours, ¥ 18 (a) will be charged to the concerned job order
(or to the standing order No. if the worker is an indirect worker), and the extra payment
.. 218 (b) will be charged to the overhead.
(ii) If the overtime wages are incurred to execute the order at the instance of the customer, the
.. “ntire amount of 7 36 is charged to the cost of the order and is realised from the customer,
(1) If overtime working is a regular feature in a factory to meet the mw the
. entire amount of ¥ 36 should be charged as direct wages to the products.
(iv) If overtime i8 due to carelessness on the part of the management, it should be treated
85 a part of the overhead expense.
V) Ifovertime is due to abnormal conditions such as flood, earthquake, ete. its cost should
be charged to Costing Profit & Loss Ale.

“dure for Control of Overtime Work

;The procedure for control of overtime work involves the following steps :

9 Total overtime work should be duly authorised after analysing the reasons for it.

ime cost should be charged against the concerned department because it helps in
Proper investigation and planning of production in future. |

Scanned with Camscanner



6 i
METHODS OF WAGE PAYMENT :
TIME RATES, PIECE RATES AND

INCENTIVE SCHEMES

CHARA S OF AN IDEAL WAGE PAYMENT SYSTEM
OR
F RS TO BE CONSIDERED BEFORE ADOPTING

A PARTICULAR SYSTEM OF WAGE PAYMENT

The characteristics of an ideal wage payment system may be enumerated as follows :

l. Fair to both the Parties. The system of wage payment should be such as may b
acceptable gladly to the employer and the employees. For this purpose, the employe
should decide the system in consultation with the workers.

2. Easyto Calculate. The workers should be in a position to calculate their wages correctly
and feel assure that they have been correctly paid. Easy calculations will help the
employer also in maintaining simple records.

3. Related to Efficiency. ‘Fair remuneration for fair output’, should be the idea, and
remuneration should be related to the individual efficiency of the workers.

4. Minimum Wage guaranteed. There should be a guarantee of minimum wage to the

workers to enable them to maintain their basic standard of life and to do away with
uncertainty-concept.

5. Incentive-oriented. The wage system should be such that the workers may feel er
couraged to produce more and earn more e

8. Flexibility. The system should not be rigid but flexible allow amendments
the necessity arises, " g ¢

10. Real H’qgn The wages paid should nutbewodedby

L1. Ability to Pay. The system should correlate with the bility or
tiuntupaythewam_mdghmﬂdmphm v, S A

Ama or industry,
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NEED FOR INCENTIVE SCHEMES

:;g*he ‘;?rkerg to produce more and earn more. In a country like
or & !:im om 1o f‘mh‘]“’-“ the prices and to curb inflation, increased
useful to the workers also I::ﬂ :;i ‘neentive schemes need to be introduced. These schemes
tandard of living. ‘ ¢¥ get the scope to earn more wages and improve their

The following factors should be consider
1. W&i@. The object of the incent
is factor 18 very important. The increased
employers.

2. Simplicity. The scheme should be s

Fd for selecting an incentive scheme :
ive scheme is to increase productivity. Therefore,
productivity lowers the cost to the benefit of the

imple in operation and well understood by the workers.
s setting up of standards and the comparison of the results

- Cost Reduction. The scheme, when introduced, is bound to increase th bill
- ¥ » 3 of
orkers, and thus increase the cost. But the simultaneous increase in producti:np:;ﬂd redﬁ

METHODS OF REMUNERATION OR WAGE PAYMENT

The methods of remuneration or wage payment can be classified into :
(I) Time Rate System,
(II) Payment by Results—Piece Rate System,
(III) Incentive Schemes :
| (A) Premium Bonus Methods,
' (B) Combination of Time and Piece Rates,
(C) Group System of Bonus Payment,
(D) Other Incentive Schemes.
Broadly, the basic methods are two only—(1) Time Rate and (2) Piece Rate. The incentive
schemes and other methods are the outcome of modified application of these two systems.

(1) TIME RATE SYSTEM

Meaning : In this system a worker is paid on the basis of time spent for the day or .
_h'l the hours of the day, regardless of the output. This system is aﬁn known udgne wurtm . day
Work, day wage rate or day rate. The wage rate of the day worker may be fixed on hourly, daily,
weekly, fortnightly or monthly basis depending on the practice followed in the concern
The wages are calculated as follows :
Wages = Hours worked x Hourly wage rate
Suitability of the system. This system is suitable in the following cases :
1. Where the articles of output are of artistic taste, e.g., drawings or paintings, as in such
cases quality and precision are of primary importance. 5
2. Where the production cannot be measured into units, or where standard time
be fixed for the working, e.g.;gpajrﬂ hImd mﬂ:.;m . ﬂ_ ¥ 'h; £ connat
3. Where the worker, however efficient he may be, cannot work at his sp -t
machine or equipment, or other allied factors. W ra o faulty
4. Where work has to undergo several processes and so the work hwm the
preceding process for the workers of the succeeding process. gL e :
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Advantages. The advantages of the time rate system are :
1. It is one of the oldest systems of wage payment and has proved the test of time dug,,
simplicity in making calculations and recording wages.
2. Workers are assured of steady income of wages.
3. The quality of production improves as the workers are in no hurry to produce May,
more units at the risk of poor quality and negative of machines and tools.
4. Itis suitable for different grades of workers where wages are paid according to differe,
grades. '

Disadvantages. The disadvantages of the system are :
1. As the day wages can be received regardless of the quantity produced, the workers ¢

not feel encouraged to produce more. Initiative is killed for want of incentive.

2. It leads to greater wastage of time on the part of workers and requires greg,
supervision of the production work.

3. As the efficient and less efficient workers in the same grade are paid equally, t;
worker’s efficiency is discounted. The inefficient does not try to improve, while th
efficient worker leans towards minus virtue.

4. Workers getting wages without sufficient output to their credit, find enough time
plan trade union activities, strikes, etc.

5. The productivity is decreased, the labour cost increases, the job schedules are upset
bottlenecks in production are created, and the profits ultimately go down. N

The following illustrations show the calculations of wages under Time Rate System :
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CLASSIFICATION OF TIME RATE SYSTEM

The Time Rate System can further be classified into : (a) High Wage Rate, (b) Graduated
Time Rate, (¢) Differential Time Rate.

(a) High Wage Rate. Under this system, wages are paid at a rate higher than the normal
rate paid in different organisation in the industry or region. The idea behind it is to attract the
most efficient available workers to the factory and increase productivity. The cost of higher
wages paid under this scheme is compensated by reduced fixed overheads, less supervision cost
and reduced labour cost per unit owing to increased production.

(b) Graduated Time Rate. Under this method wages are paid at time rates which vary
according to (i) merit-rating of the workers, or (ii) changes in the cost of living index. If the cost
of living goes up, the wages also go up proportionately and vice versa. Thus, the workers get the
real wages. Similarly, the workers having higher merit rating get higher wages and the workers
with lower rating get lower wages.

(¢) Differential Time Rate. Workers are paid time rate according to their individual
efficiencies and skills. They are paid normal rate upto the level of standard efficiency and the
rate increases in steps for efficiency slabs beyond the standard. As the efficiency is measured in
terms of output, this method does not fall strictly under the area of time rate system.

() PAYMENT BY RESULTS—PIECE RATE SYSTEM

Meaning : The payment of wages under this system is based upon the output of the worker.
The rate is fixed per piece of work and the worker is paid according to the pieces of work
completed or the volume of work done by him, irrespective of the time taken by him in completi

thrzfiwurk' A workman is free to earn as much as his ability, energy or skill would allow him to
Produce,

Suitability of the System. This system is suitable in the following cases :
1. Where the production can be measured in standard units.

2. Where strict supervision is not possible.

3. Where quality and precision are not of primary importance.
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Advantages. The advantages of the system are ; il

1. It provides initiative and incentive to the workers to produce more.

2. The productivity increases and cost of production per unit goes down.

3. As there is little wastage of time on the part of workers, the fixed overheag,
resources like plant, machinery and space are well utilized. W

4. Workers feel free to wark, compete with fellow workers, exhibit their efficiency and eg,
more wages.

5. Less supervision is
them.

6. It is easy to calculate the labour cost of products.

- The disadvantages are as follows :

1. In the race to earn more wages by producing more, the quality nfpmducui:h‘w“
deteriorate. So it requires strict inspection and quality control.

2. Continuous and increased working for some days may cause fatigue and il health ,
the workers, :

3. Tnspeeduppmducﬁun,themachines.tmhmdaquipmmtammﬁmmmhw
with the care that they require, andmthewmm-themnﬂtuh%'
besides causing loss of breakdown to the machines, equipments, etc.

4. The inefficient workers earning Immﬂwmﬁmmﬁ
earn more. This creates unhealthy atmosphere. A

required over the workers, and happy relations are lnmm.tame,,d,mi

5. The workers feel insecure ufwmﬂ:&mhgﬁ-hgdﬂmwm
6. This system is not useful for quality products.

7. The spoilage, dafmﬁvuandwmmnfmm

Theﬁmﬂataﬁynlemmhaclumiﬁudinh: :

(i) Straight Piece Rate, (ii) Piece Rates with Graduated Time Rates and (iii) Differentis
Piece Rates, i

(i) Straight Piece Rates. It is a simple method of making payment at a fixed i
for the units manufactured. " i i 2

Wages Earned = Number of units produced x Rate per unit

The rate is fixed taking into consideration (@) Time rate for the same class of workers u
(b) Standard output during a given time. '

(ii) Piece Rates with Graduated Time Rates Under this

(b) Worker is paid piece rate ndthdurﬂlﬂawmwmd&mgm
(1) Differential Piece Rates. Under this system, efficient workers o,

rate, and inefficient workers, at a lower rate. A definite standard of efficiency is set for each
and for efficiency below or above the 7 '

standard, different piece rates ar cording ¥
different levels of efficiency. The following two methods of m |  are paid according’

(a) Taylor Differential Piece Rate Method, and (b) Merrick Differential Piece Rate Meth®
(a) Taylor Differential Piece Rate Method : -W. Taylor, &nﬁﬁum
introduced this method on the basis of his Time, Motion and Fatigue studies, He thought *

improve the efficiency of workers by suuwﬁngm;ﬁﬂmngm; (i) a higher ¥
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R

i the wur_l_:ers-lwhﬂ produce equal to or more than the standard fixed for production during the
goy, and e aauwer rate to the workers who do not achieve the standard.
The standard output fixed for the day is 8 units, The rate of payment for workers producing the

andard output or more i8 ¥ 3 per unit and the rate for other is t 2.50 per unit. Caleulate the wage payment
§r the day if the output is (a) 10 units, (b) 8 units, () 7 units and mr; units.

tion
Units of Output | Rate of Puyment Day Wages Cont per Unit
e .- - t .- - - — —_ e ——— . - - = . —= — L e —
(a) 10 (Above Standard) 3.00 H:._ﬂﬂ 3.;}_
(b) 8 (Standard) 3.00 24 .00 3.00
(¢) 7 (Below Standard) 2.60 17.50 2.50
(d) 6 (Below Standard) j 2.60 16.00 260

Taylor Differential Piece Rate Method has the following characteristics :

1. The standard is set after a careful study of Time, Motion and Fatigue.

2. There are two rates of payment, higher wage rate for those who achieve the standard,

and the other lower wage rate for those who work below the standard.

8. mmnnmmnheﬁrﬂarﬁam,mthsmnwﬂﬂthMﬁmm
4. The cost per unit of production remains the same for each category of workers.

5. The efficient worker is rewarded while the inefficient is punished.

6. The success of this scheme depends on setting the right standard. If the standard is

slightly higher, the workers feel a great pinch and object to.

(b) Merrick Differential Piece Rate Method. We have noted that in the Taylor Method, the
ect on the wages is quite sharp in the marginal cases. To remove this defect Merrick suggested
ree piece rates for a job as follows :
Percentage of Standard Output Payment under Merrick Method

Upto 83% Normal Piece rate
Above 83% and upto 100% 110% of Normal Piece rate
Above 100% 120% of Normal Piece rate
This method classified the workers into three categories, viz. (i) Novice, (ii) Average and
i) Efficient. This scheme is akin to the Taylor Method and does not guarantee the minimum
y wage. The advantage of this method is that it does nat penalise the worker as Taylor Method
es, and secondly, as and when a new worker attains 83% efficiency, he feels encouraged to
iprove and earn 110% rate.

(1) INCENTIVE SCHEMES

Premium Bonus Methods |
Under this heading, the following methods are important : (1) Halsey Premium Scheme;
Halsey-Weir Scheme; (3) Rowan Premium Scheme.

1. Halsey Premium Scheme (Constant Sharing Scheme). F.A. Halsey, an American
igineer, invented this planin 1891. Under this plan, (i) Time rate is guaranteed; (ii) Standard
me is fixed for the job or operation; (iii) The workers producing more than the standard, or the
orkers completing the work in less than the standard time fixed, get bonus in addition to the
dinary time wage; (iv) The bonus or the premium, h}: whatever name onlhd.haumm percent
the wages of time saved, the usual percentage being 50%; (v) The remaining of the bonus
“Tentage ig shared by the employer.

The formula for :a?]culaﬁug total wages under Halsey premium scheme is :

| Total Wages = Time taken % Hourly rate + % of premium (Time saved x Hourly rate) '
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Merits of Halsey Premium Scheme :

(1) Day wage or the time rate is guaranteed. Even if output is less than the standard, one

the time wage;

(2) It makes distinction between efficient and inefficient workers and induces the inefficient

come up to standard;

(3) Workers get premium for the output above the standard. It provides incentive to the
to produce more;

(4) As the premium is not 100% but only 50% or so, the employers feel happy about it as

share the remaining 50%;

(5) With increased production, fixed overhead costs per unit are reduced;

(6) The scheme is very simple and is understood easily by the workers.

Demerits of Halsey Premium Scheme :

- (1) A significant share of the bonus goes to the employers. So the workers oppose it;

(2) Quality of output suffers as the workers are in haste to save time;

(8) Incentive is not so attractive as it is with the piece work;

(4) Where the workers start saving more than 50% of the time, they earn premium in huge

ts, which the employers do not relish.

2. Halsey-Weir Se . This scheme is similar to Halsey scheme except that in this scheme

workers and empldyers share the premium in 1: 2 ratio, This scheme was introduced by G.

J. Weir Ltd. in Glasgow. i ‘

3. Rowan Premium Scheme (Variable Sharing Scheme). Mr. James Rowan introduced this

eme in Glasgow in 1901. It is similar to Halsey scheme but the premium concept here is
erent. Here the premium is in the ratio of Time saved to Standard time, calculated on the

wages, , .
The formula for calculating wages 18 :
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ustration 7 ‘ \ .
o On the basis of information given in Ilustration 5{a), calculate earnings according to Roway, l\

Solution .
Time Saved
Total Wages = Time Taken x Hourly Rate + [Bmt;i.—'l‘;m_ % Time Taken x Hourly Mi

Total Wages =B:2.5ﬂ+[§x5x2.50]

=15 +[g x2.50)= 15 + 3%: 15 +3.75 =% 18.75

Merits of Rowan Premium Scheme. It has all the merits and advantages as the j,

Premium Scheme possesses. (See the merits of Halsey Premium Scheme). Besides, it rey

two defects of Halsey Premium Scheme, viz. :

(1) Where the workers save more than 50% of time, they do not earn premium i

amounts, as is done in Halsey Scheme.

(2) Quality of output does not suffer to the extent it does in Halsey Scheme, as the F
incentive is not too much.

Demerits of Rowan Premium Scheme : It has following demerits :

(1) The employers share the bonus earned by workers. So the workers feel the pinch,

(2) Incentive is not so attractive as it is with the piece work rate, or with Halsey § h

on saving more than 50% time.

Comparison of Halsey and Rowan Methods of Wage payment

If Halsey and Rowan methods of wage payment are compared, there are folk
similarities : (1) In both methods standard work and standard time are determined,

(2) Both methods ensure the payment of minimum wages.

(3) Time is the base of premium in both methods.

The main difference between these two method is the caleulation of premium, whiche
be explained with the help of following example.

Suppose standard time is 8 hours and the rate of wage is ¥ 2 per hour. Calculate wage
A, B, C and D under Halsey and Rowan methods, who have completed the work within 7,6
and 3 hours respectively. Rate of premium under Halsey method is 50%.

Worker Hours Premium (® Total Wages of Standard Time (!

Time Taken |Time Saved Halsey Rowan Halsey :

A 7 1 1 175 [14+1=15 14+ 1.75 =157
B 6 2 2 3 12+2=14 12+3=16
C 4 4 4 4 B+4=12 8+4=12

D 3 5 5 375 | 6+5=11 6+8.75=4.

It is clear from the analysis of above table that (1) During initial stage of time 8%
mmparnhm more premium is pond under Rowan method (2) If the rate of premium is 50%
sﬁummmmmmmhmmmmtarmmmmm "
nfhmpremiumgmnninmaaingund&rﬂahaymethnd.

Hm{ll“mformulafurth&m]miaﬁonnfpmmiuminﬂalwym&thnﬂil
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l:1.'LI:-i Points SI{.‘hﬂmE' viz,, {E} el o S -

BEdEuJ;_ fa :
(iv) Accelerated Premium Schemes nd (b) Haynes;
i) Gantt Task Bon o=
ate [';‘he day wage undﬂl:::::::; e '8 & method combining time rate, bonus scheme and piece
g g.wnrkerﬂ oiiog bt L}];e :1] 18 g‘u&rﬂntm}d. A standard or high task is set for production.
.ndard get wages inclusive of standard get time rate only, and the workers attaining the
P o b nieos e Th n_bnnuu of 20% of time rate, which if converted into cost per unit,
. kno + 1118 piece rate once thus fixed for the standard, works as the uniform
s skl e T and above the standard. In short :
o ———

Quiput e —n "

I Bt ool E— wver
(a) Output below standard _— ; _l
(b) Output at standard uﬂ"::l‘lntiad Time Rate |
{e) Output over standard e Rate P:::tfmun nfﬂ(mﬂr}m Rate I
on wor s output (ie., Bonus of
e -1 20% of Time Rate) :

jon 15 -

tpﬂﬂﬂunitl;hhof?afmmt!&puhnw.ﬂmutﬂﬂ%d

ages. Units actually produced are 6, 7, 8 and 10.kamtthamtalnawlndmtpnuﬁtbfﬂlﬂﬂ

: Time
Units of Output | po s | Rateperhour |Day Wages| Bonus 20% Total Wages | Cost per Unit
B EI:H] 2:00 : 24,00' :
J 3 —_ 4.00
8 3.00 24.00 — 24.00 3.42
8 3.00 24.00 4.80 28.80 3.680
8 . 8.00 24.00 12.00* 36.00 3.60
* Standard output (8 unite) per unit cost T 360
So, 10 units cost = 10 x 3.60 T 36.00
Daily wages T 24.00
10 units bonus T 12.00

It is clear from the above that labour cost per unit is reduced as the efficiency approaches
e standard. The rate at the standard is the piece rate which remains uniform for higher level
efficiency.
(ii) Emerson Efficiency Bonus Scheme or Empiric Scheme. This method was developed by
Harringon Emerson. In this method, the standard of efficiency is set at 66 2% or 23 of fixed
lard. The workers who show higher efficiency, get the bonus at the rate percent given in
#i¢ premium table. The rate percentage of bonus or the premium increases with the increase in
fliciency, so that at 100% efficiency, the premium is 20% of time rate,
Under Emerson method, the wages at different levels of efficiency is calculated as follows :
(a) If a worker does work up to 2/3 of standard, he is paid wages according to time, i.e.,
Earnings : Actual Time (AT) x Rate per hour (R)
~ (b) If a worker does work more than 2/3 but up to 100% of standard, he is paid premium at
flerent rates at different levels of efficiency as per rate percent given in the premium table,

Earnings = (AT x R) + (% Bonus x AT x R)
(¢) If a worker does work at 100% efficiency, the premium is paid at the rate of 20%, ie.,
Earnings = (AT x R) + (20% x AT xR)
(d) For efficiency above 100% one gets a bonus of 20% above basic wage plus 1% for each
% increase in efficiency. Thus, at 126% efficiency, the bonus would be 45% (i.e., 20% + 25%).
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crosses the standard mark. These schemes are difficult and complicated to work and apy
very popular. y
(C) Group System of Bonus Payment

Group System of bonus payment is adopted where -

(a) output of individuals cannot be measured but the output of workers working in a batgy

or group is collectively measured:

(b) the nature of the work requires a collective effort; and

() it is desired to introduce a team spirit in the workers.

The system has the following advantages :

(1) The supervisors and the operatives join their hands together as a team, and worg
together smoothly and without conflict with anyone.

(i) The excessive waste of time and materials is eliminated,
(ii1) The production increases due to team spirit and cost of production is reduced.
The disadvantages are -

(i) The share of bonus to individuals is small and the efficient as well as inefficient worker,
share equally.

(ii) There is little incentive to the lazy and lethargic wy performance
The efficient workers are not awarded according to their merits. So the efficient o
also become dull after some time.

The following are the main group schemes, for study under this heading :

(i) Priestman’s Output Bonus Scheme,

(11) Cost Bonus Scheme,

(i) Priestman's Output Bonus Scheme. Under this system, bonus is paid not only to ths
workers but to the staff of the factory as a whol i

B2

- on collective basis. Where the actual productin
exceeds the budgeted production of a specified period, bonus is paid to all the employees at :
rate percent ]:y which ‘t.ha production has increased. If the production ha -

to this fund and the balance remaining to the credit of this fund is distributed as bomas to5
the workers and the employees, .
(b) Scanlon Scheme. Here also a fund is credited of the normal cost of wages and salari®®
and the fund is debited with the actual labour costs. The relationship between wages and sal*
value is maintained as in the above Nunn-Bush scheme, but here only two-thirds to three fourt!*

of the remaining credit balance is paid as the bonus and the balance kept as reserve for futt®
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(c) Rucker Scheme. Here the bonus
. mnmlfﬂ'-'t“m' and is not related to the
anced market value of the product

i8 in constant proportion to the ‘added value' of
btutai.lr value of sales. The term ‘added value’ means th&
e v effecting cha in its fi , or location etc.
the utility of a product is improved by mHnufﬂctuEre. m?:nmmw::tp:ﬂm thereof is the
added value. While deciding the value added by manufacture, the value of material is not taken
into account. But it is not conversion cost also, as the market value includes profit.

Under this scheme, the ratio between wages and ‘added value’ is determined, and if the

ratio of the wages is reduced because of increase in added payment is made to bring
the reduced wage ratio in level with the earlier ratio. s e B

This scheme is highly complicated and not popular.

(d) Towne Gain Scheme. According to this scheme, if the labour cost stands reduced in
comparison o the standard set for labour cost, 50% of the saving so effected is distributed as

bonus pro-rata with the wages earned. This scheme induces the reduction in cost. of labour.
the supervisory staff also shares the bonus. o . s

(D) Other Incentive Schemes
Other incentive schemes may be divided into :
(i) Indirect Monetary Schemes, e.g., (a) Profit Sharing and (b) Co-partnership;
{ii:.}INm-mﬁutnryInmnﬁm.
(i) Indirect onetary Schemes : (a) Profit Sharing Scheme. Under this scheme, the workers
are paid in addition to their ordinary wages, a share in the- t of the undertaking, as agreed
to, regarding rate or percentage earlier s R

(i) Non-monetary Incentives. These incentives are provided the undertaking to make
the conditions of service more attractive, and to promote bettarh::hh and atmosphere in the
i Such incentives may be free or subsidised. The examples are :

1. Recreational facilities;
2. Medical and health facilities;
3- E::tﬁen—auhsidimd meals;

- Providnt Fund, Pension, Gratuity, E.S.I. benefits;
5. Educational facilities to the children of the employees;
6. Housing facilities, ete.

Scanned with CamScanner



el SR

~ ACCOUNTING FOR OVERHEADS :-
~ COLLECTION AND CLASSIFICATION

MEANING OF OVERHEAD EXPENSES
“Overheads comprise of indrect materials, indirect employee cost and indirect expenses
which are not directly identmublenruumabletunms:omeﬂmanmnmnﬂyﬁﬂsﬂt
way. "’

{ —Cost Accounting Standard-3
Thus, overheads are those indirect cost which cannot be directly related to any specif;

product, job or process, because they cannot be directly attached or marked to any specif:
activity or cost centre,

The Total Cost is broadly divided into (1) Prime Cost, which comprises Direct material
Direct labour and Direct expenses; and (2) Overhead, comprising Indirect material, Indires

labour and Indirect expenses. Thus, the expenses incurred over and above the head of Prime
Cost are known as Overhead expenses.

Different terms are in use for overheads, such as :

Oncost Non-productive costs
Burden Overhead costs
Loading Overhead expenses or charges

1.C.M.A. London does not recommend the use of ‘On-cost’ or ‘Burden’. The general term it
use is the ‘Overhead’ which may be used as a noun or an adjective.

Overheads are the indirect costs which cannot be directly allocated to any specific job
activity or process as they are not capable of being specifically indentified to any particulsf
activity.

OVERHEAD ACCOUNTING
A major portion of total cost belongs to overheads. In order to control cost, it is utme®

necessary to account and control overheads. In cost accounting for recording of overheads and
exercising control over it, the overheads and matter related to overheads ha:: been classifie
into two parts :

(1) Classification, Codification & Collection of overheads.

(ii) Allocation, Apportionment and Absorption of overheads.

CLASSIFICATION OF OVERHEADS

The Overheads can be classified according to : (i) Elements; e vioun
and (iv) Controllability. ts; (ii) Functions; (iii) Beha

L. Element-wise Classification

According to elements overhead is divided into following three parts -

(1) Indirect Materials Cost is the cost of those materials which are used in the manuf®
turing process, which cannot be traced into the finished product and hence, the cost ufwhida
cannot be allocated but which can be apportioned to, or absorbed by, cost centres or cost uni**
Consumable stores, lubricating oil, loose tools, cotton waste, etc., are the examples.
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. g I"dl;:: Lurt:::f-g Tr 18 the cost of Wages and salaries which cannot be allocated but
which Fﬂ” pE“ 'C 10, or absorbed by, cost centres or cost units.” Salary of foremen,
gupervisors, wor ks ma'nager. store-keepers, ete.. wages of maintenance dept., idle time cost,
holiday pay, WOLEIENS compensation, employer's contributi Provident Fund rtim

s, etc., are the examples, on % ident § EYERING

(3) Indirect Expenses are the expenses which i
oo 1 r, sbrbed by, o iz o co il Py e, Tn. D,

ation, ' er lacto ; s . - . ;
dEPf'-‘n;‘EE falt ander this gred: Iy expenses, all administration, selling and distribution

The aggregate of indirect material, indirect labour and indirect expenses is termed as
indirect cost and it is a cost which cannot be charged directly to a cost centre, or a job, or product
put which can only be distributed to cost centres on some reasonable basis. The indirect cost is
a common cost attributable to more than one job or product, and so it requires apportionment.
11. Function-wise Classification

Overhead is divided according to functions into following categories -

(1) Works or Factory Overhead. It is also known as Production overhead or Manufacturing
overhead. The production overhead is the indirect cost which includes indirect material, indirect
labour and indirect factory expenses. It includes all overheads incurred from the stage of

t of materials till the completion of the manufacture and the primary packing of the
but excludes all administration, selling and distribution expenses. A list of Repre-
sentative items of this group is given below :
Rent, municipal taxes, depreciation, insurance, etc. of the factory land and buildings;
Depreciation, insurance, ete. of the factory plant, machines and equipments;
Factory lighting, heating and air-conditioning;
Fuel and power;
Consumable stores, small tools, etc.; .
Indirect materials, such as cotton waste, lubricating c_ul, brushes, etc.;
Repairs of factory buildings, plant, machines and equipments;

Store-keeping expenses; ‘ _
Cost of idle time, overtime, holiday pay, etc.; |
ks manager, etc.;

Salary of foremen, t.ime-keef;!:;rs, wol:- 1
: | i ance of Power house; :
Repairs and mainten Frpiee g, - -

Salaries of staff im:nlved in

administration;

Quality control expenses;

Haulage;

g dfice ' ents such as tool rooms, engineering and

Expenses of service departm
pollution control, ete. = Ifare, Inspection, Research and Develop-
17, Other expenses, ¢.4., Workers' training Mi:a :
ment, Factory Telephone and Etﬂt'““;rﬁ'h d taining to office administration

{?iﬂmummmmﬂmaw‘ B, included under this head, i.e., the cost
YUsiness management and 1'-'l-llili—|1"31'5ﬁ B::;ﬁ:ﬁ?:ﬁ?; so as to achieve the objectives of the
n . . : m . S, 2

“urred in formulation and ;Tf ;arhnﬂd costs may include the following :

"Banisation. The administra : :
L. Account office expenses, Audit fees;
2. Office salaries; -mail & Fax;
3. Postage, Stationery, Telephone: E

)

See Chapter 2 for detailed study-

e e

s
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4. Legal expenses;

5. General administration expenses;

6. Depreciation, Insurance, Rent, etc. of the office buildings, office equipments, and offi,

furniture;

7. Bank charges;

8. Office air-conditioning and electricity expenses. etc. . .

(3) Selling Overhead. The expenses pertaining to creation and stimulation of demang y
the product and services and to obtain orders are termed as nellmzwarheada It includes :
Advertisement, general market research and analysis;

Sales-incentives

Quotations, Price lists;

Qalaries and Commission of salesmen, selling agents;

Travelling expenses of salesmen;

Sales office expenses—postage, telephones, stationery, salary of sales manager ang
sales office staff;

Window-dressing expenses, etc.

Warranty claims;

. Expenses of after-sales services.

(4) Distribution Overhead. The expenses pertaining to delivery of goods to the customen

fall under this group, e.g.,

Packing material and expenses;

Carriage outward and transport expenses;

Maintenance, Repairs, Depreciation of Delivery vans;

Warehouse expenses—Rent or Depreciation, Repairs of the warehouse, Salary o
warehouse staff, Insurance of warehouse goods, ete.

6. Wastage of finished goods.

I11. Classification According to Behaviour

The overheads can be classified according to behaviour or variability into (1) Fixed, (I
Variable, and (3) Semi-variable (also known as Semi-fixed). Some expenses vary in proportio?
to the volume of output, some do not change but remain fixed, and the third category of expens®
or overheads is one which remains partly fixed and partly variable.

(1) Fived Overheads. Fixed overhead is one which tends to be unaffected by variation ¥
volume of output. The fixed overheads are related to the periods, and so the fixed costs are 8/
known as Period Costs, e.g., the rent of the building, or the salaries of the office staff. Th
examples of fixed overheads are :

(i) Relating to Factory :

Rent and taxes of the factory land and building;

Insurance charges of plant, machine, building, et ;

Depreciation of building, machine etc., where depreciation is based on effluxion of tin®

Salaries of foreman, Works manager and others paid on time basis;

. Interest on capital (if considered as an item of cost),

(ii) Relating to Office and Administration :

1. Manager's salary, and the salary of the office staff;

2. Rent or depreciation, and Insurance of the office bu

3. Other expenses incurred periodically, e.g., watel
charges of type machine, fixed charges of telephone, de

(iii) Relating to Selling and Distribution :

1. Salaries of permanent staff]

2. Rent or depreciation of the sales office, or the warehouse;
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~ Depreciation of departmental furnit
i Fixed expenses of Guest House, ete.

A char.ﬂﬂ“-'fiﬂtiﬂ of the fixed overhead is that the rate of output per unit reduces as the
roduction increases and vice versa. Suppose, the fixed overhead cost is 7 2,000. If 100 units are
prﬂ,duced. the cost per unit will .b'E T 20, and if the production increases to 200 units, the cost per
nit will godown to ¥ 10 per unit. The per unit cost changes but the total cost remains the same.

Secondly, the fixed overhead is not always absolutely fixed. If a plant or the department is
 Josed for some time, several items of fixed overhead disappear. For example, permanent staff
may be transferred to other departments, or the building used by the department earlier may
nﬂ‘i;' pe utilized for some other purpose and so on.

(2) Variable Overheads. The variable overhead is one which tends to vary direetly with
volume of output. The variable cost increases in direct proportion with the increase in produc-
tion, and decreases in the same proportion with the decrease in production. It is known as Direct
cost. The examples of variable overhead are :

Indirect Material; Indirect Labour; Fuel and Power; Lighting; Heating; Overtime; Small
tools; Store expenses; Postage; Stationery; etc. |

In the sphere of sales and distribution, the variables vary with volume of sales or
distribution. The examples are :

Salesman’s commission; Discounts to customers; Bad debts; Branch expenses; Postage;
Stationery; Travelling salesman’s expenses; Packing charges; Carriage outward; Variable
expenses on delivery vans; etc. _

The total amount of variable overhead expenditure changes in direct proportion to the
volume, but the cost per unit remains constant, or the same.

(3) Semi-variable Overhead. It is an overhead which is partly fixed and partly variable. It
means that a part of the expense does not change while the other part of the same expense
changes with change in the volume of output. Generally, no costs are truly fixed or truly variable.

Semi-variable overheads are also known as Semi-fixed overheads. There is hardly any
differnce between these two terms. However, if the fixed part of the item of expense is more than
the variable, it may be called Semi-fixed. Similarly, where variable part is greater than the fixed
part, it may be named Semi-variable. Here we would use the term ‘Semi-variable’ only.
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W.Clln:l:ﬁutiona\mrdingtuﬂonh'olhhﬂity
Thauverheaﬂsmbechaﬁﬁeﬂmthabasisufmmﬁahiﬁtyinto{a}&nmmnu&_
Uncontrollable. '
Themnmﬂabhmuthmwhichmhemnmlhﬂbrthnﬂm-nflwmht
the department or organisation. The variable mﬁnmmmmw
mtiaunawhichmnntbehﬂummdhythemﬁmd‘nﬂpﬁﬂﬁd.ﬁdﬂh%-
Generally, the fixed costs belong to this category. -
Extra-Ordinary Expenses or Losses. If any indirect expense is of abnormal natur
u:tra-mdinw.thmmchmnhmﬂdnnthahdﬂdh roduction overheads but shog
mmmmmﬁngmﬁt&hnmnmthmﬂﬁhmmmh
mmﬂmtufpmmmmﬂhdmﬂmmhmmhﬂ

possible. Following the few examples of extra-ordinary expenses : loss by flood, loss by remms
of plant, loss by fire, breakage of machines ete. '

to achieve such level of output normaly. These Mmmhh od _ cost
(i) Abnormal Overheads : These overheads are such overheads wheih mw incurrred s
attaining given output level normaly. For example lﬂﬂlﬂhcﬁu, : ek |

shutdown of power supply, breakdown of machinery ete. Such overheads should not be includ
inpmductinnmtbutshouldbechargadhmﬁ:g“ t an v

are those numbers which are provided to items of the overhead of production while ©*
accounting numbers are such numbers which are provided to the items of office and administ™
tion, and distribution overheads. Codification of overheads may be done under followi"
methods : 3

(1) Alphabetical Method
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ACCOUNTING FOR OVERHEADS : COLLECTION AND CLASSIFILATI®IE

COLLECTION OF OVERHEADS ks of
«Collection of overheads means the pooling of indirect items of expenses from _b°° s
ccounts and supportive/corroborative records in logical groups having regards to their na .
a‘ ”
se. —CAS-

and lr]rl]]-,r.::“E::::rur't;e:s from which the overheads are collected are the followir.tg 3 . .

(i) Purchase Journal and Invoices. The Purchase Journal gives information abm:lt :
.ndirect material and stores purchased. Invoices for materials are entered in the material contro
n;munts and the invoices for expenses are entered in the overhead control n?cmimts. :

(ii) Store Requisition Forms. Store requisition prepared for the issue of indirect mwtha
like cotton waste, lubricants, brushes, soap, brooms, etc., are helpful in ascertaining

heads to be charged to the department to which issued. _ ' :
g (iii) Wages Analysis Book. This book gives information regarding Indirect wages, overtime

us, etc., to be treated as overhead. '
= (iv) Cash Book. All expenses incurred in cash find their place in Cash Book. So such
overheads are paid in cash and not entered elsewhere in the above books, can be collected from
this book.

(v) Journal. This book gives information about the accrued charges and the payments made
in advance, besides depreciation, interest, notional rent and adjustments.

(vi) Different Registers and Reports. Information about depreciation can he.had frm tha
Plant and Machinery Register. Reports regarding scrap, waste, spoiled material, idle time, idle
machines and idle facilities help to collect the overheads.
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OVERHEADS : ALLOCATION,
PPORTIONMENT (DEPARTMENTA-

LISATION) AND ABSORPTION
(IN THE CONTEXT OF CAS-3)

vt is in the dmfb'"m" and apportionment of Overhead Expenses that the most difficult problems
in cost are MeL. —I.R. Batliboi
PROBLEMS IN DISTRIBUTION OF OVERHEADS
The distribution of overheads to cost units and cost centre is one of the most difficult problems
' the smooth operation of a cost accounting mechanism, The prime cost or direct cost consisting
. oost of direct material, direct labour and direct expenses are allocated directly to cost units or
-t centres as they are easily identified. But in respect to overheads, i.e., the expenses over and
pﬁmemmpruﬂmninnmdaﬁngjtmmstmthmttmfﬂuthHBmm
Wﬁmﬁmwmmmm@mnmmmwmmwﬂﬂw
-vity or department, these costs need to be distributed to various cost units or cost centres on
~me suitable basis. Thus, necessary steps or plans are taken for distribution of overheads to cost
DISTRIBUTION SCHEME OF PRODUCTION OVERHEADS
Classification and Collection of overheads.
Allocation and Apportionment of overheads to production and service departments.
Re-apportionment of service department cost to production department.
. Absorption of overheads of each production department in cost units. -
Thnplwmufcol]ectiunmd:lan&iﬁcaﬁnnufwerheadahnvubeendaﬂ]tindeuﬂinmﬁnus
pter, next step related to allocation, apportionment, re-apportionment and absorption

B o

L.C.M.A. has given the following definitions of allocation, apportionment and absorption :

1. Cost Allocation : “The allotment of whole items of cost to cost centres or cost units.”
2. Cost Apportionment : “The allotment of proportions of items of cost to cost centres or cost
inits.”
3.0wrhmdﬁbm:pﬁm:"1tiaﬂtapmmanfahamﬁn¢nﬂ-ndhmdmﬂnﬂmhdw
pportioned over particular cost centre or production department by the units produced.”

Distinction between Allocation, Apportionment and Absorption of Overheads
Allocation of cost involves the process of charging total expenditure or whole items of cost
0 cost centres or cost units, whereas the apportionment of overheads involves the process of
tharging overheads to cost centres or cost units in the specified proportions. Absorption of
Werheads takes place only after the allocation and apportionment of overhead expenses. In
imple terms, the overhead costs are either allocated or apportioned over different cost centres
: ?ﬂl‘. units and thereafter, they are absorbed on some suitable basis by the output of the same
5L Centres.
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186 COST ACCOUNTING

—

DEPARTMENTALISATION OF OVERHEADS—ALLOCATION
AND APPORTIONMENT OF OVERHEADS

Various manufacturing process functions differ from each other and are perform, A
different departments within the factory premises. In those organisations, where such divigy,
for various functions are established, they may be related to actual production of goods why,
others may be providing services thereto. o

For smooth and efficient functioning of activities, the factory may be divided into %
and sub-divisions referred to as departments. Thus, the allocation and apporti i
overheads to production and service departments is known as departmentalisation of
The division of factory into sub-division is done in such a manner, that each dgmm
represents a division of activity of the organisation. The departments in a factory can be broag,
categorised into production or manufacturing departments ml:ud service d&pﬂ.‘l‘l‘.:mentg,

A production department or manufacturing department is one which carries on operai,
and process of production of articles or commodities manually or by mm:hmee A sery,
department is not directly related or engaged in production but it renders special type of sery,
to benefit all other departments.

1. Allocation of Overhead. “Allocation of overheads iuauimnﬂhnhiﬁmﬂmltdirq
to a cost centre”’, i.e., to the job, process or to the product ete. The nature of the expense is sy
that it can easily be identified and allocated to the cost centre or to the cost unit of producti
For example, salary paid to the foreman of a production department be identified ax
allotted to it. Similarly, salary of the sales manager is allocated to the sales department. Othe
examples are cost of small tools, idle time cost, overtime cost, depreciation of machinery, stz
the full cost of which may be identified and allocated to the related cost centre.

2. Apportionment of Overhead. “Apportionment of overheads is distribution of overhesd
to more than one cost centre on some equitable basis. "' Where the expense is common and relats
to various cost centres or units then it is to be allotted to different cost centres on an approprist
basis. This process is known as ‘apportionment’. For example, rent of the factory is an expess
which cannot be allocated to any one department, but is to be shared by all the products
departments and service departments on suitable basis, e.g., floor area basis.

Primary and Secondary Distribution of Overheads

In case of multi-product environment, there are common service cost centres which &
providing services to the various production cost centres and other service cost centres. The o
of services are required to be apportioned to the relevant cost centres, First step to be follow
is to apportion the overheads to diﬁemntmmhumdthmmmdmphmwﬁﬁ*
cost of service cost centres to production cost centres on an equitable basis. 'Ih.hlhpilﬁ“""
as primary distribution and the second step is termed as secondary distribution of overheads

BASIS OF APPORTIONMENT OF FACTORY OVERHEADS
OR

PRIMARY DISTRIBUTION OF FACTORY OVERHEADS
The following are the basis of apportionment of factory overheads

1. Percentage or Proportion Relative to Departmental Values Dliﬂh'ﬂdlﬂﬂ
Overheads related to buildings and plants are npporﬁnnadinthnriﬁ::fm values, e.8+ et
iation, insurance, interest on capital (if included in cost).

2. mm'ﬂmeWm. MWMIMHHI hmjﬂ‘
mmmiﬂhym;hWtw?nﬂmm.Mhammmﬂ:mwﬂ

" Cost Accounting Standard-3 (CAS-3)
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RE-APPORTIONMENT OF SERVICE DEPARTMENTS OVERHEAD
OR :
SECONDARY DISTRIBUTION OF FACTORY OVERHEADS
The second step is to re-apportion the Service Departments Cost to the Productio
Departments, on the basis of service received. For example, the overheads of the Stores Dept
may be apportioned on the basis of number of store requisitions or store values of stores issuet

The process of redistribution of the overhead cost of service department among th
production department is known as secondary distribution.

Principles of Re-Apportionment or Secondary Distribution

The principles upon which the apportionment is based are the following :
1. Service or Utility Principle. It is based on the concept that the share of overheads bor
by a cost centre should be in proportion to the service received by it, or the utility derived byi
2. Survey Principle. This principle is adopted when it is difficult to select a more suitab
method of apportionment. The service or the utility received by the different departments mé
possibly be different from one period to the other. So a survey is made of the various facto
influencing the apportionment. A Works Manager devotes his time to different productit
centres. So a survey may be made to find out the time given by him to each department so th¥
his salary may be apportioned to different centres on the basis of time given.
3. Ability to Pay Principle. This is based on the principle ‘what the traffic may bear’. T¥
departments which contribute greater profits share more of the overheads, and the
which are weak or are new, share less of them. The products of a new department may still h#"
to find out a market, and if the products are to bear full overheads, the cost will increase &
the products may now compete well. :
P4_ Eﬂ!cienc;' or Incentive Principle. Under thls principle, production w is set andz
overheads are also budgeted to achieve the production target. If the production is more than

|
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hudgewt:_?;:{:} :f??e of overhead per unit of production will be less than the budgeted rate. I
5peak3 1[:;re ciency. So the apportionment is made on the basis of standards set for each
wgt, centre.

There are two methods used to ap
ents, viz.,

(i) Apportionment only to the Production De

: ; ' partments, and

(i) Apportionment to the Service as well as Production Departments.

(i) Apportionment only to Production Departments. In this case the total amount of

overhead of service cost centre of each service department is distributed to the production
epartments, on an appropriate basis and ignores the services rendered by one service centre
to other service centre. Generally, following are the basis of which a close or nearer basis has to
be adopted for each depurtme_ntal overhead :
Direct Labour Hours; Direct Wages; Machine Hours; Number of Requisitions for store
service; Number of Employees; Horse Power or Wattage-for Power; Weight of material-for
internal transport; Capital values; etc.

This method of apportionment of Service Cost Centre overhead is also termed as Re-dis-
tribution method. .

(i1) Apportionment to the Service as well as Production . This basis is argued
mt_hegmmd&atithmmmemmmwhwchmﬁQMﬂlm
department, but other service departments also receive the benefit from each other among them.

There are two methods dealing with this view : |

(A) Descending departmental apportionment or Non-reciprocal basis, and

(B) Inter-departmental apportionment or Reciprocal basis.

In this method, the service cost centres are ranked in order of the magnitude of overhead
to be reapportioned or on the basis of the number of service cost centre to whom services have

The overhead of the service cost centre ranked first is reapportioned to all other cost centre
the cost of other service centre are apportioned. This method is also termed as Step Method or

FIl.._ & a®

portion the Service Departments costs to the Production
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“""}E]-}:tepdepaﬂmenta! appo_'rtionmnt. :
This method is more recognized as it gives due weightage to inter-service transfers. This

nethod is also termed as reciprocal service method.
There are three methods to work out inter-departmental apportionment :
(1) Simultaneous Equation Method
The Simultanceous Equation Method is to be adopted to take care of secondary distribution
of cost of service cost centres to production cost centres with the help of mathematical formula-
tion and solution steps to be followed are :
(i) Proportion of service benefits received by different cost centres from a cost centre are
assessed on the basis of records.
(i) The same ratios are used as coefficients in the equations framed for apportionment of
cost of service cost centres to production cost centres.
(iii) Solution of the equations gives the cost of service cost centres.
(iv) Cost of service cost centres to be distributed to production cost centres.
(2) Repeated Distribution Method : Steps to be followed under this method are :
(i) The proportion at which the costs of a service cost centres are to be distributed to
.. Production cost centres and other service cost centres are determined.
(i) Costs of first service cost centre are to be apportioned to production cost centres and
.. Service cost centres in the proportion as determined in step (i).
EHJ Similarly, the cost of other service cost centres are to be apportioned.
¥) This process as stated in (ii) and (iii) are to be continued till the figures remaining
undistributed in the service cost centres are negligibly small. The negligible small
am'uunt left with service centre may be distributed to progluctmn cost centres.
” This method is also known as ‘Step Ladder’ method.

tinn 4
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ABSORPTION OF OVERHEADS
The final step in the Distribution Plan of production overheads is to recover or absorb the
overheads in the cost of products, individual jobs, processes, batches, or other convenient units.
The overheads falling to the share of a department through the process of allocation or
apportionment, is to be absorbed by the cost units of that department. What we require
ultimately is to determine the cost of production, and so the overheads are ultimately to be
merged by absorption into the cost units. This is known as ‘Absorption of Overheads’.

DETERMINATION OF OVERHEAD RATES
The total overheads divided by the quantity or the value of the base selected determine the
overhead rate. The following are the overhead rates :
1. Actual Rate: 2. Predetermined Rate, and 3. Standard Rate.

L. Actual Rate

Actual Overhead expenses incurred during a pcnod
Actual Rate = Actual quantit.}" or value of the base for the period
Actual Overheads
=" Actual Base
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_\_-_‘_'_‘_‘--.
Actual Rate method is not much helpful as the actual rate can be ascertained only ﬂﬂar :
accounting period is over when the actual figures would be available. This results iy "h'
finding out the costs of current production. Secondly, actual rate is liable to wide ﬂ“"“%:
from period to period for the following reasons :
(a) Some items of overheads are not uniformly spread over all the accounting Periog
repairs, overtime premiums, leave pay, etc. 4
(b) Some expenses are such which are incurred only periodically, eg., %
premiums, taxes, ete,
(¢) The production activity is affected by the seasonal and cyclic factors. So the aety,
overheads may vary from month to month.

2. Predetermined Rate

Predetemhadwerheadmtemfemmthemtedmmthﬁm
tl'mp-a'fiumi1:lm-i|:|g1t-|1rh:'uzi:|t.henamewnuldbeused‘Themtain&alcnla!aad*withru!’amne.n.m|
amount of overhead decided in the budget and a predetermined volume of production in tery,
ofﬂmhaaewhichwiﬂbeusedmdemminahrhcalmlnﬁmwmmrm:

Estimated factory overhead for the
Estimated direct material Cost of normal production * 10°
Thismteahuuldhedeteminedmkingmwmdmﬁmthﬂehmdmdiﬁmifnm
ascertained in the budget.
ineed e Estimated or Budgeted overheads
Fred ke tadurBudgetedBan{Qumﬁtynrwlm)
'I‘hisrat-aiaufpracﬁcn]uaeinmnﬁng.
3. Standard Rate

IuBtandardmaﬁng,theatandardrateiausadinphuufmdaW' and #
calculated as follows - ' g

The Blanket rate is misleading where products through one or more different proces®
or departments, as shown below T I -

Department Machine Overheads Bla"'
Hours ? w B

A Erum 1..000 m

¢ 3o T 10%

: 7,800 260%
2000 10,000 .
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i | UNIT OR OUTPUT COSTING4d
| (COST SHEET, COST STATEMENT
~ ANDPRODUCTION ACCOUNT)

‘ Dl R =«
e

. .single or Output Cost System is used in business where a standard products (s turned out and
it is desired to_find out the cost of a basic unit of Production.” —J. R. Batlibol
Unit or Output costing is used in those industries or organisations where standard products
mwudumd&mammmmprmmdauthsunimprodumdmmwhuﬁmﬂnmm
other. This method is also known as single costing method.

DEFINITIONS OF UNIT OR OUTPUT COSTING
Herold J. Wheldon—*Production cost accounting or unit cost accounting is such a method
of cost ascertainment which is based on production unit. It is applicable where the production
work is done continuously and the units are of same types or manufactured identical.”
Walter W. Bigg—“Unit costing method is a method of costing applied to ascertain the cost
per unit or production where standard and identical products are manufactured.”
From the analysis of the above definitions it is clear that generally this method is used in
those industries, where following characteristics are found :
(i) Production should be uniform or homogeneous and a continuous affair;
(ii) The units of production should be identical;
(iii) The cost units should be physical and natural;
(iv) Per unit cost has to be determined, for example per, ton, per metre, per kg, etc.
Generally, these characteristics are found in following industries—Coal mines, Sugar mills,

Cloth mills, Flour mills, Cement factory, Brick kilns, ete.
OBJECTIVES OF UNIT OR OUTPUT COSTING

Production, ete. and having its detailed analysis in order to determine per unit cost.
(ii) To determine the effect of each element of cost on total cost o as to have control over

cost.
(iv) To compare the cost during two or more periods and to make efforts for cost control on

the basi tive analysis.
v) To dml;fn?]?rﬂﬁed setting price to earn desired profit.
(i) To determine tender price on the basis of Cost data and future prospects.
In this method there is no need of apportionment of cost because all the expenses are made
o 4 similar type of production. But where production is done for various grades or for various
%2, their expenses have to be apportioned on the basis of size or grades in detail.
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COST ACCOUNTING

g e
ELEMENTS OF COST UNDER UNIT OR OUTPUT COSTING E

In Output Costing, in order to determine total cost and per unit cost, collection Peon)
elements of cost is done as follows : vm‘h

Materials : The quantity and value of material consumed is determined by Prepay:
Material Abstract. The materials which are isauedfmmsbuckmﬂ]uedmnnamii
basis.
W:Mrmw.wwﬁnﬂyﬁsﬂhaﬂmpmwedmmﬂdimmmw
cost can be determined. Where production is not done on various jobs, there is DO Dgeg
maintaining job cards. But where job has been distributed among various ¢
sub-jobs and a particular worker has to work in various departments or jobs, their job capg:
required, so that with the help of these job cards the mmunmﬁunoftheworkmm'
apportioned to various departments or jobs. .

Direct Expenses : In addition to material and labour, thmareceminutbnr%
mcmedwhchmtermadudhmtexpem.mmexpenmmdiwcﬂrmhtadmm
hence they are charged to respective production unit by preparing a summary-sheet.

ﬂnrhcndc:'lhemrheadnaredehitedbnpmducﬁunfurtheperiodfarwhichm“i
behgdahrmmmmwerheadsemmmkmﬁomtheﬁnmdﬂmm.
mﬁnmwhﬁmhdmhﬁmmeandnfthemﬁngmmh
expenmﬂ,muﬁmamismadeinbaﬁnninguﬂhnmudmappurﬁunedmnw“h.-
Muﬁmaﬁmbﬂmmammmnmmdﬂmw.mnﬂmmm
W.Thmmﬁmtasmmﬁwad&umﬁmemtimmThmuverheadsmthnwi
indirutmteﬁnl,indhnﬂhbourmﬂindhutm.hwtpﬂmﬁng,fnrindwm
ufwmm.mmmmmﬁﬁu?mw.ﬂﬂimw&dmﬁmﬂwm
and Selling and Distribution Overheads. As per need, these overheads can also be classified s
the basis of nature as fixed overhead, variable overhead and semi-variable overhead.

~ METHODS OF DETERMINING UNIT COST
In those industries where production is carried out on mass scale and on a continuous bast
and standard products are manufactured, the total cost and per unit cost can be determinedty
the use of following methods :
(1) Cost Sheet, (2) Statement of Cost,
(3) Production Account.

COST SHEET

Meaning of Cost Sheet

Cost Sheet is a statement which is used to determine the total cost of goods produced @
units in a specific period and in which total cost, per unit cost and the cost incurred at vanio®
stages from manufacturing a products to the stage of making it saleable are shown. In this wif
it can be said that cost sheet is a statement in which the cost of production is presented in®
analytical way. This statement as per convenience, can be prepared on waekly,mnﬂﬁh"
quarterly intervals.
Definitions of Cost Sheet

ICMA, London—"Cost Sheet is a document which provides for the ammbljrdthiw
cost of a cost centre or cost unit.”

Whmnn—m%mwmmmrﬁhrmemﬂmtmdwwﬁ
must include all the essential details which may assist the manager in judging the efficien®

uction.” ' '
pmdw‘ W. Bigg—"The expenditure which has been incurred upon production ﬂ:rll"“?
extracted from the financial books and the store records set out in o memorandum stateF%y
If this statement is confined to the disclosure of the cost of units produced during the '
is termed as Cost Sheet.”

|
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3 o through the ﬂbﬂ\"&d finiti e ==
going _ ehnitiong,
‘{:?J] Total quantity of production, the Cost Sheet presents the following facts :
p Total cost of total quantity produced
pe Per unit cost of total quantity pnldutlim-t
j jous components 1 ‘
o Ve Coet of prod o, O Y2rious stages of production oie, Pri
cast, Cost of production, Cost of gaey. sl o Production viz., Prime cost, Factory
@ Direct and ].I:‘ldll“l:‘cl. cost of production, s
o) The proportion of each individyg] cos
Comparative cost of two periods and

(vii)
ristics and Ohjects of Cost Sheet
y The cost sheets are prepared under
() & to determine per unit cost, Unit Costing method of costing because its object

9) The cost sheet is a periodic docum -
| monthly or quarterly. ent which may be prepared weekly, fortnightly,

(3) The object of preparing a cost sheet is to ascertain the burden
individual cost on the cost per unit of production for thmm e ot
Advantages of Cost Sheet _
5mta,heatiaadnntagwnainthefol}nwingwayg:
ll}mmﬁﬁuﬁtﬁhﬂﬂhﬂminﬁmm"ﬂiﬁgm&hm
m}mﬂmm: CmtahmthﬂpathemmgemtmmmmthaMufmm
periods, and ascertain the inefficiencies and control the expenses.

(3) Help in Minimising the Expenses : Cost sheet helps in minimising the expenses during
the period of trade depression and competition.

(4) Comparative Study of Cost : Where different factories producing similar products are
run by the same management at different places, a comparative study of the costs of the different
factories is possible through the cost sheets prepared by them,

(5) Benefit to Common Man : It helps in cost-control, cost-reduction and better management,
the benefit of which goes to the common people as they can get good products at reasonable price.

DIFFERENCE BETWEEN COST ACCOUNT AND COST SHEET

The points of difference are :

(1) Double Entry System : Cost account is based on double entry principle and has Dr. and
br.sides while it is not so with cost sheet. _

(2) Use : Cost accounts are used to prepare Production A/es, Process Afes, Contract ar..!nh
”ﬂ-hdge:-mm,m,mﬂ accounts show the costs but_onlyafburthemduﬂhaw;uurpuwd
“hen they are closed. But cost sheets are prepared during the currency of production weekly,
E‘h}}'_ etc. Secondly, the cost sheets render cost information related to that period only for

ich they are '
prepared, -
(3) Comparative Study - Cost sheets are helpful to know comparative costs, to exercise cost
[ r e ﬂﬂt- anee : :
Sntpg) and costs reduction effectively and to fix up selling prices and quote for articles; but the
unts are pot ide,
4) Per nIE: !:::‘f..: f‘(ﬂﬁhﬂm ascertain cost per unit, hu‘:n.thu cost accounts de not show
PEr unit in a detai Ivtical way s the cost sheets
5) Recomenie s led O A ints are useful in reconciling the profits of financial books

Cost - not.
® B:'“zkfbx:;ﬂ: the cost e ared on the basis of cost sheet, whereas cost sheet s not
) G of cont e oot works as a yardtick for cost cantrol & guidance to
“agers but cost accounts are not so belpful.

241

pressed in percentage.
its analysis, ote.

. .
scanned with Camscanner



242

S TYPES OF COST SHEET ———

The various types or forms of cost sheet are as follows :
(1) Simple Cost Sheet,

(2) Cost Sheet with Profit,

(3) Cost Sheet with Statement of Profit,

(4) Comparative Cost Sheet,

(1) Simple Cost Sheet

In simple cost sheet, the expenses on each item of cost are classified and showy
varinuuhaadinguandalnngwithbutalmtufpmduct,perunitmtofeachit&mufeq&
ﬂmdeﬁmmaimmahmﬂmuﬂythewm]wﬂofmmmeﬁtmh:
not show the profit.

SPECIMEN OF SIMPLE COST SHEET
Cost Sheet (for March..............)

(Output : .........) (Unit.__

Particulars Total Cost ﬁ;‘p

T B
Direct Material Sa y
Direct Wages o e
Direct or Chargeable Expenses — -
(a) Prime Cost — —

Works Overhead or Factory Overhead*
(By any method of allocation, say a percentage of direct labour) —
(b) Works Cost -

Office Overhead® (By any percentage on works cost) —
(¢) Cost of Production —

Selling and Distribution Expenses®

llllllll

(d) Total Cost -

* The items of expenses included in it have been discussed later on in this chapter.
A specimen of cost sheet has mmmmmwmummﬁ
is as follows :

|

—
Particulars | g
1. Direct Material Cost (a)
2. Direct Labour Cost
3. Direct Expenses oo W2

4. Prime Cost(l+2+3)
5. Production Overhead
6. Administrative Overhead
7. Research and Development Cost
8. Cost of Production(b) (4 +5+6+7)
9, Selling Cost
10. Distribution Cost
11. Cost of Sales (8 + 9 + 10)
Hm:Tuurivuatvﬂm:tdiﬁumlpﬁnhumdhaudm.lﬁmuﬁmm.ﬂmmh
at following different points : .
Illﬂpmingnndﬂlminsﬂbn&ufﬂlwmuulll.
!h]MMCIWSﬁﬂﬂWﬂ-ﬁWlﬂwm
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9) Cost Sheet with Profit

snce between sales value and tota] cost.

This Cost Sheet is prepared in accordance along wi
: . to the above cost sheet and th the total
dp@mﬂﬂmpﬂmmnmmmmmﬁcm 'Ihi:;ruﬁtisthe

mmwmmrmm

(Unit: ..........)

Total Cost Unit

' .'-JI lﬂ;d“ﬁﬂlhw
Add : Incidental Expenses regarding purchases (Carriage, Freight,
Octroi, Custom duty, etc.)

g : Closing Stock of Direct Raw Material
s - Defective Materials Returned
. Residue used in other products
Cost of Direct Raw Material Consumed
Direct Wages/Labour Charges or Productive Wages
Direct Expenses/Chargeable Expenses

dd : Factory Overheads/Works Overheads/
Factory Oncost or Waorks Oncost :
Indirect Wages/Unproductive Labour
Fuel

id : Opening Stock of Work-in-Progress
ss: Closing Stock of Work-in-Progress
. Additional Overburden on Rectification

I|I I

LB I A

NI EENER

IR
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Add : Opening Stock of Finished Goods
Less : Closing Stock of Finished Goods

I/II}IJ‘J!IJ‘FII J'Il'al'j

I

Add : Selling & Distribution Overheads i e
' istributi I

Advertisement :

I

Salesman Commission

Dep. on Delivery Vans

Pm:king & Distribution Charges

U
kaﬂp d'Deliury?m

0 8

Cost of Sales

Selling Price

Profit (Certain % on Total Cost or Sales)

L
i |

J

(3) Cost Sheet with Statement of Profit
This method of preparing the Cost Sheet is considered as more proper and reliable. In g
cost sheet, only the cost of production is shown and for the purpose of profit determinatigy,

separate Statement of Profit & Loss is prepared. ‘I'hamutd'pmduchmuthuw:iﬁ
cost, factory overheads and office and administration overheads and for profit

in Statement of Profit, selling and distribution overheads are added to cost of production
arrive at total cost. The total cost is then deducted from sales to determine profit or loas,

SPECIMEN OF COST SHEET WITH STATEMENT OF PROFIT

Cost Sheet (for.........)
(Output ; .......... )

Particulars Total Cost | %P

Raw Material Consumed :
Direct Labour/Wages —
Direct Expenses —

Factory/Works Overheads :
Factory Expenses il
Light —
Rent of Factory .
Unproductive Wages, ete. p—

Factory! Works Cost -

Office & Administrative Overheads -
Office Salaries
Office Rent
Dep. on Office Building & Equipment -
General Expenses, ete. —

Cost of Production =
F==-=-

(e Y Y
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Statement of Profit
P ro o | gty

| ~
s |

Cost of Sales

I
|

Sales/ Selling Price

Comparative Cost Sheet

Comparative Cost Sheet can be prepared for two urposes. First, when a study has to be
fmmemn?puhﬂnufmtofmnpeﬁudathenm;mﬁvemtlhﬂthmﬂ-hm
ul‘mmpnrnhvgnhaat.ammpaﬁmnufeachitemofe:pe:mduﬁngthemhmtmp&inds
hamadaudztmnbedetarmimdthatmwhichitemthamtparmithuw
or has mmﬂnadmbla.mu.themfnrthemmmhmmd
ysed which can help in controlling of cost.
Secondly, \Fhan a manufacturer produces similar type of two products and wants to
termine the difference in cost of each item of expense and further wants to take a decision as
_mr}ufutuﬁnlnfwhich product can be more profitable, the information in this regard can

(c) Total Cost
Profit (% on C.P. or 8.P.)

(d) Selling Price
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STATEMENT OF COST e

Where a statement is prepared to show total cost and the profit or loss but w
. S » h T
desired to'ﬁnd out cost per item of expense, the statement so prz]r;red is the Statem::i Ltf" Ty
If from this statement the coet.per unit has to be determined then it can be had by divig; oy
total cost by the number of units produced. In cost sheet, per unit cost of each item ofdmgﬂ‘!
is calculated whereas in statement of cost it is not done. ey
In some statements, percentage of each component costs is to be reckoned on the tota]
€.g., percentage of prime cost and its components on the total cost, percentage of =
overhead or Factory cost on total cost, etc. Similarly percentage of Gross Profit or Net P.-m"’
turnover is worked out for the purpose of cost control through cost comparison. .

DIFFERENCE BETWEEN COST SHEET AND STATEMENT OF COST
Though various items of cost are arranged in the same sequence in cost sheet as well g
statement of cost and various elements of cost are also similar in both these docm‘:
However, there are some technical differences as given below : -
(1) In cost sheet, per unit cost of each item of expense is calculated whereas it i8 N0t shoy,
in statement of cost.
(2) Cost sheet can be prepared only when quantity of output is given in the question
quantity is not given in the question, then statement of cost is prepared.
(3) Cost sheet is more useful than Statement of Cost in case of comparison of cost of
products or two periods.
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UNIT OR OUTPUT COSTING-l
(CALCULATION OF ESTIMATES,

"
-
I.
.
- 2|
r -

One of the main mmmﬂﬂdmtmmﬁnghmnthhdmmmmamdm
or order or service in advance. Genemﬂy_amanufa:tur&rmmenlmmlfﬂhw
vance the tender price Dfljdbm‘urdertnapmpeﬂcmm.mww:lﬂhw
i.;l.m'ngmemﬂofmewkmbedmeinﬂnumandbyadﬁngammmofpnﬁth

qmmd.Ham,mdum.mMpﬁmmMth:w
efully 8o as to be competitive. mw.mmammmhmwhwm
HIMMH:Afurmﬂmumtdm.uwhk{ﬂthmw
rkurdariamheemuhd.whi:hiufntinnplrwumrthﬁMhuﬂad_ mmmmmi.
giveninauatedunuhznndimp!mnmpeﬁﬁwmum

lqmmmyumm p o order to be executed or
' : tement of price tiiqunhdﬁrl!w.k i
'Immhermd:;l"&:::smbemppmhnﬂadnw.MWmhm

*

ialmmmm:fh{upw = g e oo =
basis of general opinion uﬂsﬂm_ : called s Estimation Wmmﬂ m_ ‘
tion, the general work, views, opinions and personal judgements play the dominant roles

resul i mmﬂ,wuldonl?hjunappmﬂi?'ﬁ'lﬁﬂ; :
mm:n%?fﬁzﬁmdmmuummmmmum“

ed : :
(a) Cost of Direct Material.
(b) Cost of Direct Labour.
(¢) Cost of Direct Expenses.
(d) Share of Factory sive Ovarkiond

(¢) Share of Office & Administrat!
(f) Share of Selling and Distribution Overhead.

(2) Desired tagauf?l‘ﬂﬁt- S
hmﬁ.ﬁrpﬁwmmﬂm"m N
Tender Price = Cost + Profit

.
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Points to be Remembered while Determining Tender Price | N
In order to calculate tender price following points ghnujdhemkenmtﬂmnm_
[l]?‘hequanﬁtyaruniumbepmduud.Onthahasiuufanﬂlyai!nfthemmd‘it :

beubservmda.utnwhntchangewiﬂbeinwarhaadswhichmbeﬁmd,vmahhmnn:“:

able if there is a change in size and type of product or units required.
fﬁllnurdertudatermiuathntundurprine,thuputammmﬁngrecﬂr_ﬂuhml‘dh%,
mnsideraﬁunhknnwwhﬂtwmﬂmpmﬁnuamchereiaachangefuthamgfn%\‘

Jabour and expenses, it should accordingly be adjusted in the t.ender_prwe.
{S}T'hatendarpriceuhnuldhemreﬁxﬂyascermined.becamad:ﬂ‘emncebyuﬁnﬁr‘

can outclass the manufacturer from the race of acquiring the t_:mler.

[4]Wherepertmitmmieehaabeendemanded.thmrﬂmtﬁhmmvu? ‘
thinjobauwha.teverchangehnsheenthereinanyelementofmst.mnl?a.umlyw L]

{EJWhemaquotaﬁnnismhegivenfmajuh,thanahardgter_mmmgthe‘mﬂ%
mamﬁﬂanddhmthhw,wahmdamhdemnedbychnrgmguo{mmm
Mnmhvmthaﬁunndthmmtalmstmbedeteminedwhembyamﬂmmtmﬂu
can be added.

(6) In order to determine tender price, a statement of cost is‘pre;:ared when%
are made in material, labour and overheads for prospect changes in price.

(7) In calculation of tender price it should be kept into considration carefully whether 5,
pmﬁtpemantageistnbemlculatedunthabminufmatpﬁmurthaaaﬂingpnm.lnﬂﬁ“
the difference can be understood by the following example :

Hlustration 1
The cost price of a tender is 2 2,00,000. What will be the tender price if the profit is added 20% 5

tender price? What will be the difference on tender price, if the profit is to be added 25% on cost pris!

Solution

Cost Price 2,000
: 2,00,000 x 20

Profit 20% on Tender Price = 100 — 20 50,00

Cost Price 2,00,000

Pmﬁtﬂﬁ%unﬂmt?riu=2’m'?ggxzﬁ' 5000

It means that 20% on tender price is equal to 25% on cost price.

CALCULATION OF TENDER PRICE :

In various situations and on the basis of information obtained for calculating tender /™*
the estimated cost sheet can be prepared as follows :

(I) When pnstpuﬁndmatnndunimpmdumdmgimandtandﬂpﬁmilﬁhw
for a particular quantity. 0

(I When past period production quantity is not given and absorption overhead rate ®
be determined for determining tender price.

(IT1) When tender price has to be determined on the basis of bebaviour or nature of

(IV) Determination of tender price when costs are given in percentage.
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— ____ UNIT OR OUTPUT COSTING-II - - =

I. WHEN PAST PERIOD COST AND UNITS PRODUCED ARE GIVEN AND

TENDER PRICE IS TO BE DETERMINED FOR A PARTICULAR QUANTITY _

When for determining tender price, past period output quantity and total cost information is

ided and tender price is to be quoted for a specific quantity, then in such cases for determination

sder price following process will be applied : ™ )

(1) First of all, a cost sheet is prepared from the cost information received of the past period
r unit cost of various costs shown therein is calculated.

(2) The quantity as desired in the tender will be multiplied by the cost per unit of each

ent of cost in order to determine the total cost for tender. It may be multiplied with total

r unit if there is no change in any element of cost.

(3) At the end, for price determination for tender, the desired profit margin will be added

total cost calculated.

‘This type of tender can have three forms which can be understood as follows :

 When past period cost, output produced and quantity or
output for tender to be quoted are given
-~ I =

-

f/
."'-r!
;__,.-ff
__ - . i =
A) When there isno | | (B) When there is a !G]Whmthun:{ll
shange in pust cost | | change in past cost change in previous
nd past percentage but no change in cost and change in
ofit. pu; percentage percentage profit.
| Pm tl o

(A) WHEN THERE IS NO CHANGE IN PAST COST AND PAST PERCENTAGE PROFIT

In this form of tender, first of all past period Cost Sheet is prepared and cost per unit of
¥ element of cost and percentage profit is determined. Thereafter, the tender for desired
tity is prepared. For this purpose, the quantity of desired tender is multiplied by cost per
of each element of cost in order to ascertain total cost. In this total cost the desired profit
ded. The percentage of profit will remain the same which was in the previous period whose
lation is either done at cost or sales value. :

fration 2
The following figures relate to the costing of a Tarpaulin manufactured in respect of a certain type of

for a period of three months :

T
Stock of Materials, 1st January 5,500
Stock of Materials, 31st March . 3,500
o T
Materials
R purchased 1.41.500
Finished stock, 1st January Nil

31st March 29,000
R ﬂﬁ‘mi“mmwammMMWMMthhhhwh

s in order to realise the same percentage of profit as for the period under review, assuming no

rates of wages and cost of materials.

l‘.. on in
' » & cost sheet for the manufacture of 2,200 sheets and quotation for 648 sheets.

oo
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MEANING

Contract ﬁ]ﬂting 18 a part of 3
irement or specification
of costing which is app?;dth;l ﬁmnmm -

nature is taken Contract ' ' repeti-
. 5o w ; various contracts :
n one accounting year. Hence *:}:;rﬁ of a large size which continues inﬁm;ﬁ more

The main features of contract costing are as follows :

(1) 'I'hnwwknnmntrmi:pwhrundnnhummdhwhhhhw work
2 place of contractor. _—
(2) A;&mmﬁwhdlhrp“-hﬂiwhﬂwhmhmm'
(3) Each contract is a separate unit for cost determination. g
4) Contract is completed as per the instruction uftha_ contractee i.e., due consideration is
given to the instruction, size, colour, form and design etc. as desired by the contractee,
(5) [-.unlmﬂhdﬂnﬂhr,,mdﬁcmmm_whnhum“mm
(6) mgmmmmigpaidmmsmhnmmfhwhummmwymphmhubm
certified. The work is certified by the engineer, valuer, expert or architect of the contractee.
CONTRACT LEDGER
.« kept in which a separate account for each contract is opened. A
. bao:mlﬂw p:"gagd to it, as for instance, Contract No. 101, Contract No,
mmmmmihmmmnm
rded in the Contract Ledger. In addition to it the SIETES

also mentioned above the contract : ; :
'1) Place of completing the con ™

‘2) Date of commencement of con

(3) Date of completion of contract-

‘4) Contract price. iving instalments.
'5) Terms and conditions dmﬂrﬁﬁﬂi etc.
(8) Date and amount of work £
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= UNTING

PREPARATION OF CONTRACT ACCOUNT

"-n\,_“‘_h‘

In contract ledger a separate contract account is prepared for each individua]

t_hnt for a specific contract all costs can be accumulated at one particular place. All the "”‘-q

likely to be incurred on contract, such as direct material (received from various mm&}g&
ity

|

labour, direct expenses, sub-contract cost, cost of specific plant, indirect expenses,
expenses and the depreciation of the common plant being used at the same time op uz:""ﬁ
ete., are debited.

In the credit side of the contract account, the cost of the raw material returned ¢,
to store, transferred to other contracts, material stolen, material damaged, Illrltu:?‘*
material in hand, plant returned to store, plant transferred to other contracts, plant sold, g
at site are shown. The plant and material which are stolen are treated as nbnmh&
hence, transferred to profit and loss account. ]

In addition to above items, if the contract is completed then the contract whw
by the contract price. If at the end of the year the contract remains incomplete theq Oty
account is credited by cost of work-in-progress amount. In this work-in-progress, the cunt ¢
work certified and work uncertified are included. At the end, theproﬁturhnammi
determined as per rules stated below in respect to contract account

Contract No. C—-lall
Particulars & Terms of Contract................ ...
Date Started................. Date Completed....................
Pihoe ol Welle ... ... o W T e
Contract Price.......... Terms of Payment.................._
Escalation Clause, £ TR —
Dr. Contract Account No, ... &
T
To Materials : By Materials :
(i) Direct Material Purchased -— (i) Returned to 8 ppliers —
() Issued from Stores - (ii) Returned to S;.uu -
(iii) Transferred from Other (iii) to other Contract —
% Contract — — l'{i?} Sold w— 2
— v) At Site/In hand —
Aﬂmﬂum Wages - — | By Plant : -
To Direct —| @) Returned to Store =
To Indirect —| i) Transferred to other Contract ~ —
. Hmt:umedﬁcPhntﬂ'md E{.rﬁ:} :Id i
@) Cost iv) At Site/In hand (the depreciated
exclusively in the contract | — value of plant if used exel -
(i) Depreciation of plant if used in other in the contract) oo
tracts e
(s g Y i L
To Statement of P & L (Profit on sale i te , Stolen or
lant or material) 1= Destroyed =
To Sub-contract Costs =1 [N
Work done —| (i) Plant Lost, Stolen or Des -
11-: &Cm.‘mufmﬂf?P& L (if the contract is — | (iii) Loss on sale of Plant & Material —
Alel
complete) (bal. fig.)
Or
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§.4n-Progress Ale ' ST —— 321
r}fmﬂff_‘-‘ffﬂ“‘ﬂﬂhﬂnmm,f R -
w yract price
# o | P Work-in-Progregs e
’?ﬁmﬂiﬁt‘dhmmymnf: El}?‘&ufg‘g}rfl?ﬁﬁ' =
,ﬁﬂ"dpﬂﬂl L gnﬂﬂufmimmphm -
wtﬂfﬁ!ﬁ&hﬂ F:E—‘-: eact) | —
ﬁlwu{P&Lmheuudimd“thel — | By Balance g =
god of the year) I ==
g Work-io- —
[ﬁoﬁtkeptuml
ntract m“mﬂmplefwm = =
Jihe Contract is Complete 74y be understood as ollows
cﬂmw
o 'i ¥ :
o Materinls I — | By Materials Returned
W e i =
%ﬁﬁ?&ﬂmﬁmn ! i | g;m".nmm —
To Other Expenses | — | By Plant at Site =
1o Statement of P & L Gf Profit — | By Contractee Ale (Contract Price) =
1 —— By Statement of P & L (if Loss) S
i — . —=
If the Contract is Incomplete
Contract Account
: s .
o Materials — | By Statement of P&L %
To Wages | —|  Material Lost —
T Plant & Machinery —|  Plant Lost =
To Other Expenses — | By Plant/Materials Returned -
To Balance c/d — | By Plant at Site -
(Notional Profit) By Matenal at Site e
[k
Work -
Work Uncertified —
By Statement of P & L (if Loss) Y
ork-in- - —
n-Progress Ale = =
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contractor is not to add any profit . e g
t the cost of it, an not at the contra e |
= beﬁai'%du::f:p . y ited and Contract Alcis n:redltaf:_l by the cost of uncertifiyy
t is to be ascertained. This entry 18 reversed ip e
|

work, in case of incomp
beginning of the next year. '
So Work-in-Progress A/cis debited t\;&ﬂi the

. tract agreed to be paid to g

i h time debi
B i bl fthe amount a8 shown by the Contractees

of the contract, the balance O _
the contractee, and thus his account will be closed.
DE‘I‘EFIiIIHATIOH OF PRGFITJI.USE ON CONTRACT
uestion as to when

1 _term construction contracts involves q .
i g = the revenue in the books of contractor. As the per
pleted after few yea

should be recognized and _ :
nzh-ucﬁnnsmﬁamoneyearandmcum _
rmined on contract

f contract is lo . work of co
y Y rol hich arises as how profit and loss should be dete

Therefore, the problem w
the mnt;ractm,___ e S
\ccount commmmcmmmhymmtm

(i) on year to year basis based on percentage of completion, or
(ii) whether profit/loss should be dete
Till the revision of this accounting standard both the methods were recommencess
Huwwur.nnwthareﬁaedsmndardhnseliminﬂwdtheaacandopﬁunandonlythn hercentage
of completion method for recognizing the revenue has been recommended. This method
jusﬁﬁmﬂmmmed system of accounting which is one fundamental accounting assu ion.
It has been discussed in detail later on in this chapter.
Pruﬂtnrlmwcontnct:'rhaums of credit over the debitibemaofthucmhﬂﬂ
thaprnﬁt.andthewhnlen_fitmnhatakaninmamunt. Themufdehitmrerthau'aﬂil &

is loss. Profit on contract 1s varous situation can be calculated as follows :

1T DERLHE.

are recorded in credit side of contract account. In this regard following entries are made -
Contractee’s Personnel Afc

To Contract A/e No. ......

Aﬂﬂmmgmiaenmmediﬁamnmwmbaulcmmdmditwﬂlhemmﬂ
& Loss Account.

(n}fnmafProﬁLWhanm-aditaideofwmtmctmuntismnret.hnnuid:iiliﬂl:
Contract Alc k Dr.

To Profit & Loss Afe
(b) In case of Loss. When debit side of contract account i :

R mmmganuﬁd&m~

To Contract Ale .

(2) Profit or Loss on Incomplete Contract. Where a contract takes more than one BV .
year for it to complete, it is usual to take into account & part of the profit only to the Prof
Loss Account. Iftharﬁlsalnss.thewhﬂlanfthelmistmnsferrﬁdtntheP.&L.Afc-
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——CONTRACT COSTING e

: Ifl E;: {:;E :ﬂ‘:ﬂiﬂf;:h; profit ﬂhm"_'ld not be calculated on incomplete contracts. In this
P jes. Secondly, net profit experts : Firstly, anticipation of profit is against the accounting
: : which appear to be pmﬁtahf: 1.:- determined till the contract is completed. Those
o T oayable before actually due. a me&eul, may incur a loss in future. Thirdly, income
trast, some ex b o
: u?;lﬂ in profit. perts are of the Bpinion to calculate profit so as to eliminate the
tis equally not ﬁm:ble to postpone the ascertainment of profit till the completion of the
".”hJCh Efwt:d ;:' er a number of years, for the reason that in a year when no major
act is comPpIenec, e account will show no profit to the business and in the year of
etion of the contract large profits will be shown by the accounts. Secondly, it is better to
out the profits each year to judge the performance of the contract each year. The whole of
- -ess of credit over the debit items of the Contract Alc in case of incomplete contract cannot
sidered to be the true profit earned as reserve has to be created for the unseen future until
'ntract is completed +a.nd the final picture of profit emerges.
What part of thnaf notional profit should be credited to the profit & loss account each year,
nds on the practice and circumstances of the case. The general rules are :
(i) If the value of certified work is less than 1/4th of the contract price (less than 25%), Do
¢ is taken into account, and the balance of the Cuntrmuci:trmsﬁrrﬂdtnthBWHk-m'

-l HM'E. '
(i) If the certified work is 1/4th or more than 1/4th, but less than 1/2 of the contract price

soen 26% and 50%), only 1/3 of the computed pruﬁturaﬁuudhthemﬂhhnﬁllwh
ed on work wrtiﬁad].nhuuldhecmditad to the Profit & Loss -

Profit = Computed profit, Le., Cr. Balance of Contract Afe X %x Work certified -
The balance of the computed profit is a reserve and is transferred to Work-in-progress
(iii) If the value afﬁrﬁﬁrdumri is 112 or more than Iffof{h{mnqdm,mm
90%). 2/3 of the computed profit as reduced to the cash basis is credited to P

| 2 Cash received
uﬁ'icimdyadmmd. nrthmnhﬂdisuinwmmplﬂw

is ascertained as follows : - oy

(iv) If the contract work has s
sen 90% and 100%), the profit

i i rofit only t.'h:atpart
pmﬁt.{}fthueat:matat‘:p £ p:
proportion of (i) ‘Work certified'to ‘Contract price’, or more
ontract Price’ so
Estimated Profit : %
Total Contract Price "1
: tract on Completion

Less - Estimated Cost of Con o “dm
i as H
* Estimated Cost of Con under

. ct
Net Expenditure on e on Contra

Add : Estimated sract o
so as to complete the mtmﬁ on Completion —
Estimated Cost of €0% o Work Certified -
leted contract * Gontract Price
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| ﬂiﬂbﬁnhnf!{a wmﬂhﬂtmﬂmmm duly II
Contract Account
(for the six months ended 30th September, 2020)
_ Date :
'_W—-——-—-Mhm Amount | Date Particulars

April 1 , T| 2020 1‘%%

& }: g:gt:mh Purchased 26,000 | Sept. 30 | By Materials in hand !

: 35,000 | Sept. 30 | By Plant at site 1
Sept. 30 'IT: ﬁ.’;ﬁ“ Expenses 20,000 (Cost T 10,000 less QE
10 Plant Purchased 10,000 ciation (@ 10%, T 1,000)
Indirect Expenses : Sept. 30 | By Yakub (Contract Price)
@ 20% on W, Sept. 30 | By Profit & Loss Account (I ogq) nlq
35,0!]] 4 MT TImm la"h
100

. 98,000 %

Note : Calculation of materials purchased has been made as follows : —
Materials Consumed '

Add : Materials in hand at the end By
Materials Purchased g

ll. INCOMPLETE CONTRACTS

In case of incomplete contract, for calculating profit and loss on contracts, ﬂ‘"‘t‘i
progress is to be calculated. Work-in-progress has a significant place in contract Wh‘
it is being discussed here :

WORK-IN-PROGRESS ACCOUNT

Work-in-progress is the work which is not yet completed and for calculating profit
on incomplete contracts it has to be taken into consideration. In the debit side of WIP ,
following items are shown :

(i) Value of work certified,

(ii) Cost of work done but not yet certified.

In the credit side of WIP A/c, that portion of the notional profit which is not treated as pr
and which is kept as reserve is shown :

W.LP. Account
T t
To Contract Alc : By Contract Ale
Work certified — (Profit reserved) =
Work uncertified — By Balance o/d =i
J M —
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PROCESS COSTING
~ (INCLUDING JOINT PRODUCTS

“Process costing is used 1o ascertain the cost of each stage of manufacture where material is
through various operations to obtain a final product to result, with by-products in many cases -
st different stages —Lunt and Ripley

MEANING OF PROCESS COSTING |
pmumﬁmhamhddm:ppﬁdmhdmwmmmmﬂhﬁhﬂ?
two or more processes for being converted into a finished product. Each process 15
ted as a cost centre. The cost of each process is accumulated and per unit cost is
this purpose the following formula is applied : :

: rocess = —— 2ot of Output in the process
Cost per unit of each p Normal number of units in the process |
[n this method, the output of the first process works as the raw material of the second
sandthnnutputofthemndpmthhnthe‘mwmmhlnfthh‘ﬂprﬁuﬂmdln
In this manner, the raw mwmummmﬁnnmﬂnm
from where the entire process is completed and the product is made ready for sale.
Thhmnthndhuudmu}ummWo{memiuipmdudl.mp,mahhoﬂ.m
ishes, etc., where the production is continuous and the product has to pass from one process
¢ other until completion. _ .
CHARACTERISTICS OF PROCESS COSTING
The characteristics of Process Costing are as follows: . :
L Thspmdmﬁmhmﬁnwmmdthemdmuthnmltﬂnmmd’
pmmmphnthﬁuﬂdmupnmpmmmdmmm

2. meprndutuWMdmemﬂwmmwmw
mmudmmmmmmﬁmﬂm.ﬂwlﬁhﬂuﬂu
of one process diﬁ'arﬁumtheuniudthaathu';‘n-mmmihnfhprm
maydiﬁﬁrﬁgmmmnf‘B'm&hnttheuniﬁﬂ‘Am‘iﬂhﬁmﬂﬂhﬂh
other. : g
sequence of operations for processing mmummw .
Tﬁmpfmgmmm-hmmwm&rmmwﬂnm
5. &:m“"'ﬂ“fmmm@mwﬂmhmmﬂm
Uflhammnhodmlridmuﬁed-

= o

/7
:
;
5
;
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e COST ACCOUNTING

In each process, there is a certain qmnt&yofbaswhinhcmmtbem
is called as normal loss. This loss is due to the nature of raw material, f::g‘:hl:-h!
weight, vaporisation, chemical reaction, etc. This loss is borne by good units = *in
9. It is also possible to obtain joint product or by-product from the use of raw Materiy
production technology. il
10. Ghnnmaofabnormaﬂouurabmrmalguin may also be there which are dea]t
in process costing. p“"‘ﬂ;
11. Inter-process profit are also kept in consideration when output is transferreq e
process at market price. fext
12. The concept of equivalent production is also recognised in process accounts, j e
units which are at the stage of work-in-progress are made equivalent to eor. thos,
entie. COmpletey
Industries where Applied or Uses of Process Costing
This costing method is applied to the following industries :
—~ A. Manufacturing Industries. Iron and steel, cement, paper, rubber, ceramies, automobil,
plants, ice, paints industries, ete.
~ B. Chemical Industries. Chemicals, perfumery, soap, oil, medicines, ete.
~ C. Mining. Mineral oil, coal, sulphur, gold, iron, zinc, gas, ete.

- D. Publie Utility Works. Electricity generation and distribution, water supply, gas
ete,

o

| -DISTINCTION BETWEEN JOB COSTING AND PROCESS ooe'rmnz
Job costing includes hntdlnndmnmtomﬁug.mdisﬁncﬁmbetwmjobm& :
costings is as under :

Job Costing Process Costing i
1. | Unit is one and specific and work is done by Production is divided into several units and
specific order. the units are uniform. Production is con-
tinuous.
2. | One job is not related to or dependent on each The succeeding process is dependent on the
other. preceding one,
3. | The costs are collected against job order num- The unit cost is computed by dividing total
ber separately. mlthytutnlmtput,anditiaanml
4. | The cost of job can be ascertained only on the | The process cost is ascertained at the end of
completion of the job. cost period, for each process separately.
8. | The cost of a job is not transferred to the other. | The cost of a process is transferred to the &
process,
6. Thenmwmynﬂbuwwk«h—m Due to continued production we
is a regular feature.
7. | Cost control is difficult. Cost control is easy due to uniform productiot.
GENERAL PRINCIPLES OF PROCESS COSTING

The general principles are as follows :
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OF PROCESS COSTING

is to determine the per unit cost of production each
order to have information of it, consideration has to be
by-product and profit in each process.

fThe main object of process costing
individually and collectively, In,
on wastage of material, joint and
» of Material

L Fﬁzamria]r Pv——e through various processes, then there is some amount of wastage
Jmeznicas 1O » Vaponsation, wear and tear, etc. This wastages of normal or abnormal
re have their impact on cost of the product. The solution to it can be found by process costing.
»ducts and Joint Products

here are certain types of product, the production of which leads to attainment of some
products or products of same level automatically which are termed as joint product
product. Tl_mwmiﬂinﬂy on joint products have to be distributed on each
product. This leads to ascertainment of cost of individual product through process account.
dargin of Profit

wether there is a profit or loss on product manufactured, can be obtained only after the
uct passes through all the processes and can be made comparable by the market price. But
p important than it is to determine whether the processes are profitable or not. The output
process may be transferred to next process at market value or by adding a certain
entage of profit to cost. The effect of this policy results in inclusion of profit in value of closing
of the respective process. Thus, except the first process, the closing stock of all the
gining products have an element of profit included in the value of stock. This profit is
; but not real, because the goods are actually not sold. Hence, what is the amount of
included in the closing stock and what is the actual cost, becomes a matter of study in

8 costing.
PREPARATION OF PROCESS COST ACCOUNTS

ms of Debit Side of Process Account
hmchpmmaaapnrnmmtmupmad.ﬂlthlmmdnwwmm
ly, the following items are debited to process accounts :

aterials. The basic material related to production is shown in the first process. This
ial is shown at its cost. In process accounts, the quantity as well as the value both are
wn. In the mmaw“memmﬂﬂmyb?mdinmlrrm Hence, whatever material
hmmﬁmit&uﬂdhmmﬂmm

Labo., .mmwm.mrkhmwm“m-mfwﬂwm
(ers ahmldbedghimdmmgpmmwhichﬂmwwm“fan:hnmmupm.nmh
sib Lhatnwwhrnr&wwwkmmfu*mmmmwm.lnﬂmmﬁ
A pﬂidmthgwnrmurwrkmﬂhnwhhwwthmmhm
-ﬁmespentbymawﬁafwhz:gﬂﬂmmhmmﬁ’m.mmm
: mwwﬂmammwm.mmm
debiteg untnsdirﬂdaxp::!ﬁl.- | o

M"N expenses which are jointly concerned with various processes
lealle .'mwﬁimmmmmmmhme“
Abnormal Gain. If in any process, the
the excessive production over normal

mmhmthmhmm
production is termed as abnormal gain. The cost and
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WASTAGE AND ITS TREATMENT

The term ‘wastage’in the wider usage includes waste, scrap and spoilage which go to reduce
quantity content of the product. The wastage may be of two types : (I) Normal wastage
(1) Abnormal wastage.

Normal Wastage

Normal wastage is one which is incidental to production due to unavoidable reasons and it
results due to inherent nature of the particular process and is uncontrollable in shorter
od of time and is within standard limit. This normal wastage generally occurs due to
soration, shrinkage, breakages, spoilage for various reasons. While fixing the standard, a
y of the past performances and the wastage in the immediate previous years is necessary.
Treatment in Accounts. The normal wastage reduces the quantity of output. As this loss is
e by the production, the cost per unit of output goes up to that extent. If there is any saleable
,itinmldandthamhudmtuaﬂhdhthmmlfthewm
myvﬂm,thathtydwutmurm&ndhhqumwlmandnﬂﬂgm
0Wn in the amount column. It is to say, thatthnnnnmllnnumulhn:mlarburmbytha
1 units of production.

nal Loss or having no realisable value
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8o joint products are those which

A. are produced in the same process, with the same materials,

B. are separated in the course of same process, :

C. are comparatively of the same importance and value, and

D, require further processing to finish them into more useful and valuable products.

Joint products and co-products are used synonymously in common parlance, but technically
there is & distinction between the two. The joint products are like twins born of the same mother
there is at the same time, while co-products are two or more products which are contem-
praneous but which do not emerge from the same material in the same process. For instance,
timber boards made from different trees are co-products but not the joint products because they
‘#remade not from one tree but from different trees. In an automobile industry, motor cars, jeeps,
rucks, scooters, etc., are co-products. It depends on the choice of the manufacturer whether to
Pduce more of cars or more jeeps. This is not the case with joint products as the products
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s E?ampleﬂ of by-products are the following : - e

In Dairy industriEﬂ, Butter or Cheese is the main product, but butter-milk is the Prog
~Inan 0il refinery, Petrol is the main product, while sulphur, chemical fertiligepg et
bitumen are the by-products, + ang

In SL’IEHI" induslr_v. Sugnr is the main [ﬂﬂd“ﬂ and molasses is the b}hproduct.
By-products and Secondary Products

Both the by-product and the secondary product are subsidiary products, HJ»*-Fﬂ"l:*tilur_ﬂ;a;-i_,!m"Im1I
the main product, but the secondary product does not arise out of the same Process. The torm
‘Secondary’ is a relative term and is used to compare the relative importance with

product whether it may or may not be the product arising out of the same pr OCessing OPeratiog
Distinction between Joint Product and By-product

From the above study, it is clear that
(1) Joint products are of the e
importance:
(2) Joint products are produced all together in a process, while the by-products g
produced from the scrap or the discarded materials of the main product:
(3) Joint products are not produced just incidentally, their production is definite, But
by-products emerge incidentally also.
(4) Joint products require further processing, while the by-products generally 4, oot
require to be processed any further,
Apportionment of Joint Costs
The main point in the accounting for costs in case of joint products and by-products is the
apportionment of joint costs. There are common costs incurred in both the cases upto the paint
of separation, and after this split-off point the independent costs are debited to each of them,
more so, to the joint products where further processing is required in the form of independent
products. As the joint products become independent products after the split-off point, each of
them may behave like a main product and have its by-product.

The concept of joint costs, separate cost, Joint products and By-products can be illustrated
with the help of following chart

Split off Point
FY

.

qual economic importance, while the by-products T8 0f lengey

e

Joint Cost

* _ 5 Ve SWMM 5
Fig. 1. Joint and By-Products & Costing

¥
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@ OPERATING cosTing Al

En e :'J:.:;"f'p
The Terminology of CLL;.E::-:::UF SFRWCE COSTING S

jons, ¢.4., maintenance, personpel ¢@ Costing as the cost of specific services and

ents or functions. »Canteen, ete, Thege may be referred to as service centres,

gervice costing involves the meth . I
i aciods, collecii Dfuperati:g :i:t:termmhnn of the cost of services. At the end of
july divided by the quantity of gery;

The word ‘service’ as used in
m-inuﬁ dﬂpmmlentn 'mthln the urganmamm or o
ﬂﬂh’ personne 's m.ﬂlnlﬁnm, canteen, hos itals : ouse m‘ power units mputar
wrvices department, hotels, electricity cnnf;:anin'al:m]rgdhmainm: water supply, goods
transport, transport of passengers educational institutions accounting : firms, mmm'
consultancy firms ete, '

F‘EATUHEBOFBEIWICEOHGMH’IM

Service organisations possess its number of features whi ——
orgunisations. The main features are : which distinguish them from other

Ilr'-'ifu,(!umaquanﬂy it generally becomes difficult to define the cost unit.
hhurmmﬂﬁdﬁuﬂhmemﬁmaempbyﬂuganm&pmphhmm'
the business. The manpower cost incurred is much higher in relation to machine related cost.
3-3winummhm:ltmhuaidthatmﬁmhﬂha i commodity.
Once a service has been re , it can not be stored. It has to be used or else it is wasted.
R tuq;m.pmwum:mmminmmum.mm
ould utilise their services. In the absence of this, labour remains idle. The efforts of idle labour
be stored and utilised as and when required.
E.ka:mmﬁumdnmmmm.mm
2 in providing services to the public.
The NATURE AND CHARACTERISTICS OF SERVICE COSTING
¢ hature and characteristics of operating costing are as follows :
() &mmmmemmmlawdmmmm‘m“m
i) Costs are generally computed period-wise and order-wise, :
i) In service costing, standing or fixed, maintenance and ot =
{:y}mmmmuramdmwurganimhmmnrbulﬂdhth&wﬂmurmyhgw
within rganisation, and ; 2 o :
%) The demand fo he service of enterprises o organisaions or industries adopting
Operating cost method for costing fluctuates.
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APPLICATION OF SERVICE COSTING

Internal

The service costing is required for in-house services provided by a service cost centre
other responsibility centres as support services. Examples of support services are Canteen <
hospital for staff, Boiler house for supplying steam to production departments, Captive Pﬂ:ﬂd
generation unit, operation of fleet of vehicles for transport of raw material to e
distribution of finished goods to the market outlets, IT department services used by D'l:h::
dEpﬂrtmenta, research & development, quality assurance, laboratory ete,

External
When services are offered to outside customers as a profit centre in consonance wig,
organisational objectives as an output like goods or passenger transport service provided by a
transporter, hospitality services provided by a hotel, provision of services by financial instity.
tions, insurance and IT companies ete,
In both the situation, all costs incurred are collected, accurnulated for a certain period or
recorded in the cost accounting system and then expressed in terms of a cost unit of servies.

SERVICE COSTING Vs. PRODUCT COSTING
Service costing differs from product costing (such as job or process costing) in the following
ways due to some basic and peculiar nature.
(i) Unlike products, services are intangible and can not be stored, hence, there is o
inventory for the services.

(ii) Use of Composite cost units for cost measurement and to express the volume of outputs,

(iii) Unlike a product manufacturing, employee (labour) cost constitutes a major cost
element than material cost.

(iv) Indirect costs like administration overheads are generally have a significant proportion

in total cost of a service as unlike manufacturing sector, service sector heavily depends

on support services and traceability of costs to a service may not economically feasible.

SERVICE COST UNIT

To compute the Service cost, it is necessary to understand the unit for which the cost is to
be computed. All the costs incurred during a period are collected and analysed and then
expressed in terms of a cost per unit of service.

One specific issue with service costing is the difficulty in defining a realistic cost unit that
represents a suitable measure of the service provided. The cost unit to be applied needs to be
defined carefully and frequently, a composite cost unit may be deemed more appropriate.

For example, Hotels may use the ‘Occupied Room Days' as an appropriate unit for cost
ascertainment and control.

Other typical cost units that may be used include :

Service industry Unit of cost (examples) _
Transport Services . ,(Inp transportation)
km., or Ton-km. (In goods carriage)
Electricity Supply service att-hour (kWh)
Hospital Patient per day, room per day or per bed, per operation etc.
Canteen Per item, per meal etc.
Hotels Guest Days or Room Days _ :
Bank or Financial Institutions | Per transaction, per services (e.g. per letter of credit, per application,
project etc,)
ucational Institutes course, per student, per batch, per lecture etc.
IETE&ITES Cuatpe;prq]act,parmnﬁm.
Insurance Per policy, Per claim, Per TPA etc. —
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cOHPUTA“O::)OF Ol;igmue COST OF SPECIFIC SERVICES
_ TRANSPORT OPE
ot agforating i ta RATING COSTING

. 1ed in those organisations where services are prov "
carmiage of ‘;ﬂﬂi T :;e ;:;:1 ded““ ‘age of goods from one place to another. In these nrgamqatmnslt:;
Wt rﬁlﬂwd - . asregard to transportation are collected and classified in suc
(0 ? anner so that cost per unit of transportation g

Objo;;: objects of Transport costing are -

1, T aeee the cost per unit ﬂfﬂperating the vehicles and to fix the rates for the carriage
of ,ds or passengers.
2. To

compare the cost per unit of the motor vehs : ¢ of other means of
, and to find out the profitable routes. vehicles with the cost o

3. To comper® the mﬁﬁ' of one motor vehicle with the cost of the other motor vehicle. This
pelps to 88¢€ the ncy of each vehicle and to control the cost of each vehicle.

4. To keep a control over the cost of petrol, lubricants and maintenance.

5. To help to fix hire charges of the vehicles where the vehicles are given on hire.

6. To help to apportion the cost of transport in the different departments availing of the
services of transport.

Unit of Cost
The cost unit of the passenger vehicles whether in bus transport or in railways is the
nger-kilometre' or ‘Passenger-mile’. In case of goods it is “Ton-kilometre’ or
‘Ton-mile’. In both the cases, the unit is a compound unit. If 4 tons load is carried for 8 kilometre,

the service rendered would be 4 x 8 = 32 Ton-kilometre. There are two possible methods of

calculating “Ton-km' viz., (1) Absolute, and (2) Commercial, as explained with the following
example :
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TRANSPORT OPERATING COSTING PROCEDURE
In order to determine the cost of transport services provided by the transport organisations,

the following accounting procedure is followed :
(1) Collection of transport cost
(2) Classification of transport cost
(3) Construction of operating cost sheet

(1) Collection of Transport Cost

For determination of service cost in transport organisation, all the cost related to tranﬂpﬂl‘
service is collected continuously. Generally, in these type of organisations detailed information
as regard to each vehicles is collected. For this purpose a separate log book is kept for each

vehicle.
Log Book

Log book is an important record maintained for each vehicle. This book contains the full
i nformation about the vehicles regarding its history, capital cost, capacity, maintenance and
running details, etc. The information in the log book is divided in three parts as follows :

First Part. The following information appears in the first part :
1. Name of the vehicle, 2. Date of Purchase, 3. Firm's name from which piﬂ@hﬁ
gers or 10

Purchase price, 5. Purchase price of tools and equipments, 6. Capacity of passen
. :4_9. Insurance policy Number, insurer’s name, Pﬁﬂ::

Registration ‘Number, 8. Taxes paid, 9
:'.jd, ete, 10. Estimated working life, amount of yearly depreciation and scrap value at the

of life.
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o keep the vehicles in mobil "
the vehicle stands still or does B mm':;:, The examples ofsuch Sharges areasiolows
These expenses of each vehicle ma¥
tmpmciatim—“fi’ &hﬁﬁzm ﬁmm%mMm\ham
(i) Cost of petrol, diesel, me,cumﬁr |
(i) Payment to Drivers,
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