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1 
COST ACCOUNTING: AN OVERVIEW 
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1.0 AIMS AND OBJECTIVES 

After studying th.is lesson, you should he able to: 

• Define cost accounting 

• Explain the scope and functions of cost accounting 

• Enumerate the objectives and methods of cost accounting 



-I 
(:..,,1 Accounting 

• Discuss tl1e techniques and classification of cost accounting 

• Describe the difference benvecn cost accounting and financial accounting 

• Know 1h~ key elements of cost accounting 

1.1 INTRODUCTION 

Cost accounting is the classification, recording and appropriate allocation of 
expenditure for the determination of the products or services, aod for the suitable 
presentation of data for the purpose of control and management. TI1e cost accounting 
normally jncJudcs the cos! of job or contract, batch, process and so on. It normally 
illuslrat~ the following compartments of the cost aspect of the organiz.ation, viz. 
production, administration, selling and distribution. The cost accounting not only 
reveals the amount of cos.ts, which are relevant with th~ product or service, but also 
establishes the ways and means to control through budgets and standard cost in order 
to maintain the profitability of the firm. 

Cost accountancy is the combination of botb the application of costing an<l cost 
accounting principles, me010ds, techniques to science, art and practice of cost cootroJ 
and ascertainment of profitability. Cost accountancy cousisls of three componeuts. 
First. component science means that be must have systematic .knowledge of cost 
principles for the discharge of responsibilities. Art i.s the next component in the cost 
accountancy reveals the ability and skill required for 1hc discharge of responsibilities 
cost accountant in order to resolve tl1e prohlcms. Practice is the third component of 
cost accountancy, which comprises the continuous efforts of the accountant in the 
field of cost accounting not only to disseminating the infonnatioo but also facilitating 
the organisation to take decisions. 

1.2 MEANING AND CONCEPT OF COST ACCOUNTING 

Cost accounting is a very wide term. 1t embraces ma11y subjects within its folds. In 
general usage, it is the application of costing and cost accounting principles, methods 
and techniques to the science, a rt and practice of cost control and ascertainment of 
profitability of business. The Institute of Cost and Management Accountants, England 
has defined cost accounting as, "the application o.f costing and cos/ accounting 
principles, methods and techniques Lo the science, art and practice of cost control. it 
includes the presentation of information derived there fi-orn jar the pwpose of 
managerial decision-making. " Thus, cost accounting is the science, art and practice of 
a cost accountaJlt. It is a science because it consists of organized body of knowledge, 
which a cost accountant must possess for proper discharge of his responsibilities. 

Cost accounting involves the application of costing principle, methods and techniques 
for ascertaining costs and their control by comparing actual costs with the budget or 
standard. Cosl accounting is an art also, because it includes IJ1e ability and skill with 
which a cost accountant has to apply his basic knowledge to particuiar circumstances. 
Jt involves the use of various costing techniques and methods such as marginal 
costing, standard costing, budgetary control, etc. The applications of tJ,ese techniques 
help bim io dealing with various problems such as cost reduction, cost control, 
ascer1ainmcnt of profitability, etc. 

Cost accounting is also the practice of a cost accounta11t because he has to make 
constant ctf orts in the field of cost accounting. Such e!fo11s include the information 
presentation to the top management for the purpose of managerial decision-making 
and keeping various records of business. 

Cost accounting is an important development in the field of accounting. It is zhe 
process of accounting for costs. II embraces the accounting procedures relating to 



recording of all income and expenditure and the preparation of various statements and 
reports with 1lte object of ascertaining aod controlling costc;. On analysis of the above 
meaning and definitions. the following features of cost accounting become evident: 

(i) Cost accounting is used in the very wide sense wben compared Lo cost 
accou-n1ancy anti costing. This is so because cost accounting is concerned with the 
formulation of principle:-;, methods and techniques to be applied for ascertaining 
cost and profi1. 

(ii) Having ascertained cost and profi1, cost accounting is concerned with presentation 
of information to management. To enable management to carry out its functions, 
reports muse be promptly made available at the right ti.me, to the rig.ht person and 
in a proper form. 

(iii) The information so provided is lo servt: lhe purpose of managerial decision
malcing such as introducing a new \int: ofproducr, replacement of manual Jabour 
by machines, make or buy decisions, etc. 

This section will help you understand the meaning of cost, costing und the cost 
accounting. 

1.2.1 Cost 

Cose can be defined as tb1; value attributed to a re_.:;ourcc. There are three resources of a 
cost. i.e. 1TU:1tcrial labour and services for a manufac.1Uriog organisation. Cost js the 
amount of expenditure incurred on a givt:n thing. The committee on cost conceplS and 
standards of American Accounliog Association has defined <'wst is foregoing 
measured in monetary terms incurred or potentially to be incurred to achieve a specific 
objectiveO In this way. cost illdicates a foregoillg of sometbiog of value in 
consideralion of obtaining some sort of benefit. The term @ostOconnotes different 
meanings lo different people. But in cost accounting it is used in a special sense. 

According to Crowningshield cost rcpres<;ntc;, "an expenditure made to secure on 
economic benefit. generally resources that promise to produce revenue. The resources 
may have tan,:ible substance (material) or they may take the f orm of lohour and 
.'iervices ". 

Cost has beet1 dd ined in terminology given by the I nstilute of Cost and Manag~menl 
Accountants as, "1he amount of expenditure incurred or aJJributed on a given thing··. 
More simply, il can bt: defined as that cost which is given or scarified to obtain 
somethjng. Tb11~. lhc cost of au article is i.ls purchase or 01anufacturing price, i.e., it 
would coosfat of its direct material cost, direct labour cost. direct aod indirect 
expenses allocutcd or apportioned 10 it. 

The term cost is deootcd by Oxpenses6whea Lhe cost is incurred aftet deriving lhe 
benefit. The AICPA Conunillcc on lcnninology defined expenses as, "all expired cost 
which is deductible from revenue". Ia a narrow scose, expense refers to such Hems as 
production, adaunistrative an<l selling expenses. 

1.2.2 Costing 

Costing is the system of calculating the cost o( production by allocating expenditures 
to different stages of production or operations of the firm 

Jt is a managerial accounting method that describes wl1en all fixed and variab.le costs, 
including manufacturing costs arc used to compute the cotal cost per unit. Costing 
includes these cost~ when computing lhc amount of tnOJlCY it takes to produce and 
distribute one uoil of output. 

s 
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Cc,~t Accouoting 1.3 IMPORTANCE OF COST ACCOUNTING 

The importance of cost accounting is presented below: 

J. Helps in controlfi11g cost: Cost accounting helps in controlling cost by applying 
some techniques such as standard costing and budge1ary control. 

2. Provides necessary cost information: It provides necessary cost information to 
the managemenl for planning, implementing and controlling. 

3. Ascertains t/Je total per unit cost of production: lt ascertains the total and per unit 
co1st of production of goods and services that helps to fix the selling prices as wel}. 

4. l11trod1u:es cost reduction programs: It helps to introduce and implcmt-'111 
different cost reduction programs. 

5. DisclmleS the profitahle and non-pmjiwble activities: It djscloses the profitable 
and non-profitable activities tliat enable management to decide to eliminate or 
control unprofitable activities and expand or develop the profitabJc activities. 

6. Provides information for the comp(lJ'ison of cost: I\ provides reliable data and 
infonnation wwch enable the comparison of cost between pt:riods, volume of 
output, determent and processes. 

7. Check:!i the accuracy of financial accounts: ll helps checking the accuracy of 
financial accouots. This js done by preparing cost reconciliation statement. 

8. Helps to investment and fi11ancial institutions: It is also advantageous to 
investment and financial institutions since ii discloses the profitability and 
financial position in which Ibey intend to invest. 

9. Beneficial to workers: It is b eneficial to workers as well since it emphasises the 
efficient utilisation of labour and scicnlific systems of wages payment. 

1.4 NATURE AND SCOPE OF COST ACCOUNTING 

Tl1e nature and scope of cost accounting are asct.."Tlainmcnt of cost, fixation of selling 
price of product, proper recording and presentation of cost data to the management for 
measuring efficiency and for cost control. The fol1owing are the main objectives of 
cost accounting: 

(i) Ascertainment of Cos!: Asccrlainment of cost is primary objective of cost 
accounting in the inilial stages of its development. However, in modern times, this 
bas assumed lbe secondary objective of cost accounting. Cost ascertainment 
involves the collection aod <.:lassification of expenditures at the first instance. 
Those items of expenditures or expenses which are capable of charging directly to 
the products manufactured are allocated. Then the other expenses which are not 
capable of direct allocation are apportioned un some suitable basis. Thus the cosl 
of production of goods manufactured is ascertained. In this process, cost 
accounting involves maintenance of diffen:nt types of books to record various cost 
clements. Cos\ of production is ascertained by using any of the costing lcchoiquc 
and method such as historical costing, standard costing, marginal costing, job 
costing. unit costing, etc. 

(ii) Fixation of Selling Price: Every bus iness cntcrpdse aims at maximising its profit. 
The total cosl of production constitutes the basis on whicb. selling price is fixed by 
adding a part of profit. Cost accounti□g furnishes both the total cost of production 
as well as cost incurred at each and cvt!ry stage of production. No doubt other 
factors are taken into consideration before fixing of selling price such as market 
cooditioos, the area of distribution, volume of sales, etc. But cosl plays the 
dominating role in the price fixation. 



(jii) Cnl1 Control: At one Lime cost control wa$ coostdcred as secondary objt:etive of 
cost accounting. Rut in modern business, it constitutes the primary ohjective. Cost 
control •'> exe<cised at different stages in an industry, viz., acquis ition of materials, 
recruiting of labour, during the production process and so oo. As suc h, we have 
material co~I conlio), labour cost contro~ production cost control. quality control 
and so on. However, control over cost is exercised through the techniques of 
bu<lgctary contro~ historical costing and standard costiog. The control techniques 
enable the management in knowing the operating efficiency of a business 
organisation. 

( iv) Prnvides Various Policies: Cost data to a great extent b.elps io formulating the 
various po licies of a business or industry and in decisioo-makiog. As every 
alternative decision involves investment of capital outlay, costs play an important 
role.: in decision-making of organisation. Therefore, availability of cost data is a 
must for all levels of management. 

1.5 METHODS OF COSTING 

The mt:Lhods of costing in ascertainment of lhe costs are different from one industrial 
practice to another. The melbods of costing arc normally classified into two major 
categori~, viz. specific order costing and operation costing. 

• Specijic: urder costing: Jt is one of the major roelltods of costing, pertaining to the 
specific job or work, whicli is normally entrusted upon tbc industry to complete 
the entire proce.-.s of manufacturing. Under this type of costing speci fic co:.t of Ilic 
jobs, contracls, batch can be ascertaim .. "Cl to che tune of their own nature and 
characteristics. 

• Operntio" costi11g: II is another major classification in connection witl1 tb.e 
process or operation required for the mamtfacrure of a product. Ths is more:: 
applicable in the case of products, which are normally manufactured as well as 
expected to come acros~ many stages of production process or operations in th,e 
industry. 

The following ace the detailed classifications of tbe costing: 

• .lob orc.kr cosling 

• Coolrncl costing 

• Batch costing 

• Proce.c;s cos ti 11g 

• Operation costing 

• Service costing 

I. Job order costing: Under Lhis melhod of costing, the cos1 ioputs of every or 
specific job, are collected and assimilaced logeth1.,-r for lhe determination of the 
total cost of the job. which is most useful to analyse the cost of the job not o nly 
alone but also lo compare with other kind of jobs. lt paves way through job card 10 
conduct an analysis io the a ngle of cost factor influence. 

2 . Contract c:osting: Thie; is a method of costing preferably required for the jobs 
which arc normally l1aving longer gestation period to complete, I.e .. by lht: dvH 
eog.incers and mechanical engineers. 

3. Butch Clll'ting: It is another mosl jmpor(ant c lassification in which s mall orders 
costs arc ascertained. This is mostly preferred by the companies or factories, 
wbicll. normally engage in the manufacture of small articles in the form of batcb. 
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Cost Ac<lOUllling 

Each batch is considered as a unit cost and exclusively costed. Under this method, 
the cost per unit could be ascertained as follows: 

Cost of the batch ==---- - - - - - -Number of units in a batch 

It is applied in the case of biscuits, chalk piece, pencil, cigarette, garments 
manufactures. It could be put io simple sense that this method of costing is more 
applicable in the case of Fasl Moving Consumer Goods (FMCG) indus tries. 

4. Procel!>'S costing: This is another method of costing, which is mostly suited for the 
continuous process of manufacturing of a finished product. The production of a 
finished product requires many stages of production in the form of processes, 
which takes normally the input5 for one process from tl1e output of anoth.er/yester 
process. The cost of a finished product is normally prepared through the 
preparation of separate process accounts, which normally reveals the cost of each 
process, highlights the cost of the specific process, finally known as continuous 
costing. 

5. Operation costing: This is a suitable method of costing for the industries, which 
manufacture the standard or identical products. This method is applied in lhe 
indusiries of brewery, oil drilling, cement works and so on. 

6. Service costing: This is suitable method for the industries, which render service 
rather than maoufacturing of goods. This is applied in the case of service 
indus1ries, viz., transport corporations, municipalities, power supply organisation 
an<l so on. This method is suik:d to ascertain the cost of rendering service. 

1.6 TECHNIQUES OF COSTING 

The following arc the various techniques of costing, wh.ich are nothing but vital tools 
of asce11aining costs: 

l. Uniform costing: It is the use of s11me costing principles and practices by several 
undertakings for common control and comparison of costs. 

2. Marginal costing: rt is another tool of costing, by studying the difference in 
be.tween the fixed and variable cost in order to determine the influence of change 
in the level of output on the cost per unit. 

3. Historical costi11g: It is another technique of costing through which the costs of 
the yester hori100 are ascertained. 

4. Direct costing: It is the practice of charging aU direct variable and fixed costs 
which are in relation with the operations, processes or products by leaving all 
other costs which are norn1ally written off against the profits. 

5. Absorption costing: Jt is unlike the marginal costing technique, includes the fixed 
cost of operations along with the variable cost of production. 

6 . Standard costing: It is another tool of costing which normally facilitates the firm 
to determine the deviation in bctween the actual and standards in order lo exercise 
the control of deviations th.rough correction measures. 

1.7 FUNCTIONS OF COST ACCOUNTING 

Accor<ling to Weltemer and Blocker, "Cost accounting is to serve management in 
the execution of various policies and in comparison of actual and estimated results in 
order that the value of each policy may be appraised and changed to meet the future 
conditions". 



The foUowing are the main functions of cost accounting: 

(i) To establish various cost centres in the business or indu.stry. 

(ii) To provide necessary data to th.e management for fixing tlte selling price. 

(iii) To prepare various reports on wastages, loss of labour, idle capacity of machines 
so as to improve profitability of business or industry. 

(iv) To ascertain the cost of every product, job or process both in tcnm of total cost 
and per unit cost of product. 

(v) To implement various cost control techniques such as budgetary control, 
historical costing and standard costing. 

(vi) To design suita ble system for defining responsibilities and controlling cost. 

(vii) To prepare cost schedules to assist management in decision-making. 

(viii)To prepare cost statements aod profit and loss account for giving advice to 
management. 

(ix) To assjst management in the valuation of closing sloc.k of raw materials and 
work-in-progress so tha1 too much of capital is not locked up in unnecessary 
inventories. 

(x) To hdp in supervising the working of punc]1ed card accounting or data 
processing through computers. 

(xi) To organise cost reduction programmes with the help of departmental managers. 

(xii) To organise the internal audit systems to ensure effecli ve working of cliffen:nt 
departments. 

(xiii)To undertake cosl audit programmes as per the directives issued by the central 
government and the provisions oflndiao Companies Act. 

(xiv)To design suitable forms for organising an effective cost system ofreportiug. 

1.8 COST CLASSIFICATION 

Costs can be classified according to: 

1. General classification 

2. Technical classification 

1.8.1 CcneraJ Classification 

Generally, lhe costs are classified as follows: 

Product vs. Period Costs 

Product cosls include all the costs that are involved in acquiring or making product. 
f or a manufacturer, they would be the direct materials, direct liibour and 
manufacturing over)lcad used in making its products. Product costs are viewed as 
c'.attaching6to units of product as the goods are purchased or manufactured and they 
re main allacbed as the goods go into inventory awaiting sale. So initiaJly, product 
costs are assigned lo an inventory account on tbe balance sheet. When Lhe goods are 
sold, tbe costs are released from inventory as expense (typically called Cost of Goods 
Sold) and matched against saks revenue. 

9 
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Cm,, A~~onntiog 
The purpose is to emphasise that product costs are not necessarily treated as expense 
in the period in which they are incurred. Rather, as explained above, I.bey are trealed 
as expenses in the period in whiclt the related products are sold. This means that a 
product cost such as direct materials or direct labour might be incuned during one 
period but not treated as an expense until a following period when the completed 
produc1 is sold. 

Period costs are oot included as part of the cost of e ither purchased or manufactured 
goods and are usually associated with the selling function of the business or it.:. genera l 
administration. As a result, pedod costs cannot be assigned to the products or to the 
cost of inventory. These costs are expensed on tlie income statement in the pl.Tiod .in 
which they are incurred, using the 11sual rules of accrual acco~ting that we learn in 
financial accounting. 

Examples: 1, Saks commissions and office rent. 

2, Selling and administrative expenses. 

The period costs are reported as expenses in the accouoling period in wl1ich lhey 

I. Best match with revenues, 

2. When they expire, or 

3 . In the current accounting period. 

In addjtion to the selling and general administrative expenses, most interest expense is 
a period expense. 

DlreL1 vs. Indirect Costs 

Direct costs are those costs lbat can be traced to specific segments of operations. 

Direct cost of the product can be classified into the following categories: 

I . Direct Materfol: Direct material which is especially used as a major ingredient for 
the production of a product. 

Examples: 

(a) The wood is a basic raw material for the wooden furniture. The cost of the 
wood procured for the furniture is known direct material cost. 

(b) The cotton is a basic raw material for the production of yarn. The cost of 
procuring the cotton is known as direct material for tbe m.anufacturiug of yam. 

2. Direct Labour: Direct Jabour is the cost of the labour which is directly involved in 
the production of either a product or service. 

Example: The cost of an employee, who is mainly working for tile produclion of a 
product/service at l'be centre, is known as direct labour cost 

3. Direct Expenses: Direct expenses which are incurred by the firm with the 
production of either a product or service. The excise duty and octroi duty are 
known as direct expenses in connection with the production of goods/articles and 
so on. Indirec t costs are those costs that cannot be identified w ith particular 
segments. 

4 . Indirect Material: The material which is spent cannot be measured for a product 
is known as indirect material. 

Example: The thread which is used for tail01ing the shirt cannot be measured or 
quantified in specific length as well as ascerlaine<l tbe cost. 



5. /11direct Lubour: lndirect labour is the cos! of the labour incurred by lbc firm 
01her than the direcl labour cannot be apportioned. 

Example: Cost of supervisor, cosr of the inspectors and so oo. 

6. J11direcJ Expe11ses: lndirecl expenses are the expenses other lhan lhal of the direct 
expenses in the produclion of a product T he expenses which are not directly part 
of lhc prodm:lion process of a product or service known as indirect expenses. 

Examples: 

(a) .Rent of the factory, salesmen salary and so on. 

(b) Comn1on costs are shared by mullipJL; segox:nts. 

Example: Manufacturer of chairs, Scgmenls "" Plastic cha irs (P) & Wood 
chairs (W) 

Manufacturing vs. Non-manufacturing Costs 

Manufacturing costs are product costs consisting of Direct Material (DM), D irect 
Labour (DL) nnd Manufacluring Overhead (MOH, OH) 

Manufacturing Costs = DM + DL + MOH 

Non-maoufacluriog cost<: are period costs incUJTed in selling and adminislrative 
activities. 

MOH = All iadfrect manufacluiing costs, including 

l. lndirecl materials 

2. Indirect labour N supervision, mainlenance, janjtorial services, etc. 

3. Olhcr services N utilities, supplies. rent, insunmce, <.k.-preciation. taxes, etc. used 
io produclioo 

4. Anything that is rclaled to pro<luclioo ( cafeteria, fitness room, t!tc.) 

J .8.2 Technical Classification 

Apart from this cJassification 1J1e costs are also classified into various categories 
according to the purpose and requirements of the firm Som<.: of lbc most important 
classifications are as follows: 

l . By nature or clement or analytical segmentation 

2. Uy functions 

3. Direct and indirect cost 

4. By variability 

5. By controllability 

6. By normality 

7. By time 

8. Accorwng to planuing and control 

9. For managerial decisions 

Now let us understand each of tbem one by one. 

IJ 
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By Nature or Element or Analytical Segmentation 

The costs are classified into three major calegories Materials, Labour and Expenses. 

By Functions 

Under this methodology, the costs arc classified ioto various divisions or functions of 
the enterprise viz., production cost, administration cost, selling & distribution cost and 
so on. 

The detailed classification is that total of production cost sub-classified into cost of 
manufm.,--turt::, fabrication or co11struction. 

1. Costs of manufadure: The cost of materials for packaging, the cost of electricity 
and water, the cosl of promolion and advertising, etc. 

2. Costs of construction: The cost of materials, the cost of equipment, the cost of 
labour, etc. 

(a) Cost oflransportation 

(b) Cost of management and co-ordination 

(c) Depreciation offtXcd assets. 

/\.od auother classification of cost is commercial cost of optrations; which is other 
than the cost of manufacturing and productiol). 

The major components of commercial costs are known as administrative cost of 
operations and selling and distribution cost of operations. 

l. Administrative cost of operations: Expense incurred in controlling and du-ecting 
an organization. 

2. Selling and distrihution cost of operations: Any cos! incUJTed by a producer or 
wholesaler or retailer or distributor (as for s hipping, etc.) 

Direct and J ndirect Cost 

l. Direct co:,t: This classification of costs is incurred for tJ,e manufactllre of a 
product or service. They can be conveniently and easi ly identified. 

(a) Material cost for the producl manufacture: It includes the direct ma1eriaJ for 
manufacturing. 

Example: For garments factory, clotl1 is the direct material for readymade 
garments. 

(b) labow cost for production: Labour cost is the cost of the entire labour that is 
directly involved in the production of a product as well as attributable to 
singk product expenses and so on. 

2. Indirect cost: The cos1s which are incurred for and cannot be easily identified for 
any single cost centre or cost unit known as indirect cost. 

Indirect material cost, indirect labour cost and indirect t.-xpenses are 1.be three 
diff t.-'I'eut components of the indirect cxp(,,ises. 

(a} Indirect material: Indirect materials are materials used in t he productioo 
process, but which cannot be linked t0 a specific product or job. 

Example: Cost of the tJuead cannot be conveniently measured for single uuit 
of the product. 



(b) Indirect luhour: lndirecl labour is tbc cost of any Jabour 11!at support,; the 
production process, but which is oot directly involved in the active cooversion 
of materials into finished products. 

Example: Salary _paid to the supervisor. 

(c) Indirecr expenses: All expenses o1her than direct expenses are assumed as 
indirect expenses. lodircct expense.,; are those expenses that are focurred to 
operate a business as a whole or a segment of a business, aod so carutot be 
directly associated witl1 a cost object, such as a product, service, os: customer. 

Example: Office rent, telt:pbone expenses, factory rent, materials management 
executivcsG;alaries etc. 

By Variability 

T)1e costs are grouped accordi11g to tl1e changes taken place in the level of prodllclion 
or aclivity. 

It may he classified into chrec i:;a1egorics: 

l. Fixed cost: II i~ the cost which does 001 vary irrespective level of an a.ctivity or 
production. 

Example: Rent of the factory, salary lo the manager and so on. 

2. Variable cost: It is a cost which varies in along witb the level of an activity or 
produclio11 like material consumptio11 and so on. 

Example: Tlie fuel for ao airline. The cost for it changes with the oumbcr of 
llighls and bow long the lrips are. 

3. Semi-variable cost: It is a cost which. is fixed up to certain levd of an activity. 
Later it 11uctuales or varies in line wilh the level of production. ft is known. in 
other words, as step cost. 

Example: Electricity charges 

Labour costs in a factory are sl!Jlli-variable. The fixed portjou is the wage paid to 
workers for their ref,ruJar working hours. The variable portion is the overtime pay 
they receive when tht:y exceed their regular working hours. 

By Controllability 

The costs, which are classified in1o two categmies in accordance with controllability, 
arc as follows: 

I. Cnntrollable costs: Cost whic}1 can be controlled through some measures known 
as contro]lable costs. All variable costs Bie considered to be controllable in 
segmeot to some extent. 

2. U11co11trollable costs: Costs which cannot be controlled are known as 
uncontrollable costs. All fixed costs are very difficult lo control or bring down; 
they rigid or fixed irrespective to the level of production. 

By Normality 

Under this mctho<lology, the costs which are normally incurred al a given level of 
output in the conditions in wbich that levt:l of activity nomwly attained. 

1. Normnl cost: It is the cost which is normally incurred at a given level of output io 
the conditions in which that level of output is normalJy achieved. 

2. Abnnrma/ cost: IL is the cost which is not normally incurred at a given level of 
oulput in lht: coo<litions iu which that level of output is normally auained. 
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Normal cost for a defirn.xl-bencfil peru;ion plan generally represents the portion of the 
econouric cost of tlie participant's anticipated pension benefits allocated to the current 
plan year. 

Abnormal cost may be unexpected costs incurred, as a result of natural calamities or 
fuc or accident or such other losses . 

.By Time 

According to this classification, the costs are cl;issified into historical costs and 
predetermined cosl~: 

I. Hi.Jtorical cost,;: The costs are accumulated or a"certaincd 9nly after the 
incur.rence .known as past cost or historical costs. 

2. Predetermined cos1.,·: These costs a.re detennined or estimated in. advance to any 
activity by consider.ing the past events which are normally affecting the costs. 

According to Plan11i11g and Control 

The following are t.he two major dassifications, viz., standard cost and budgetary 
control: 

l. Swndard cost: Standard cost is a eosl scientifically determined by way of 
assuming a particular kvel of efficiency in utilization of material, labour and 
indirect expens~ . 

TI1e prcpanxl standards arc compared with the c1ctual performance of the firm in 
studying the variances in between them The variances are studied and analysed 
tJ1rougb an exclusive analysis. 

2. Budget: A budget is a detailed plan of operation for some specific future period. It 
is an <..:stimate prepared in advance of the period to which ii applies. lt acts as a 
business barometer as it 1s complete programme of activities of lhc business for 
tile p eriod covt.--red. 

The e-0ntrol is exercised through continuous comparison of actual results with the 
budgets. The ultimate aim of comparing with cacb other is 10 either to secure 
individualsOiction lowards the objcclivc or to provide a basis for revision. 

For Managerial Decisions 

Tlle major classifica1ion~ are marginal cost and sun.I< cost. 

Marginal cosl is the amount at any given volume of output by which aggregate costs 
are changed if the volume of output is decreased or increased by one unit. 

Sunk costs arc costs that cannot be rccov(.'Ted once they have been incurred. 

Examples: 

Marginal Cost: Suppose it costs · IOOO to produce 100 units and · J020 to produce 
JOI units. The avcrag<:.: cost peI unit is • 10, but the marginal cost of the 101 unit is 
- 20. 

Sunk Cost: Total spending on advertising or re.5earching a pruduc( idea. 

They can be a barrier to entry. If potential entrants would have to incur similar costs, 
which wou ld not be recoverable if the entry failed, they may be scared off. 

1.9 ELEMENTS OF COST 

The correct interpretation of the term G}ostO may also be understood by having 
knowledge about basic elements of cost. 
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These elements have been shown in the foUowiog figure: 

Elements of Cost 

Malerial Lat>our Expenses 

T 
Direct 

-¾ .. --·-. 
Indirect Direct Labour Indirect Labour 

.--L 
Direct lnd:ct 

Material Material Expenses Expenses 
I - - --- .-· ___,._ ___ _ 

Factory or Worl<s 
Ovemeads 

Overheads 

--- -.--- j__ - - -- - - ----.. . . 
Offfce and Administrative 

Ovemeads 
Selling Oistributiln Overheads 

Ovemeads 

Figure .J. l: Elements of Cost 

The following is tl1e brief description of these elements of cost : 

1.9 .1 Material 

Direct Material 

To obtain lbe materials that will be converted into the finished product, d1i.:: 
rnanufacLUrer purchases raw materials. Raw materials are the basic materials and parts 
used i11 tbe rnanufa(.-turiag process. For example, car manufacturers such as Maruti 
Udyog and Tata Motors use steel. plastics, and glass as raw materials in making cars. 
Raw materials that can be physically and directly associated with tbe finished product 
during the rnaoufacturing process are calkd direct materials. Examples include flour 
in the making of bread, steel in the making of cars, etc. Direct materials for HP in 
making computers include plastic, hard drives, processing chips, etc. 

Direct material = Opening stock+ Purchases DClosing stock 

Indirect Material 

Some raw materials cannot be easily associalt:d wjtb the finished product. Tliesc a1·c 
considered indirect materials. Indirect materials ( I) do no1 physically become part of 
the finished product, such as lubricants and polishing compounds, or (2) cannot be 
traced because their physical association with me finished product is too small in 
l1.,'Tms of cost, such as nails aud Fevicol (as per the previous example) . lndircct 
materials arc treated as par! of manufacturing overhead. 

1.9.2 Labour 

Direct Labour 

The work of factory employees that can be physically and di.reclly associated wiLl1 
converting raw materials into finished goods is consjdered direct labour. 

Indirect Labour 

In contrast, tbe wages of mainteoance p eople, time-keepers, and supervjson, arc 
usually idt;mtified as indirect labour. Their efforts have no physical association wjth 
the finished product, or it is impractical to trace the costs to the goods produced. Like 
indirect materials, i.ndirecl labour is also treated as manufacturing overhead. 
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1.9.3 Expenses 

Direct Expenses 

Apart from mat<--rial and labour. many a times there is need to insert some specifi c 
expenses ~uch as production royalties to be paid to the holders of manufacturing/ 
patent rights, hire/purchase of certain special machine tools for one-time j obs ek. lbis 
category of cost is termed as direct expenses. 

Indirect Expenses 

Tndirect expenses co nsist of costs tl1at are indirectly associated with the manufacture 
of the finished product. Tht.'Se costs may also be manufacturing costs that cam1ot be 
classified as direct materials or direct labour. Indirect expenses include indirect 
matcriab, indirect labour, depreciation on factory assets, etc. 

1 .9.4 Overhead 

The term overhead includes inctirect matt-,ial, indirect labour and .indirect expenses . 
Thus, all indirect costs are overheads. 

A manufacturing organisation can broadly be divided into tbe fo llowing three 
divisions: 

• Factory or works, where production is dooe 

• Office and adminis1.ratio1.1, where routine as well as po)icy mat1ers are decided. 

• Selling and distr.i.butiou, where products are sold and finally dispatched to 
customers. 

Overhead.~ may be incurred in a factory or office or selling and distribution d ivisions. 
Thus, overheads may be of three types: 

Factory Overheads 

They include the following lhinhrs: 

• Indirect material used in a factory such as lubricants, o il, consumable stores, etc. 

• Indirect labour such as gatekeeper, timekeeper, work$ managcrG salary, etc. 

• !ndirecl expenses sucb as factory rent, factory insurance, faclory Jigbting, elc. 

Office and A dministratio11 Overheads 

They include the following things: 

• Indirect materials used JO an office such as printing and stationery mateiial, 
b.rooms and dusters, etc. 

• Indirect labour such as salaries payable to office manager, office accountant, 
clerks, ctc. 

• Jndirect expenses such as rent, insurance, lighting of the office, etc. 

Selling and DistTihution Overheads 

They iucludc the following things: 

• Indirect materials used such as packing matt:rial, printing and stationery 
ma terial, etc. 

• lndirccc labour such as salaries of salesmen and sales manager, etc. 

• Indirect expenses such as tent, insurance, advertising expenses, elc. 



1.10 COMPARISON BETWEEN FINANCIAL 
ACCOUNTING AND COST ACCOUNTING 

The cost accouotiog is very closely-related to financial accounting. F cw authorities of 
accounting consider cost accounting to be the branch of financial accounting. l3ut it 
may be said that cost accounting is complementary to financial accounting. Financial 
accounting and cost accounting are both similar in various ways. The main 
relationship between financial accounting and cost accounting is given as under: 

1. The fundamental principles of double entry system are applicable in finaucjal 
accounting as well as cost accounting. 

2. The results of business or organisation are revealed by both 1he systems of 
accounts. 

3. The determination of future business activities and _policy is guided by both 
accounting systems. 

4. A basis for comparison of expenditures is b eing provided by both the accounting 
systems. 

5. The invoices and vouchers constitute the common basis for recording lransactioos 
under both the systems of accounting. 

6. The causes for losses and wastages of a business or industry are provided by 
financial and cost accounting. 

The main differences between financial accounting and cost accounting are shown in 
Table 1. I: 

Table 1.1: Differences between Financial Accounting and Cost Accounting 

Bllsis of Financial Accounting Cost Accoun&ing 
Differences 

Purpose and The purpose and objective o ffinancia l The purpose and objective of cost 
Objective accounting is cxlemal reporting mainly lo accounting is internal reporting Lo 

owners, creditors, tax a111horities, management. 
government and iJ1vcstors. 

Maintcmmcc of This is to be maintained compulsorily by Cost accounting is mainta1n<:d 
Ac-:0001s fonns of business organisalions. The voluntari ly. In ~omc cases 

preparntion of aecOWJts most be in government has directed some 
accordl\.noe with the sta11.1tory provisions ., companies 10 mamtain cost accounts 
of Companies Act and Income Tax Act. 10 improve effic iency of business or 

indusuy. 

Profit Analysis Financial accounting discloses profit for Cosl accounting shows the profit for 
the entire bu.,;iness as a whole. each product, proccs~ or operau un. 

Recording h classifies, record.,; and analyses the Cost accounting records lhe 
transactions in a subjective manner, i.e., expenditure in an objective manner, 
according ro the narure of expenses. i.e .. according to purpose for whicb 

coses arc incurred. 

Use of Comrol h docs not make use of any type of It makci; use of some. important 
Techniques control tech1uques. con1rol techniques such as Marginal 

Costing. Historical Costing, 
Budgetary Control, Standard Costing, 
etc., in order lo conu;ol cost. 

Stock Stock is valued ac cost or market price Stock is always valued of cost price. 
Valuation whichever is low. 

Pricing Policy lt rails to guide the formulation of pricing lt provide~ adequate data for 
policy. fommlating of pricing policy. 

Facts and Financial accounting deals mainly with Cost accounting deals partly with 
Figures actual f.ms and figures. facts and fi gur~ aud part! y with 

C!itirnatcs. 
Comd ... 
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Duration of Qenerally, financial accounting provi<lcs Cos, accounting fnmishcs oos1 data at 
Tnfonnation financial infonnalion once a year, frequent intervals i. e .. reports are 
Reponing daily. weekly and monthly. 

Evalua1ion of The infonnation providetl by financial The cost data helps in evaluating rhc 
Efficiency accounLing is not sufficient lo evaluate efficiency of the hlL~iness a~ivitics. 

the efficiency of the business activities. 

1.11 LIMITATIONS OF COST ACCOUNTING 

Cost accounting like other branches of accountancy is not an exact science but is an 
art which has developed through various theories and accounting practices based on 
reasoning and common sense. Many theories can bt: p roved or disproved in tbc light 
of couventioos and basic principles of cost accounting. The followjng arc the 1:nain 
limitations of cost. accounting: 

(i) System is more Complex: As the cost accounting system involves number of steps 
in ascertaining of cos1 such as collection and classification of overheads, 
allocation and apportionment of overheads, it is considen~d to be complicated 
system of account<:. Moreover the system makes use of several documents and 
forms in preparing the reports. This will tend to delay in the preparation of 
accounts. 

(ii) Lack of Accuracy: The accuracy of cost accounting gets distorted owing lo the 
use of various costs sue)> as standard cost, marginal cos1, estimated cost, etc. 

(iii) It is Expensive: The system of cost accounting involves additional expenditure lo 

incur in installing and maiot.a:ining it. However, before installing it, care must be 
taken to ensure that the benefits derived are more than t.bc investment made on 
this system of counting. 

(iv) It lacks Social Accounting: Cost accounting fails to \ake into account tl1e social 
obligation of the business or organisation. In other words, social accounl.ing is 
out~idc the purview of cost accounting. 

(v) Not Suitable for Small Units: A cost accounting system is applicable only to a 
large business enterprise but not to a small scale one. Hence, there is a limitation 
to its application to all types of busi11ess enterprises. 

(vi) lmplemtntation of Same Costing Method and Technique: A ll business 
enlt.Tprises cannot make use of a single method and technique of costillg. I! all 
depend,; upon the nature of business ru,d type of produd manufactured by it. If a 
wrong method and technique is used. it misleads the results of business . 

Check Your Progress 

Fill in the blanks: 

l. can be defined as tbe value attributed to a resource. - - - -
2. _ _ _ _ costing is suitable method for the industries, which remk r 

service rather than manufacturing of goods. 

3. Direct costs are those costs that can be traced to specific segment~ of 

4. _ _ _ _ _ _ is the cost of the labour which is directly involved in the 
production of eilher a product or service. 

5. _ _ ___ is cost which do not vary irrespective level of an activity or 
production. 

6. The wages of maintenance people, time-keepers, and supervisors a re 
usually identified as - - - - -



1.12 LET US SUM UP 
• Cosl accountancy is the combination of bolh the applications of costing and co.-;t 

accounting principles, methods, techniques tu science, art and practice of cost 
control and ascertainment of pTofiLability. Cost denominates the use of re.,;ources 
only in ter~ of monetary terms. 

• The scope of ll:ie cost accounting could be classified into three major segments 
vi2., cost ascerlainmeot. cost accounting and cost control. 

• The methods of costing are nonnally classified inlo rwo major categories viz. 
specific order costing and operation costing. 

• Tbe various techniques of costing, nothing but vital tools of ascertaining costs, are 
uniform costing, marginal costing, historical costing, direct costing, absorption 
costing and s1andard costing. 

• The costs are classified into various categories accordfog to rhe purpose and 
requirements of the firm. Some of the most important d assificatio11s arc according 
Lo functions, direct and indirect cost, accordjng 10 v11riabilily, according to 
controllability, according 10 normal.ity, according to time, according lo planning 
and control. according to managerial decisions. diff~renlials, incremental or 
decrement cost 8lld opportunity cost. 

1.13 LESSON END ACTIVITY 

Identify t)Je key slalcments prepared under financial and cost accounting aod prepare 
lhe profoTma of all the relevant slatements. 

1.14 KEYWORDS 

Operation Costing: This is a sui1ablc mclhod of costing for tJ,e industries, which 
manufacture the standard or identjcal products . 

Historical Costing: 11 is another ted.l.O.ique of costing lhrougl1 wl1ich tJ1e costs of the 
yester horizoo are ascertained. 

Absflrption Costing: lt is unlike the marginal costing tech11iquc, iocludt;S the fixed 
cost of operations along with the variable cost of production. 

Indirect Material: Cosl of the thread cannot be conveniently mt::asure<l for single unit 
of the product. 

l11direct Labour: Salary paid to the supervisor. 

Fixed Cost: It is tbc cost, which does not vary i.rrcspectivt: levt:1 of an activity or 
production, rent of1he factory, salary to lbe manager and so on. 

Variable Cost: It is tlte cost, which varies i.u along with tbe level of an activity or 
production. 

Predetermined Costs: These costs are determinetl or estimated in advance to any 
activity by considering the pasl events, which are no,mally aO'ccting Ute coslS. 

1.15 QUESTIONS FOR DISCUSSION 

1. Define cost and cost accounting. 

2. Define direct cosl. 

3. Define indirect cost. 

4. Explain Lbe various components of the indirect cost. 
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5. Critically evaluate the relationship betwew cost accounling aod fi nancial 
accounting. 

6. How will you deternrinc the scope of cost accouating? 

7. Illustrate indirect and direct expenses with the help of suitable examples. 

8. Once standard costc:; are established, what conditions would require the standards 
to be revised? Give your opinion. 

9. What is cost classification? C lassify it in detail. 

10. Illustrate the differeot 1ypes of costs with suitable cxampks. 

11. Briefly write a note 011 key demenL-; of cost. 

J 2. What are the limitations of cost accounting'! 

Check Your Progress: Model Answer 

J. Cost 

2. Service 

3. Operations 

4. Dir<;.,-ct labour 

5. Fixed cost 

6. Indirect labour 
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After studying this lesson, you should be able to: 

• rnscuss the classification of materials 

• Understand the mateiial control 

• Explain 1hc purchasing procedure 

• Discuss the storckeeping 

• Explain the lechruques of inventory control 

• Learn the setting of stock kvcb 

• Explain lhe concept of EOQ 

• Describe the methods of prjcing materials issues 

2.1 INTRODUCTION 

Material is a very important factor of production io a mauufacturiug organisation. Jt is 
the first arid the most important ekment of cost. Materials account for nearly 50-60 % 
of the cost of production. This fact can be inferred from an analysis of the financial 
statements of a large .uumber of organisations. 

Uninterrupted supply of materials of acceptable quality and in rt--quired quaotity as and 
when required by Lhc production dt..'Parlment is a pre-requisite for carrying out 
production activities srnomhly, because the non-availability of materials will bring the 
entire produc1ion activities to a standstill. And, the implications of production 
stoppage a.re very well-kmiwn. Further, the cost of materials forms a major part of 
total cost of production and sales as il ranges from 50-60% depending upon the nature 
of industries. Besides, this ekmenl of cost provides a .number of avenues for cost 
control such as at the time of purchase, <luring the process of manufacturing. Hence, 
greater emphasis is to be laid on the control of material and material cost as the 
success of any company depends, to a greater extent, upon the efficient purchase, 
storage and usage of materials. 

2.2 CONCEPT OF MATERIAL 

Material is l11e first and most important element of cost. In most of tile manufacturing 
organizations, material forms the single largest component of cost. Toe tenn material 
simply means any commodity or substance which is processed in a factory in order to 
be converted into finished product. Materials may be classified as follows: Raw 
Makrials arc 1.be basic materials supplied in crude form t.o be used for production, 
e.g. , jute couon, steel, timber, rubber, coal, etc. 

ComponenL-; art: not raw in nature rathtrr arc finished parts made out of raw materials 
wruch are assembled to make the finished product, e.g., tyres and tubes i!l cycle 
industry, stabilizers in A.C. and fridge manufacturing, batteries in car manufacturing, 
monitors in computer manufacturing, etc. Tools are the appliances used in the 
manufacturing operations, e.g. , hammers, screw drivers, drills, milling cutters, etc. 
Spare parts arc used for the maintenance of plant, machinery and buildings and for 
smooth. runrung of production schedule. 

Consumable stores arc tl1e items used for smooth running of the machines. e.g., 
lubricants, oil cotton waste, rags, brooms, etc. TJ1e materials include bot.b direct and 
indirect materials. Doth direct and indirect materials are treated as stores items, 
whereas stock of finished goods is not treated as a stores item. Direct and indirect 



materials purchased for stock purpose to be issued to different jobs work orders or 
departments as and when required are known as stores. On the otber hand, finished 
goods aTe treated as stock. We may also refer to the commonly used term inventory 
which includes the stock not only of raw materials but also stores and spll!es, work-in
progress anJ finished goods. Thus stock of materials is only a part of lhc invcntmy 
held by a manufacturing urut. 

2.3 CLASSIFICATION OF MATERIALS 

OJ1e of the important functions of the storekeeper in the stores department is the:: 
classi.fica1ion an<l codification of materials. Classification refers to grouping of 
materials into three or four categories on the basis of material nature. And codification 
refers lo the procedure of assigning symbols to each item of material stored. Since the 
symbol!i are shorter and simple and they arc used in names of materials. There are a 
oumbcr of methods of codification of the materials. T)1e following ure l11c main 
methods of codiGcatioo of materials: 

(i) Numerical Method, 

(ji) Alphabetical Metbod, and 

(iii) Decimal Me::thod. 

(i) Numerical Metl,otl: Uodcr th.is method, materials are codified with l11e .bclp of the 
numht!rs sucb as, 

Mat<.,-rial X : IO I 

Mal<.,-nal Y : 102 

Materia I 2 : I 03 

(ii) Alpltahetical Method: Uo<lcr this method, each material w jJI be aUotted an 
ulpbabet such as. 

Plastk: Material : X 

Glassware : AB 

Ruhbcr Materials : KLM 

(iii) Decimal Method: Decimal method is similar to numerical method. Under this 
methtid, decimal$ are used to codify the different types of materials such as, 

Plastic Material Xl : 101. 1 

Plastic Material X2 : 101.2 

Plastic Material X3 : l0J.3 

2.4 PURCHASING FUNCTION 

Material cost is a major portion of production cost. This maleria I cost cao significantly 
be rc:duced by acquiring the right quantity, of the right quality, for lhe right price, at 
the right time and from the right sources. Decision of the manager of purchase with 
respect 10 each of tbese aspects will have a significant effect not only on the regularity 
in production but also on both the qualities of the end product And tile cost of 
materials, cos1 of production, cosl of sales ao<l therefore, on the profit and 
pro(i1ability . .Hence, purchase function plays a pivotal role. In this regard. 1he top 
manugemcot of the organiiatiou has to take an important decisiou. 
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2.4.1 Purchase Department 

Purchases are made by the purchase department. The purchase department plays a 
very important role in an organisation because purchasing has its effect on every vital 
factor concerning the manufacture, quality, cost, efficiency and prompt delivery of 
goods to customers. lls function is to p rocure materials, services, machines and tools 
al the most favourable tennc; consistent with majntaining the desired standard of 
quality. Purchasing is the most important function of materials management as the 
moment a11 order is placed for tbe purchase of materials a subs1antiaJ part of the 
company finance js committed whicb affects cash flow position of the company. Tbus 
if the size of a business concern permits tbere should be a separate purchasing 
<lcpartmeo.t. The head of this department is usually known as the purchase manager or 
the supply manager or tl1e chief buyer. Following ace the basic objectives bebiud 
establishing a separalc purchasjng department: 

• To 01ake continuous availability of materials so that there may be unintermptcd 
flow of materials for production; 

• To make purchases compelitive-ly and wisely at the most economical prices; 

• To make purchases in reasonable quantities to keep investment in mateiials at 
minimum; 

• To purchase proper quality of materials to have minimum possible wastage of 
rna1crials and loss in production; 

• To develop alternate sources of supply so that materials may be purchased from 
those alternate sources if a particular supplier fails to supply tbe materials; 

• To adopt the most advantageous method of purchases to ensure smooth delivery 
of materials from suppliers and to avoid the risk of any dispute or financial loss; 
and 

• To serve as an information centre in tJ1e materials knowledge relating lo prices, 
sources of supply, specifications, mode of delivery, etc. 

To sum up the basic objective of setting 11p a separate purchase department is to 
ensure continuous availabilify of rcquisjte quality of materials to avoid held up of 
production aod loss in production and at the same time reduce the ultimate cost of the 
finished product. 

2.4.2 Purchase Procedure 

A systematic and well-defined procedure is to be followed to make tbe purchase of 
materials as any lapse in the procedure may result in tbe stoppage of -production whose 
ill-effects are incalculable. 111e purchasing department follows the following purchase 
procedure: 

(i) Purchase Requisitions or Indenting for Materials, 

(ii) Selection of Suppliers or Choosing the Suppliers, 

(iii) Purchase Order, 

(iv) Receiving and Inspecting Materials, and 

(v) Verification/Checking and Passing of Bills for Payment. 

(.i) Purc:J,ase Requisitions: The purchase department initiates actions for the 
purchase of materials only after the receipt of purchase requisitions from the 
storekeeper. The purchase requisitions are prepared by the officers who need the 
materials for production and other activities of business and wiU be sent to the 
purchase department for making purchases. Of the parties who prepare the 



purchase n,-qu1S1t10ns, storekeeper is lbe important fuoctionary. Furth~. he 
prepares the purchase requisitions on I.be basis of bi Us of materials received from 
1l>e competeut authorities. lf the materials listed in the bill of materials are not 
available in tbc store in adequate quantity, the ston:keept:r will prepare I.he 
purchase requisition. 

On lbc basis of lhe stock Jevels and/or bilJs of ma1erials, Lbe storekeeper prcpar~ 
the purchase requisition in triplicate copies. Th~ original copy is sent to the 
purchase department, duplicate copy to the production controJ department and llle 
third copy to be retained in the stores department itself for its office record. The 
formal of the purchase requisition is given below: 

Kanik Company Limited 

r urcho.s~ Requisition 

No.: t EE E Date: EE t t 
S. No. Mnterial Cotlc No. Dcsc ription of Art ides Quantity Rcm11rks 

Required 

Ret.(UCSlcd by: T: E E E . Checked by: E f: £ E E Approved by: E E F. E E . 

for Use by Purchase Dcpartmcn\ 

Dalt Purchase Order Name of Supplic~ Delivery Date of Remarks (I f any) 
Number Material.s 

Signature of Purchase Moneger/Officer 

Figure 2.J: Format of a Purchase Requisition 

Tite storekeeper must be very careful while preparing th~ purchase r~uisit..ion. 
Because, any lapse on the part of the storekeeper may put the company into a very 
si1.ablc loss. 

(ii) Selection of Suppliers: Once the puichase department receives the purcl:lase 
requi,;ition, it has to take necessary steps to pur~hase the required materials. Tbe 
first step in this regard is 10 decide about the suppl.icr(s) to whom purchase order 
may be sent. For selection purpose, it has to examine its records about Ute 
previous performances of suppliers who had supplied rnateii als to the company 
1.111d a lso 1be suppliers who have been supplying the materials lo the company. 
Further, it bas to update the list of suppliers by collecting tile information about 
lhe new suppliers. Aft.er that, the purchase department has to decide about whether 
the quotations are to be invited only .from one source of supply, or from a very 
few selected sources of supply, or from all sources of supply through 
advertisement. On lhe receipt of tenders in sealed envelopes wbfoh will be opened 
aou a comparative statement of all the quotations will be prepared. Th.is statement 
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is called comparative statemenl of quotations. The specimen forms of comparative 
statement of quotations are as fo llows: 

Kartik Company Limited 

Comparative Statement of Quotation 

Malerial: E E E E E E . Da1e: E E E E E E . 
Tender No.: E E EE .E £ . 
Serini Name of the Quantity Rate or Date of T~rms Other Remark~ 

No. Suppliers }'rice Iklivery of Terms (If a11y) 
Delivery 

Figure 2.2: Comparative Statement of Quotations 

Usually, the purchase department selects the supplier who has quoted the lowest 
price and jf he satisfies the other conditions. rf the purchase depa11ment wants to 
deviate from this method of s electing lbe lowest quoted supplier, s upporting 
reasons are to be given in the comparative statement of quotations. 

(iii)Purchase Order: Afkr choosing the supplim-, the purchase department will 
prepare the purchase order lo be placed with the supplier. Tite purchase order is in 
the form of an agreement with the suppliers which binds both the purchaser and 
supplier. Because, when the order is placed, the supplier is bound lo supply the 
necessary materials as per the terms and conditions of the order. On the other 
hand, the purchase ordt.-r also binds the purchase manager to accept 11le de!ivciy of 
necessary materials and to make necessa()' arrangement for payments. because it 
is the purchase manager who has placed the order. A figure of 1he purclmsc order 
is given below: 

Kartik Company L imiled 

Purchase Order 

To, Purchase Reg. No. : E E E E t t E . 
The Supplier, Date :EB EEE.E t:. 
EE t EB E.t':i. Quotation No. :6£ E tE EE 
EEE EGEE. Purchase Order No. EEEE E EE . 
near Supplier, 

Your Quotation No. E E E E E E f: . dated E E H E .f; E E . has been accepted. Hence you arc 
requested to supply the following materials in accordance with lhe terms and con<lirions. 

Serial Description Quantity Rate or Price Amount l)elivcry Remark 
No. of Materials CJ Date (If any) 

Place of Delivery :E .E ii Et:E.E. 
Terms of Payment : E EE EE E E. 
Packing Charges :E.E EEEEE. 
Excise f)uty :E El:EE E E. 
Other Conditions :EE EEE EE . 

For Kartik Company Limited 

Signature of Purchase Manager 

Figure 2.3: Purchase Order 



Five copies of the purchase order will be prepared by pun:l1ase manager. one each 
lo the supplier. storekeeper, roceiviog and inspection department, accounts 
department and to the office r.:cord o f the purchase department itself. 

(iv) Receiving and Inspecting of Materials: In large organisation, a separate receipt 
and inspection department independent of stocking locations should be set up Lo 

receive and inspect the materials. But in small unit, the worlc of receiving the 
materials may be entrusted to the s torekeeper. H owever, these two receiving and 
inspection are importaot functions. The rect:iving department recei ves, unloads, 
uopack.c; aod marks the materials. It also checks the quantity of materials received 
and compares it with the quantity mentioned in the purchase order. Any difference 
between the quantity ordered and the 4uantity received wilJ be recorded io the 
remarks. On tbc basis of lhis, receiving department will prepare the materials 
received note j:n the following format : 

Kartik Company Limited 

Ma teria ls Received .'locc 

From: Purchase Order No. & Dace: E E EE E E E ... 
The Supplier Delivery Nore No. & Date :EEEEEEt ... 
EE~EEEEE 0-J tC :E E EEEE E ... 
EEE EEE EE 

Jttm 0escripliou of Code Q 11nn1iry Remarks 
o. M:1Leriab No. 

Ordered Heceive<I DilT. (lf any) 

Received by: E E E t E. E E ... Cbcckc<l by: Ci E E E E E E ... 

Figure 2.4: Material Received Note 

Any shortage will be noted in materials received anc.l brought to the notice of the 
purchase department or manager which wjll talcc up the matter with the supplier. 
In lhe same way, excess supplies may be either retained or returned ro the supplier 
by tbc storekeeper of the purchase department. RcceiviDg department will prepare 
five copies of the malerials received oote Bone each to purchase department, 
accounts department, storekeeper, inspection deparlnK..-nt, and to the file of the 
receiving department it.st:lf. 

The imporuiot function of Lh.c inspection department is to check the quality and 
specifications of materials rect.-ived as per purcba.c:e order. After tbe completion of 
inspect.ion, the inspeclion depar1men1 will prepare its report called materials 
inspection report mcn1ioning clearly the quality of materials received and 
i:nspecteu and the reasom, for the rejection or shortage of material, if any. 
Inspection report will be prepared in four copies f) one each to purchase 
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department, stores department, accounts departmcnl and for the file of inspection 
department itself. 

A format of the materials inspection report is as fo!Jows; 

From: 

Th~ Supplier. 

EE E EEEE :E E .. . 
EEE .EE EE EE .. . 

Item 
No. 

llescription of 
Materials 

Kartik Company Limited 

Materials Inspection Report 

Code 
No. 

GR Nore No. 

PurchaS¢ Order No. : E E F. E E t E E E . 
GIRNo. 

Date 

. EEE ~E.Ef:EE . 
:E.f. EE.EE E:t.E. 

Quan1ity Reasons for 
I---R-c-cc-iv_e_d_&_~'--P-as-se.;;...d_~_R_c_jec- 1c-d---1 Rejections 

Inspected 

Jnspcc1cd by: E E E f: E £ E E E .. Special Rt:rmuks: E E G E E E E 'E E ... 

1-'igure 2.5: MateriaJs Inspection Report 

On the basis of the materials, received note and the materials inspection report, lhe 
purchase department will initiate s teps for the discrepancies in tbe materia l 
received. In case the invoice scot by the supplier includes the cost for materials 
not received, tben tbe purcl1ase di...1>artment will issue a not i:: called mater1al debit 
note to the supplier and the accountiug department will be informed to make the 
payment ooly for the acrual quantity of mate{ials received. 

(v) Verijicatio11/Checking and Passing of B ills for Payment: When the invoice is 
recerved from the supplier, i1 is sent to the stores accounting sec6on to check both 
the authenticity as well as the arilbmetical accuracy. The quantity aa.d price: 
mentioned in the invoice are checked with ref crence to stores received note aud 
llte purchase order r espectively. For a comprehensive verification, the purchase 
department has to take into consideration the purchase order; materials received 



note, materials inspect.ion rt.-porl, materials returned note, etc. After I.his scrutiny, 
if the invoice is found 10 be correct by the purchase depar tment, then a suitable 
endorsement is to be made hy the purchase department to this effect and it is to be 
passt:<l ou 10 the accounts department for payment. A fonnal of invoice is giveu as 
under: 

ABC Company 

Invoice 

To. 

The Purchase Man;iger Pur~h. Ord No.: E .E E E . Delivery NOie No.: EE E .. 
Kartik Company l.,td., Date: E t. E f. E E E E .. Date ofDispatch:E E E E .. 

t11v0Jcc No. : E E E E E E . Date: E E E t E .. E E E fl. 
l 1Clll Description of Quantity Rate or Amount .Remnrks 
No. Material~ .Price 0 (lf any) 

Signature ufSupplicr 

Purchase Depan ment 

(it may use overleaf of invoice or a separate sheet may be used) 

Purchase Or<ler No. & 0-Jte: E E . Details of Debit or Credit Note No.: E E .E E E E E E E .. 
G.R.No. & l>me: 6 E E E E E Oclivcry NOie No.: E E E E E E E t E E E E E E E E 
Ins. Rep. No. & Date: E E E E . Passed for Payment of · : E E E E E E E E .E ..... E E . 
Checked by: U E E E E G f. .. 

Signature of Purchase ManAger 

Figure 2.6: Invoice 

2.5 STOREKEEPlNG 
Slorckeeping is 1he next important aspect of materials mallilgement after the 
completion of purchase procedure. 

A storehouse is a building provided for preserving materials, stores and finished 
goods. Tbe in-cbarge of store is called storekeeper or stores manager . The 
organisation of tb.e stores department depends upon the size and layout of tbe fac tory, 
nature of the m111erials stored and frequency of purchases and issue o f materia)s. 

According to Alford and Beatty, "Storekeeping is rhal aspect of material control 
concerned with the p hysical storage of goods. " In other words, storekeeping relates lo 
art of preserving raw materials, work-in-ptogress and finished goods in the stores. 

2.5. l Objectives of Storekeeping 

T he main objectives of storekeeping are to: 

• ensure uninlcrrupted supply of materials and stores w ithout delay to various 
production and service departments of the organisation, 

• prevt..-nt over and under stocking of materials, 
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• protect materials from pilferage, theft fire and other risks, 

• mfoirnise lhe storage costs, 

• ensure proper and continuous control over materials, 

• ensure most effective utilisation of available storage space and workers engaged 
in the process of storekecping. 

2.5.2 Functions of Storekeeping 

The main functions o f storckeeping are as follows: 

• Issuing purchase requisitioos to P11rcbase Department as and when necessity for 
materials in stores arises. 

• Receivi.ug purchased materials from the purcl1ase department and lo confirm their 
quality and quantily with the purchase order. 

• Storing and preserving materials at proper and convenient places so that items 
could be easily located. 

• Storing the ma1crials in such a manner so as lo minimise the occurrence of risks 
and to prevent losses due to defective storage handling. 

• Issuing materials to various depa11men1s against material requisition slips duly 
authorized by the respective departmental beads. 

• Undertaking a proper system of inventory control, taking up physical inventory of 
all stores a l periodical inlcrvals aud also to maintain proper records of inventory. 

• Provjdi.ng fulJ information about the a vailability of mater ials and goods, etc. , 
whenever so necessary by ma intaining proper stores records wilb the help of bin 
cards and stores ledger, elc . 

2.5.3 Stores Department 

To further strengthen material control purchase control must be matched by equally 
effective stores control to avoid losses from misappropriation, damage, deterioration, 
evaporation a nd carelessness. The investment in materials constitutes a major portion 
of current assets, so there should be a s1;.-parate care for it. It is ao amazing fact that in 
many industrial organisations while a most rigid control over cash exists, little or not 
attention is paid lo materials. Tt is amount of cash so it is desirable materials to become 
cash on the sale of the finished products r epresent an equivalent amount of casl1 so it 
is desirable lo l1avc and efficient and well equipped stores department to exercise an 
effective material contro l. 

The location of the stores departm~nl shou ld be carefully planned out and it sboultl be 
housed in a position which is very near to t)1e receiving department so that 
transportation charges a.re at a minimum. At the same tjme, there should be an easy 
access to all other department of the factory roads, railway siding and wharf so that 
the minimum expense is incurred in unloading. It is very important I.hat bulky and 
heavy stores should be stationed nearest to the departmei:it requiring them in order to 
minimize the layom and transportation charges. Jn tbis way, planned location of the 
stores department will avoid delay in the movement o f material lo the department in 
which these are needed. 

The layout of the stores department needs careful consideration. The store should be 
divided into racks whic]1 should be further sub-divided into small spaces. All these 
spaces are known as bins and for one item of material, one bin is allotted. Bin is not 
necessarily a space on a rack but ii really means any place where material is kepl. 
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A 11 bins should be serially numbered. For example, for bulky a.ad heavy material a big 
hall cau trea1ed as one bin. 

Special attention must be paid lo storage of materials which arc liable to lt:akagc or 
1:vaporati~.m or deterioration due to atmospheric conditioos. TI,e bujlding of lbe stores 
depar1JJ1eo1 should be propedy conslrucled from the point of view of avoirung los~ due 
to damage and pilferage. Moreover all tbe materials needed i.n a department should be 
kept side by side or systemic way. 

2.5.4 Types of Stores 

There are two types of stores: 

Centralised Store: Under iliis system, a single store is there for the whole 
organisation. 11 ensures the following: 

(a) 13ener layout an<l control of stores. 

(b) Economical use of storage space. 

(c) Saving in storage costs and appoinlment of experts for handling storage 
problems. 

(d) Continuous ~tock checking. 

le) Apart from various benefits, centralised stores suffer from certain drawback.c; 
also. 

(f) It leads to higher cost of malerials handling. 

(g) Delay in issue of materials to respective dcpartmenls. 

(b) Exposure of materials to risks of fire and accident losses is practical 
difficu !lies in managing big stores. 

2 Decemralised Store: Uuder this system, independent small stores are attached lo 
various departments. It involves the following: 

(a) Lcss~'T cost.c; and time in moving bulky materials 10 distant dt.'Partmecls. 

(b) Helpful in avoiding overcrowding in central slore. 

(c) However, it too suffers from certain drawbacks viz., 

(i) uniformity in storage policy of goods cannot be achieved under 
decentralised storeket:piag, 

(ii) more staff is needed and experts may not be appointed. 

2.5.5 Working of the Stores 

There are four sections in the process of storckeeping viz. 

Receiving Section: There a.re four kinds of inveutories received hy stores viz., 

(a) Raw materials. 

(b) Stores and supplies, 

(c) Tools and equipment, and 

(d) Work-in-progress or semi-finished goods. 

Under me.ntioncd procedure is followed in receivfog these inveotories: 

(a) Receiving these incoming materials in stores. 

(b) Checking and inspection of these incoming materials and stores, etc. 
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(c) Recording the incoming materials in goods received book. 

(d) Preparing and forwarding goods inwards note to purchasing section. 

(e) informing the purchase deparlment about damaged and defective goods and 
surplus or deficit supplies, etc. along with rejection forms and notes. 

(f) Returning damaged or defective goods to the suppliers in accordance with the 
instructions oflhe purchase department. 

(g) Forwarding the materials lo respective stores and locations where these arc lo 
be stored or preserved. 

2 Storage Section: The store room s}10u]d be located at a convenient and 
appropriate place. Jt should have ampk facilities to store Ille materials properly 
viz., bins, racks and she lves, elc. There can bt: a single store room in case of a 
small organisation, but a large scale concern can have different or multiple stock 
rooms iu addition to general or main store. 

1l1c separate s1oclcrooms may be used for different classes of inventori~. 1l1e 
material should be ston:d in such a manner as to protect it against the risks of 
damage, destruction and any kind of loss. Each article should have identifying 
mark.'> viz , stamping, embossing, colour, coding or/and painting, etc. These mar.ks 
are very useful in locating or identifying an article in the stores. 

3 Accounting Secti.o11: This section is concerned with keeping proper r ecords witb 
regard to receipt aod issue of materials. The primary task of this section is 10 

11n<le11ak.c the process of inventory control. 

4 Issue Section: The materials should be issued to respective departments oo 
receiving duly authorjsed requisition slips. An entry should be made immediately 
on the bin car<l allached wilb the bin from where the matedal bas been issued. 

Bin cards contain valuable iufom1ation with regard to receipt and issue of materials, 
whicb is greatly helpful in ext.'Tcising a system of inventory control. TI1ese cards are 
further l1elpful in de1erm.ining various levels o( materials viz. , maximum, mini.mt1111, · 
and re-ordering kvel. 

2.6 METHODS OF VALUING MATERIAL ISSUES 

The succes:,; of any industry or enterprise depends, to a greater extent, upon the 
successful control of inventory. Fu1iher, this input provides a number of avenues and 
wide scope for improvement of overall performance of the industry. fnvcnlory control, 
lherefore. aims at ensuring the availability of requiicd qua lity material in required 
4uanlity, al required time or period and place with minimum cost. Inventory involves 
investment of money and 1ocking up of precious space which bas alternate uses. It is 
said that inventory is a necessary evil. As a result, proper control bas to be exercised 
over it. In controlling inventory, firms or industries use o. number of techniques and 
models. Inventory control is generally exercised over raw materials and work io 
progress. The basic purpose of inventory control is to maintain optimum level of 
inventory. 

Different me thods availa ble for pricing the material issues are presented in the figure. 
Some of the more commonly used melllods of pricing material issues are discussed 
below: 

2.6.1 First-in-First-out Method (FIFO) 

This method which is popularly known as FIFO method is based oo the assumption 
that the unils which arc acquired first are issued first. The m aterials are issu ed in order 
of their purchases and al the price of the origina l purchase. 



This method use.c; the price of first batch.received ft:om all issues until all unite; from 
this batch have been issued af\er which lhe price of the next batch receivt:d becomes 
tl1e issue price. Upon that batch being fully issued the price of the ocxt batch received 
is used, and so on. 

Advantages of FIFO Method 

Tbc main advantages of this method arc given below: 

(a) The method is very simple and ii is easy to operate. 

(b) ll is claimed that since tbe materials are diarged into productiou at actual cos1 in 
order of receipt. 

(c) Jt is more accurate method. 

( d) lt is also realistic since items arc issued to shop in order of ·receipt. 

( e) Valuation of stock balance is a fair commercia l value. 

Disat/vuntages of Fl FO Method 

This method suffers from the following disadvantages: 

(a) It is cumbersome and shows inilatcd profits dmin~ a period of rising prices, 

(b) This method can, therefore, be used satisfactory wh<.-Te tl1e following conditions 
exist: 

(i) Where invcotorie8 tum over rapidly, and 

(ii) Where the inventory is not a major factor in the profit or current asset 
situation. 

2.6.2 Last-in-First-out M ethod (LIFO) 

Under this method, it is presumed that latest reccipls ace used fi rst. The cos\ of the last 
lot of materials received is used to price requisition until tbat cousigwnent is 
exba'Usted. Then, the next lot pricing is used and so on lhrough successive lots. This 
method, thus, takes note on fluctuations in price. 

This metbod uses the price of the last batch received for all issues until all unils from 
this batch bavc beeo issued, when the price is Lbc previous batch received is used. 
Usually, however, a new delivery received before the fast ba1ch is fu lly issued, io 
which case tbe new delivery price becomes thc Oast-inOprice and i~ used for pricing 
issues uotil either the batch is exhausted or a new delivery recciwd. ln Ibis case, lherc 
are two points to be noted: 

l The met.hod can result in many batches being only par1ially (}.rrit tcn off 0 
2 Tilis is a book- keeping method aod must not be confused wit]) the physical 

method of issue used by the storekeeper, who will always issue the oldest stock 
first. 

Advantages of LIFO Method 

The following advantages are claimed for LIFO method: 

(a) {t tends to level profits and losses during periods of rising and falliug prices. 

(b) This method is also quite simple to operate, parti<.-'Ularly when prices are fairly 
steady. 

(c) Jr keeps valut:: of issues close lo current economic values. 
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Disadvantages of L IFO Method 

TI,e main disadvantages of this method are mentioned below: 

(a) It is cumbersome and sh ows out of date figures io the balance sheet. 

(b) Valuation of stock balance may not be acc~table for income-tax purposes. 

(c) This method can be used satis faclorily wberc fo llowing conditions exjst: 

(i) Price fluctuations arc considerable for most of the materials, and 

(ii) The relative value of materials is large in comparison to Lhe total cosl of tb.e 
product. 

£xomple: Mahesh and Soos have purchAsed the material as under: 

Jan. 3, 2006 500 kg. of crude oil@ · 2 per kg. 

Jan. I 8, 2006 

Jao, 25, 2006 

Feb.4, 2006 

350 .kg. of crude oi l @ · 3 per kg. 

600 kg. of crude oi l @ · 2.50 pee kg. 

500 kg. of crude oil @· 2. 75 p~r kg. 

rssucs therefrom are as uoder: 

Jan 19, 2006 

Jan. 27, 2006 

Feb.5.2006 

Feb. 7, 2006 

600 kg. of crude oil 

450 kg. of crude oil 

500 kg. of crude oil 

150 kg. of crude oil 

Prepare the Stores Ledger Account using the following methods of pricing materials 
issue. 

(a) First-in-First-om method, aod 

(b) Lasl-in-First-out method. 

Soltttio11: 

(a) FIFO Method: 

Stores Ledger Account 

Date Qty. Rate Amount· o~,e 
and Pa rriculllrs Hild Parri~ulars 
Vear .Kg, C) C) Ycftr 

2006 2006 

Jan.3 To Purchase soo 2.00 1000 Jan.19 By JA~UC 

Jau.18 To Purchase 350 3.llO 1050 Ry ls~\JC 

Jan.ls To Purcba.c:c 600 2 .50 ,~oo Jan.27 Ry I.sue 

Dy ls,uc 

Fcl!.4 To ~ 500 2.15 1375 Fcb.S By h s ue 

By lssu~ 

Fcb.7 By l~sue 

To .Balana: b/u 

1950 492:'i 

Qt)•. Rate Amount 

l<j:. () (' ) 

500 2 00 1000.00 

JOO 30 300.00 

600 

250 300 750.00 

200 2.:50 50.00 

4 5() 

400 2 50 1000.00 

100 2.75 2 75.00 

500 

150 275 412.50 

250 2.75 687.50 

1950 4925.00 



(b) UFO Me1h.od: 
S to r es Ledger Account 

Onie Qty. Rate J Amount narc- I Q1,·. fhte Amonnt 
and l'artltullln, and l'•rtkulan, 
Year Kg. (') (> Yur Kg. () () 

2006 2006 

Jan 3 To Purchase 500 

I 
2.00 1000 JliJl 19 Ry ls.we 3~0 3.00 1050 

By l,;.<,ue 250 2.00 500 
'----

600 

2.50 I 
,__ 

Jan. l8 To Purchase 350 3.00 1050 .Tan.27 By Issue 450 1125 

Jau.25 To J'urchase 600 2.50 1500 Fcb.5 R)' fs~uc soo 2.75 137.5 

Fcb.4 'To P<.1rchnse soo 2.75 1375 Fcb.7 ~y ls~uc 150 2.50 375 

To .Balance bid 250 2.00 50() 

1950 492S L9SO 4925 

Ex.ample: Follo\\~ng purchases were made of lroo Pipes: 

Date 

4th July 2007 

17'" July 2007 

2"" August. 2007 

30th August, 2007 

The issues wt.-re: 

Date 

201
" July, 2007 

5th August, 2007 

3 1 '1 August, 2007 

Pipes 

20 

30 

40 

30 

Pipes 

75 

40 

45 

Rate per pipe C) 

15.00 

14.00 

14.50 

13.00 

On 2gt1i August, 2 pipes issued and on 20'b July Wl."TC received back. Ouc 29th AUb'llSt, 
ooe piptl was (ouod lo bo damaged and had to be discarded. Enter the above in the 
Slores Ledger Account using the following method!< of material issue: 

(a) FIFO met.bod, and 

(b) LIFO method. 

Solution: 

(a) FIFO Method: 

Stores Ledger Account 

Quantit)' Amount() Rafe 
Dale P:arlkulars n R eceived l ~ ucd Balance .Rcrc-ivrd &sued llabiocc 

2007 

July Iron PiJ><,11 20 0 20 300.00 I:) .)00.00 15.00 

04 purchaml 

July Iron Pipe!, 30 D 50 420.00 I:) 720.0 14.00 

17 purcbused 

July iron Pipes f) 25 25 I) 370.00 3SO.OO 0 

20 iMUro 

Cwud,. 

35 
Ma1,-rial Cosiing 



36 
Cost A ccuun1ing 

Aug.. Iron Pipes 40 I) 6S 580.00 E) 930,00 14.50 
2 purchased 

Aug. Iron Pipes f) 40 25 D 567 ()() 362.00 f) 

s issued 

Aug. Tron Pipes 2 I:) 27 28.00 f) 390.00 14.00 
28 transfer 

Aug. Tron Pipe D I 26 fJ 14.00 376,00 14.00 
29 damages 

.Aus. Iron Pipes 30 D 56 390 00 f) 766,00 13.00 
30 purcba.,cd 

All&, Iron Pipes I:) 45 11 D 623.00 143.00 13.00 

31 issued 

(b) LIFO M ethod: 

Stores Ledger Account 

Qua ntitv Amount(' } Rate 
Date P articulars 

C) Received lssurd .Oalanc,: Heceiv1·d Issued Balanrc 

2007 Tron Pipe; 20 D 20 300.00 D J00.00 15 00 

July 04 purchus1,'d 

July 17 Jron Pipes 30 D 50 420.00 0 7200 14.00 
purchased 

July 20 Iron Pipes 0 25 25 D 350 00 370,00 14.00 
issued 

Aug.. 2 Iron P ipes 40 0 6S 5KO,OO t). 950.00 14.50 
purchased 

Aug. S Iron Pipe,; f) 40 25 I) 580 .00 370.00 14.50 

issuod 

Aug. 28 Iron Pipes 2 f.> 27 28.00 F) 398.00 14.00 

transfer 

Aug, 29 Iron Pipes I;) I 26 f) J4 00 384,00 14.00 

damaged 

Aug JO Iron Pipec< 30 E> 56 390 00 D 774.00 13.00 

purchased 

Aug J J Iron Pipes .I:) 45 11 F) 609.00 !65.00 15.00 

i.~sue.l 

2.6.3 Highest-in-First-out Method (HlFO) 

Uoder HIFO method, issues are made out of highest priced batch of material. TiJJ the 
completion of issue of these units, the price of that batcli is used as the issue price. 
After all the units in the highest priced !0 1 o f material are issued, the next highest 
priced batch of material in stock is issued. This process continues. Issues are always 
priced at higher prices and the clos ing sLock is, therefore, valued al the lowest possible 
price. 

This method is very suitable in fluctuating market because cost of heavily priced 
malerials is recovered first aud inventory valuation is kep t at lowest which amoun1s to 
create a secret reserve. This method is not. popular bm is used in OCost-plus Contracts◊ 
with advantage. 



2.6.4 Next-in-First-out Method (NI.FO) 

Under NJF<) me thod, issues arc priced at the price al which order for material has 
been placed but not yet received. ft is based on the assumption that the price uf the 
next consignment is known before it is received. If by lbe time lhe materials are 
received, the production is completed, the production cost of materials shows the 
value of most current purchases. N IFO method is almost similar to LIFO method. For 
example, in stock there are two batches of matt.-rials, one at ' 20 and 1)1e other at ' 22. 
There is a further batch of materials on order al ' 23 which has not yet been received. 
If material<; were to be issued now, these will be charged al · 23. The main argument 
in favour of this method is that this is a more up-to-date replacement price than the 
UFO method. 

2.6.5 Simple Average Method 

ICMA, England defu1cs lhc simple average price as, ''a price which is calculated by 
dividing lhe toral of Lhe prices of the materials in the stock from W'hich the material to 
he priced could he drawn, by the number of prices used in that total". Undt.T lh.is 
method, for determining tbc issue price, tbc quantity of material purchased is nut 
considered. The average price is calculated by udding the prices al which materials on 
different dales wt-"Te purchased during the year or period and dividiog the total of these 
prices by the oumbcr of prices . 

Advantages of Simple A verage M ethod 

The main advantages of this method are given below: 

(a) It is comparativdy easy to compute the issue price. 

(b) This method smoolhcn.~ out fluctuations in price provided the price fluctuations 
are within oaJTow limi L'>. 

Disadvantages of Simple Averuge Method 

Tl~is method suffers from a few disadvantages. They are as follows: 

(a) This mctho<l docs nut auach any importance to the quantity in each consignment. 

(b) Since, the value of closing stock is ascertained by finding out the difference 
between tl1e value of materials before I.he issue and the total price of that issue, it 
may assign an absurd value to tbc c losing stock. 

(c) As llle issues arc no\ priced at the actual costs, usually profit or loss will arise if 
this method is used. 

Example: From the following particulars, prepare stores ledger account using (a) 
Simple Average M<.111o<l., and (b) FIFO Method of pricing issues. 

January 2006, 

2 Purchased 400 units @ · 40 p<.T utrit 

4 Purchased 500 units @ · 50 per unit 

6 lssucd 200 urrits 

7 Purchased 600 uruls @ · 60 per urrit 

10 Issued 400 units 

15 lssued l 00 urnts 

18 Issued 200 units 
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24 Purchased 450 uuits @ · 55 per unit 

31 Issued 250 11nilS 

Soluti01z: 

(a) Simple Average Method: 

Stores Ledger Account 

Oatc n eceip~ h sucs 

Units Rate Amounl Units Rate Amount 

0 C) 0 C) 

2006 

Jan .. 2 400 40 I 6.000 e £> D 

4 51)0 50 25,000 D f) f) 

6 f) f) D 200 45 9,000 

7 600 60 J(i.000 0 E> f) 

10 D f) D 200 50 J0,,000 

200 50 10,000 

IS E) D l:) 100 55 5,500 

18 f) 0 D 200 55 11 ,000 

24 450 55 24.750 E) D f) 

31 I) 0 D 250 57.5 14,375 

(b) FJFO Method: 

Stores Ledger Account 

Date Receipt~ Issues 

liaits Rate Amount \ lo i ts Rate Amount 
n () n n 

2006 

Jan., 2 400 4-0 16,000 E) 1:) f) 

4 500 50 25,000 f) D D 

6 D D D 200 40 8,000 

7 600 (10 36,000 E> 0 E) 

10 £) f) 0 200 40 8.000 

Balance 

Units Rate Amounc 
fl C) 

400 40 16,000 

400 40 

S00 50 41 ,000 

200 40 

500 50 32,000 

200 40 

S00 50 

600 60 6!1.000 

300 50 

600 60 48,000 

200 50 

600 60 42,500 

600 60 31 ,500 

600 60 

450 55 56,250 

350 60 

450 55 41 ,875 

.Bain nee 

llnits Rate Amnurit 
(') (') 

400 40 16,000 

400 40 16,000 

500 so 25,000 

200 40 8,000 

500 50 25,000 

200 40 l\,000 

500 50 25,000 

600 60 36,000 

300 50 I S,000 

Contd, .. 



200 so 10,000 600 60 36,()()() 

15 D D f) JOO 50 5.000 200 50 10,000 

600 60 36,000 

Ill D 0 D 200 50 10,000 600 60 36,000 

24 450 5S 24,750 E) E> D 600 60 36.000 

450 55 24,750 

31 E) E) D 250 60 15,000 350 60 21 ,00() 

450 I 55 24,750 

2.6.6 Weighted Average Price Method 

Under 1his method, consider both the cost of materials aod lbe number of uruts of 
malerial. lo brief, 1he Weighted Avt--ragc Price is calculated by dividing lhe total cost 
of material on I.he date of issue, by the total quantity of available material. Under this 
method, it is, therefore, necessary to compute the issue price as sooo as fresh 
coosi1,'1lmeut is received. Any number of issues can be priced al the same rnte until the 
rcceipl of a new coosignment which necessitates the calcuJation of issue price a fresh. 

Adv1111la!fes of Weighted Average Price Method 

The following arc the maiJ.l advantages of this method: 

(a) Tb.is method is simple and easy to operate as the compulatioo of issue price. 

(b) Value of closing stock is not distorted under this melllod. 

(c) This me1hod evens oul even the wide fluctuations in the price. 

(d) 11 reduces the clt.-rical wor.k as the computation of new issue price. 

Disndva/llages of Weigltte,J Average Price M ethod 

The fo ll<)wing arc the some.: disadvaa1ages of this method: 

(a) lf the material is purchased again and again at short intervals, tbe calculution work 
increuscs. 

(b) A$ the material i!l issued at average price, the produclion cost caoool be.: correctly 
estimated. 

Example: Pn-pare the stores ledger account based on the weighled average method of 
pricing issues from tile following information: 

July 2008, 

6 2 6 Opening balance 24,000 Jcgs @ • 7,500 per tonne 

6 l 6 Purchase 44,000 kgs @ · 7,600 per tonne 

6 2 6 Issue I 0,000 kgs 

6 4 6 Issue I 6,000 kgs 

6 10 6 lssuc 24,000 kgs 

6 11 6 Purchase 10,000 kgs@' 7,800 per tonne 

6 16 6 Issue 24,000 kgs 
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CoSl Accountini; 
6 20 6 Purchase 50,000 kgs @ · 8,000 per tonne 

6 25 6 Tssue 30,000 kgs 

() 31 6 Issue 22,000 kgs 

Solution: 

Stores Ledger Account 

Datt 

Qty. llnits 

July D 
'.!(IOR. 2 

2 44,000 

2 E) 

4 D 

I (J D 

ll 1(\,()()0 

16 t) 

2() 50,000 

25 t) 

1 1 0 

Worlcing notes: 

(a) 24000 >< 7 .5 

Reccipls 

Rall' 

0 

f) 

7.60 

f) 

f) 

I:) 

7.R() 

0 

8.00 

D 

t) 

(b) 5, l4,400 0 68,000 

(c) 2,J4. 165 028,000 

(d) 4,30,595 654,000 

Amount Qt)·. Unit~ 
( ) 

D f) 

3,34,440 D 

D I0,(1()0 

D )6,000 

E> 24.000 

78,000 D 

£) 24,000 

4.00,000 I:) 

f) 30,00() 

I;) 22,000 

2.7 MA TERlAL CONTROL 

Tss11rs 

Riile 
() 

f) 

t) 

7.5647'"' 

7.5647 

7.5M7 

f) 

7,64875'" 

D 

7.97398 (<l 

7 974 

An1<1unt 
() 

f) 

75,647 

1.2 1,035 

1,81,553 

f) 

1.83,570 

I) 

2,39.219 

I ,75,428 

BAl~ncc 

Qty. Amount 
Units C) 

24,000 I .~0,O(J()I'·' 

68,000 5 ,J-1,4()() 

58,000 4,31(753 

42,0l►O 3.l7,71l! 

IS,000 1.36. 165 

28,000 2,1 4, 165 

4 ,000 30,595 

54,000 4.30,595 

24,000 ! ,91,376 

2,000 IS.Y48 

TJ1e success of any industry or enterprise depends, to a greater 1::xtent, upon tbe 
successful control of malcriaVioventory. Further, this input provides a number of 
avenues and wide scope for improvement of overall pt---rformance of the indus try. 
Inventory control, therefore, aims at ensuring the availability of required quality 
material in required quantity, at required time or period and place with minimum cost. 
lnvenlOry involves investment of money and locking up of precious space which bas 
alternate uses. It is said that inventory is a necessary evil. k; a result, proper conu-ol 
has to br exercised over it. In controlling inventory, firms or u1dustries use a number 
of techniques and models. Inventory control is generally exercised over raw materials 
and work in progress. The basic purpose of joventory control is to maintain optimum 
level of inventory. 

2.7.1 Meaning and Definition of Material Control 

Materials control may be conceptualised as a well-thought control over buying, 
storekceping and uti lisation of materials. It assistc; in maintaining a fix and 
time-bound supply of materials by which there will be no shortage or over-stocking of 



materials. lt also ensures that the ma1crials in appropriate qualiry as well as quantity 
arc available to the company in lhc nick of lime. By main1ainiog eight and efficient 
buyiog, sloring and utilising procedure, materials control lessc11s the losses and 
wastage of mat<.'rials. The significant role of ii is to prune or reduce th.c production 
cost and raise the profttability of lhe company. 

2.7.2 Objectives of Material Control 

The main objectives of material coolrol are as follows: 

(i) Proper estimation of inventory requirements -0 quantity, quality. specifications of 
inventory, etc. This will help the puichase manager lo quality and quantity of 
materials. The purchase department Lias lo exercise utmost care Lo prncure the 
quality materials at lower prices. 

(ii) The stores department has also an effective role lo play for stock levels. By 
keeping only the required quantities of materials, excess employmen1 of cap-ital on 
materials can be avoided. Further, it can reduce lite loss of materials dudng the 
storage period and l<.ecp the materials in good condition. 

(iii) If is the production departments w11ich are capable of cxtractjng lhe maximum 
output from each unit of materials thereby contributing heavily to minimise the 
loss of materials during the production period and to maxin-risc 1bc producLivity. 

2.8 TECHNIQUES OF MATERIAL/INVENTORY CONTROL 

There are many methods and techniques of inventory coutrol, the ll'IOst important 
beiog: 

• ABC AnaJysis 

• loveutory or Stock Levels 

• Ecooomic Order Quantity (EOQ) 

• [uveuto1y Turnover Ratio 

• Stock Verification or Stock 01ecking 

2.8.1 ABC Analysis 

Th~ concept of ABC analysjs was coined by Pareto, an ltalian philosopbt--r, in l11e 19th 

century. ABC analysis is based on the principle 0/ital few-Trivial money() For the 
objective of exercising proper and effective control on materials, matcriaJs are 
categorised into three broad categories, under ABC analysis, on tbe basis of their 
value.. Tius lielps to lay greater emphasis on the most valuable items al the time of 
purchase, storage aod usage. 

Materials an~ djvided, under ABC analysis, into three categories, designated as CAO 
category roateriaJs, 030;ategozy materials and G:C:Xalcgory materials. The featutes of 
A. 8 , C materials can be stated as under: 

A Catc::gory D Small in number, High in usage value and the 0/ital fewOfrom a 
financial point of view 

U Category E> Mediwn UlJmber, Medium usage value 

C Ca1cgory f) High number, Low usage value 

Th~ A.13C aualysjs is a selective control of materials. Tb.is is so because it is unwise to 
give equal attention to all items or materials in stock. The items are listed aud ranked 
ju 1he order of their d~cendiog importance showing quantity and value of each item 
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The above analysis becomes clear from the following percentage labJe: 

Table 2.1: ABC Analysis 

C11tcgory of Percentage of Total Percentage of Type 11f Coolrol 
Materials Value Total Quantity 

A 70-75 5-1 0 High and effective conrrol 

B 15-20 20-25 Medium co111rol 

C S- 10 70-75 Loose control 

In Table 2.1 , it is shown that 5-10 per cent of the total i1em.s account for as much as 
70-75 per cent of the total value. These are A category items which need very high 
and effective conl!ol. The second type of jtems reprnsenb 20-25 per cent of the total 
quaotity by account for 15-20 per cent of the total value. Tb<--se are H items which 
need routine or medium type of control Finally, the item representing 70-75 per cent 
of total quantity but, account only for 5-10 per cent of total value. These C items arc 
kept under simple or loose control. 

Advantages of ABC Analysis 

The following are tl1e main advantages of ABC analysis: 

(a) A strict control is t.-xercised on costlier items of ma1erial!. while cxercisiog 
moderate control over Jess costlier male1ials, 

(b) Selective control helps in maintaining high stock turnover ratc, 

(c) fnvestmeut on materials is judiciously utilised, 

(d) lt helps in maintaining safety stock for C category items, and 

(c) Quick purchase of malerials can be ensured by concentrating on fewer items that 
,ire required at one time. 

Example: XYZ Company is considering a selective inventory control using the 
following data: 

Items 1 2 3 4 5 6 7 8 9 10 1J 12 

8. 0 C 0 § 0 0 C 0 C 
0 ~ 0 C C 8 8 0 st" '-C 
0 0 0 C ~ 0 ~ q - -,;;· q 0 ,-, -.c· .,; ci 0 o-' 'Sf' 

Unils \C IC - '"' IC N N - N 0- N N 

Unir.s 3.00 0.05 2.00 6.00 0.20 0.50 0.6S 0.40 0.40 0.10 0.30 0.50 
Cost 
C) 

The intention is lo have the ABC p1an of selective control. Arrange the data for 
presentation to management. 



Solution: 

Slaternenl of Annual Consumption Value and C lassification of Items 
under ABC Analysis 

Jtcnn llnits u nit Cas1 r) I ,\nnual Consumption Category 
Value f) 

I 6,000 3Jl0 18,000 A 
2 61.000 0.05 3,0SO C 
3 16,800 2.00 ]3,600 A 
4 3,000 6.00 IR,000 A 
s 60,000 0.20 12,000 B 
6 22,000 ().50 11 ,000 B 
7 26.000 0.65 16,900 A 
K 14,000 0.40 5,600 C 
9 20,000 0.40 K,000 C 
10 90,000 0.10 9,000 C 
11 29,940 0.30 !1,982 C 
12 24,660 0.50 12,330 B 

1,56,462 

Statement Showing the Percentage of Units and .Associated Costs of Diffen:,it 
Categories 

Ca1egory Item Units I of Methods 

A I 6,000 

3 16,ROO 

4 3,000 

7 26,000 

A 51,llOO 

B 5 60.000 

6 22,000 

12 24,660 

[3 l ,06.660 

C 2 6 ) ,000 

s 14,000 

9 20,000 

10 90,000 

11 29,940 

C 2,14,940 

T0t:1I 3,73,400 

A Category: ' 15,000 and above 

B Category: · 10,000 to · 15,000 

C Category: Below • l 0,000 

Units Cost 

n 

3.00 

2.00 

6.00 

0 65 

0.20 

0.50 

0.50 

0,05 

0.40 

0.40 

0.10 

0.30 

Total Cost Percent11gc of Total 
n 

linits Cost 

111.000 1.61 I I.SO 

JJ.600 4.50 21.47 

I 8,000 0.80 I 1.50 

I 6,900 6.96 10.l!O 

86.500 13.87 55.27 

12.000 16.07 7.67 

11 ,000 5.89 7.04 

12,330 6.M 7.88 

35,330 28.56 22.59 

3,050 16.34 1.95 

5,600 3.75 J.Sl! 

R,000 5.36 5.11 

9.000 24.10 5.75 

8,982 ll.02 5.75 

34,632 57.S7 22.14 

1,56,462 100.00 100.00 
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2.8.2 Inventory or Stock Le\1els 

This technique of material coulrol is helpful in avoiding overstocking and under 
stocking of materials in store. The stock levels arc fixed by the purchase manager and 
it js the duty of storekeeper to observe them. In order to requisition the stores for 
replenishment, the storekeeper should have a complete idea about different stock 
levels. The various stock or inventory levels are as foJlows: 

(a) Maximum Stock Level 

(b) Minimum Stock Level 

(c) Danger Level 

(d) Re-order Level 

(e) Average Stock Level 

(a) M<cdnmm Stock Level: The ma;<imum stock level represe11ls U1e upper limit 
beyond which the quantity of auy item is out normally allowed to rise. The 
objective behind this is lo eru;ure that the working capital is not blocked in stores 
unnecessarily. Tbis is nonnally equal 10 the aggregate of minimum stock level and 
the economic order quantity. It is computed hy Lbe following formula: 

Maximum Stock Level == (Re-order level t) Rc-or<ler quantity) f) (Minimum 
consumption x Minimum re-ordering period) 

OR 

Maximum Stock Leve l = (Re-order level f) Minimum cousumplion) + Re-order 
quantity 

(b) Minimum Stock Level: ft is that level below which stock should not normally b e 
allowed to fall. M inimum stock kvel is also called safety or buffer stock. The 
objective behind tlris is to sec that production activities are ool stopped for want of 
material. Mmimum lcve1 is computed by the following formula: 

Minimum Stock Lcvel = R.e-ord(;..-r level 0 (Normal consumption per unit of lime x 
Average lead time) 

OR 

Minimum Stock Leve] == Re-order level f) (Normal consumption x Normal 
re-order peiiod) 

(c) Danger Level: Tms is a kvel at wbicl1 normal issues of materials arc stopped and 
materials are issued for important works or projects only. Normally, stock level 
should not be a llowed to fall below minimum level. lf it falls below lhe minimum 
kvel, then it indicates that urgent action for replenishment of stock must be taktm 
to avoid stock-out situa tion. Danger level is normally fixed be low the minimum 
stock level. It is calculated with the following formula: 

Danger L evel = Minimum consumption per unit of lime x Maximum lead time for 
emergency purchases 

OR 

Danger Level = N ormal consumption x Maximum re-order period under 
emergency conditions 

(d) Re-order Level: The Re-order stock level at which the fresh order is placed for 
purchase of material is called the re-order inventory level. When the stock of a 
material reaches this level, the storekeeper should foitiate action for the purchase 
of material This is fixed between maximum and Jtllllimum s tock levels and it will 



be. S10rma1ly, nigher than the minimum stock level. It is calculated wjtb the ht:lp 
of following formula: 

Re-order Level== Maximum consumplion per unit of time x Maximum lead Lime 

OR 
Re-order Level = Maximum consumplion x Maximum rc::-order period 

(e) Average Level: Tb.is is tbe average of maximum and trun.i.mum levels. It is 
calculated with the help of foHowing furmula: 

A I l 
Minimumlevel +Maximum level 

vcragc eve =-------------
2 

Example: From the fol)owing par1iculars, calculate tbe various stock levels: 

Noimal consumpti1.111 300 units per day 

Ma~imum consumption 

Minimum consumption 

Re-order period 

Re-order quantity 

Normal re-01der period 

Sn/111io11: 

420 uuits per day 

240 units per day 

10-15 days 

3,600 uuits 

12 days 

R~ordcr Level c Maximum usage x Max.imum re-order period 

"' 420 writs x J 5 days= 6,300 units 

Minimum Level= Re-order level f) Nonnal consumption x Normal rt.'-Order 
period 

= 6,300 D(300 units per day x 12 days) 

= 6,300 f)3,600 = 2,700 units 

Maximum Level = (Re-order level + Re-order quantity) 0 (Min:inmm consumption 
x Minimum re-order period) 

: (6,300 + 3,600) f)(24Q X 10) 

"'9,900 D2,400 = 7,500 uuits 

Exnmple: From the following data for the last twelve months, compute the average 
stock level for the saicl component: 

Maximum usage in a month 

Coosumplion 

300 Unit,; 

Mini.mum usage in a month 200 Units 

Average usage in a mootb 225 Units 

Time lag for procurement of material: Maximum B6 months; Minimum D 

2 months. 

Re-ordering quantity: 750 units. 

Sululirm: 

R~or<ler level = Maximum usage x Maximum lead time 

= 300 Unit.s x 6 months 

= 1,800 Units 
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Maximum Level = [ROL D(Minimum usage x Minimum lead time)) + ROQ 

= [1,800 E)(20Q X 2)] + 750 

== 2,150 Units 

Minimum Level = ROL 0(Average usage x Average lead time) 

= ( ,800 0(225 X (6 + 2) Q2) 

= 1,800 0(225 X 4) 

= 900 Unit~ 

Therefore. 

Average Level = (Maximum level + Minimum level) 02 

=- (2,150 + 900) 02 

=- I ,525 Uvils 

2.8.3 Economic Order Quantity (EOQ) 

This i~ one of the imporlant decision-making areas. The purchase department has to 
decide about the number of units of each type of required raw materials lo be 
purchased at a time. A stra1.1,;gic factor in inventory or stock control is computing the 
optimum size of a normal purcha:;e order. 1t is the quantity of inventory which can be 
reasonable ordered at a time and purchased econonucally. It is also known as Standard 
Order Quantity, Optimum Quantity or E<.:onomic Lot Size. By definition, economic 
order quantity is that si:cc of order for which the total cost is at the lowest ll.lvel. 

Computation <~f EOQ 

In determining the economic order quantity, the problem is one to set a balance 
between two opposing costs , namely ordering costs and carrying costs. The ordering 
cosis are basicaUy the cos1s of gel ting an item into the CinnG inventory. They are aJso 
known as acquisition costs or procurement cosls. Carrying costs are sometimes also 
known as holdi.ng cost~ or cost of possessing of the materials. These costs are 
combined known as 6\ssticiatcd Costs◊ Tbc management is tempted on one hao<l to 
order huge quanlity but, holding costs are also to be considered. Either of these two 
courses will have an adverse effect on thc profits of the firm. Hence the management 
tiies to rt:eondle them an<l this reconciliation point is econ01nic order quantity. The 
nature of cost of can-ying (]iol<ling cost) and cost of not carrying enough is quite 
opposite and a comparison between the two is as follows: 

T1tble 2.2: Nature of Cost of Carrying vs. Cost of not Carrying 

S. No Cost of Carrying (Holding Cost) Cost of not Carrying 

{i) Interest on investment in inveptory. Foregone quantity discounts. 

(ii) Tl!Xc~ and insurance. Disuibu1ion in production hence loss in 
earnings. 

(iii) Warehousing and storage expenses. Conlribution margin OJl lost sales. 

(iv) Material handling and clerical cha~ges. Extra cost ofunccooomic pruduction nllls. 

(v) Dcteriorarion and spoi lage. Loss of customerO goodwiU. 

(vi) Obsolcscen<:c. Extra purchasing and transportation costs. 

(vii) l'crsonal property taxes. foregone fortuitous p urchases. 



The cosls of carrying costs can be estimated by the: management on the basis of sales 
of past years but costs of not carrying enough arc only estimate<.!. 

EOQ can be computed with tbt: help of following fonnula: 

EOQ = J2~S OR EOQ= J
2
~ 

f.fore: EOQ = Economic Order Quantity. 

A = Annual consumption of materials in LLnits or rupees. 

S = Cost of placing an order. 

I = Cost of holding one unit for one year or Annual carrying cost of s101ing 
one Unit. 

Example: Calculate the Economic Order Quantity if the annual demaud for the 
product is 5,000 units, the ordering cost is · 30 per order oud the holding cost is ' 6 
per unit per annum. 

Solution: 

EOQ = J2~S 

EOQ = 
2 X 5000X 30 

6 

EOQ "" Jsooooo = 224 or 225 units. 

Example: The 8lllJUaJ demand for a product is 6,4-00 units. Th.e unit cost 1s · 6 and 
invt:ntory carrying cost pet u.a.il per annum js 25% of the average inventory COlit. If the 
cost of procurement is · ?S then calculate: (a) Economic.: order quantity, (b) Number of 
orders per annum, and (c) Time between two consecutive orders. 

Solution: 

(a) EOQ = 

EOQ= 

2x6400x75 

6xE-
100 

2 x6400x ?5 x 100 

6x25 
.EOQ == 800 Units 

Annual Usage 
(b) Number of ord1..'T'S per annum= ---------'

EOQ 

6400 
800 

"' 8 orders per amtum 

. NumberofMonthsiua year 
(c.:} T1m1;: between two orders= ---------'-

No. of orders 

12Months 

Border 

=- 15 Months 
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2.8.4 Inventory Turnover Ratio 
Inventory turnover ratio or material turnover ratio as a technique of material control is 
useful to avoid unnecessary investment on these materials whose consumption is 
much less. It indicates the speed with which the raw materials have been consumed for 
production. Further, it is possible to find out whether the:: inventory comprises of 
obsolete stock of raw materials. Inventory turnover ratio can be computed with lllc 
he lp of following formula: 

1n T R 
. Cost of material consumed during the year 

ventory urnover atm = 
Average stock of materials during the year 

lnvcnlory turnover may be denoted in terms of number of days in which tl1e average 
inventory is consumt.-d. This is obtained by using the following formula: 

r . . fda 365 days nvt.'lltory turnover raho m tenns o ys = _____ .:...._ __ _ 
Inventory turnover ratio 

In this c.:ase, if the period of the stock or invenloty is sllort, material is said to be fast 
moving. 

Example: From the folJowing information. calculate the following for each material: 

(i) Materials consumed 

(ii) Average i11vento1y beld 

(iii) Inventory turnover 

Material A Material B 

Opening Stock 

Purcl1ast:s during the period 

Closing stock 

Solutio11: 

(i) S tatement of Mater ials Consumed 

C) 

10,000 

52,000 

6.000 

Pa-rticulars Material A C) 

Opening stock 10,000 

A<ld : Purchase 52,000 

Value of materials 62,000 

Less : Closing stock 6,000 

Materials consumed 56,000 

( .. ) A I H Jd Opening Stock+ Closing Stock 
11 vcrage nventory e = - - ---- - -

2
- - - - - -

Thcrefore, 

Mate.riaJ A == 10,000 + 6,000 = . 8 000 
2 ' 

M . I B I 2,000 + I 6,000 . 14 OOO 
atcna = ------ = 2 , 

Cost of materials c.:onsumed 
(iii) lnvenlory Turnover -= . 

A veragc inventory 

C) 
12,000 

46,000 

L6,000 

Material B C) 
12,000 

46,000 

58,000 

16,000 

42.,000 



Therefore, 

Material A 
. 56,000 

7 
. 

=-- - == limes 
· 8,000 

· 42,000 
Material B = 

· 14, 000 
3 times 

2.8.5 Stock Verification or Stock Checking 

Verification in the form of eith.er counting, measurement of materials and supplies 
lteld in the stores department and ils comparison with the stores record!- are nec<::ssary 
for t11e purpose of dett--cting discrepancies, This, therefore, necessitates the 
mainlenance of proper records reflecting lhe physical movement of ioveutory and their 
current balance which is known as Perpetual Inventory. Perpetual inventory is a 
system of stock control in which continuous record of receipt and issue of materials is 
maintained by tl1c stores departmeol. It shows the pl1ysical movement of stocks aod 
their cWTent balance. There are followjng two alternative methods of stock 
verification: 

(a) Periodic Stock Verification: Under tliis method, stock checking or verification is 
done periodically i.e., quarterly, half-yearly or yearly. For iustancc, for a few 
items, quarterly verification may be carried out aod for the rest, y~rly verificalion 
may be done. It is usually influenced by the value of the matc:rial. 1n some cases, 
tbe production activities may be stopped for a few days to facilitate t.hc stock 
verification, Of course, the stoppage of production, cveo for a minimum period, is 
not desirable as it will have a number of ill effects. After verification, the details 
will be recorded in inventory tags which will be attached to the bins which have 
been checked. After checking alJ the materials, a report will be prepared 10 find 
out the discrepancies. 

(b) Conti11uous Stock Verification: Under this method, continuous stock verification 
and the comparison of actual physical quantity of various items of matcrfals with 
their fig1m.-s in the records will be undertaken. Contiouous verification is possible 
and effective only when the slores records arc maintained on continuous basis. As 
tbe verification is carried oul throughout the year, a proper plan and procedure for 
verification is to be evolved. This has to list out the items to be counted, weighed 
or measured. Another important aspect is that the checking is carried out without 
affecting the normal production activities. Even under this system, inventory tags 
are used to record the actual quantity of materia ls .in the stores department. On tht 
basis of the physical verification and its comparison with the stores records, stock 
verification reports will be prepared showing both the quantity as revealed by the 
physical vt--rification and the quantity as per lhc bin cards. However, the 
continuous stock verification ensures a number of benefits. The benefits are 
mentioned hereunder: 

(i) Continuous stock verification method ensures a comprehensive and reliable 
check of materials. 

(ii) Discrepancies of materials can be immediately detected and set right. 

(iii) It does not affect th<:: activities of nounal production. 

(iv) In this method, the personnel i.o stores department will always be alert and 
careful about their responsibilitie;. 

(v) facilitate the preparation of financial statement at sbort no1jce by furnishing 
tl1e inventory details. 
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Chee!< Vour Prngress 

Fill in the blanks: 

l. The purchase department has to exercise utmost care to procure the 
quality materials at --- - --

2. In _ _ _ _ entry is normally be made after the transaction takes place. 

3. Document prepared by the stores department is - - - --
4. ___ _ _ rice is calculated by djvjding tlte Iota! cost of material on ll1e 

date of issue, by the total quaotity of available material. 

5. _ _ __ is periodical or continuous. 

6. The ___ _ _ is in the form of an agreement with the suppliers which 
binds both the purchaser a.ad supplier. 

2.9 LET US SUM UP 

• Material is a very important factor of production in a manufacturing organisation. 
11 is the frrst and 1he most important deo.1ent of cost. Materials account for nearly 
50-60 per cent of the.cost of production. This fact can be inferred fro m an analysis 
of the financial statements of a large number of organisations. 

• One of the important functions of the storekeeper in lhc stores department is the 
classification and (.;(Jdification of materials. Classification refers to grouping of 
materials into three or four categories on the basis of material nature. And 
codification refers to lhe procedure of assigning symbols to each item of material 
stored. 

• A systematic and well-defined procedure is to be followed to make the purchase 
of materials as any lapse in the procedure may result in the sloppage o f production 
whose ill-effects are incalculable. The purchasing department follows • the 
following purchase procedure: Purchase Requisitions or Indenting for Materials, 
Selection of Suppliers or Choosing the Suppliers, Purchase Order, Receiv ing and 
1nspecting Materials ancl Verification/Checking and Passing of Bills for Payment. 

• According to AJford and Beatty, ·'Storekeeping is that aspect of material control 
concerned with the physical storage of goods. " Jn oilier words, storekeeping 
relates to art of preserving raw materials, w oi:k-in-progrcss and finished goods in 
the stores. 

• The basic purpose of inventory control is to maintain optimum level of inventory. 
Tltere are many methods imd techniques of inventory contcol, the most important 
being: ABC Aaalysi,;, Inventory or Stock Levels, Economic Order Qtiantity 
(EOQ), Inventory Turnover Ratio and Stock Verificalion or Stock Checking. 

• ABC analysis is based oo the principle 0/ilal few-Trivial moneyO For the 
objective of exercising proper and effective control on materials, materials are. 
categorized i.nto three broad categories, under ABC analysis, on lhc basis of their 
value. This helps to lay greater emphasis oo the most valuable items at the time of 
purchase, storage and usage. ln order to requisition. the stores for replenishment, 
the storekeeper should have a compk1e idea about different stock levels. EOQ is 
tl1e quantity of inventory which can be reasonable ordered at a time and purchased 
economically. It is also known as Standard Order Quantity, Optimum Quantity or 
Economic Lot Size. By definition, economic order quantity is that size o f order for 
which the total cost is at the lowest level. 
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• Inventory nitnover ratio or material 1urnover ralio as a technique o( material 
control is useful to avoid unnecessary investment on Ulcse materials whose 
consumption is much less. It indicates the speed wjth which the raw materials 
bave been consumed for production. Verification in the form of either counting. 
measurement of materials and supplies held in the stores department and its 
comparison with the stores records are necessary for the purp~e of detecting 
discrepaacies. 

• Some of the more commonly used methods of pricing material issues arc UFO, 
FTFO, simple average and weighted avt:i-age method. 

2.10 LESSON END ACTIVITY 

Select a manufacturing concern and outlim: a system of materials co111Iol for it. Give 
specimen of various forms you will require. 

2.11 KEYWORDS 

Im1e11tory: Stock of Raw materials, Stock of Work-in-Progress, Stock of Finished 
Goods and Stock of Spares, but not Stock of Loose tools. 

Carrying Cost.: Cost incurred for carrying the materials from lhc place of purchase to 
place of production centre/profit cenlrc. 

Ordering Cost: Cost incurred 11t the moment of placing tbe order of goods or materials 
adminislratioo costs, cost of communication and so ou. 

ABC Analysis: Analysi~ of exercising IJle control on the inventory oo the basis of 
value. Always Bet1er Control Analysis: A £) High conlrol for high value goods: B f) 

Moderalt.: control for lesser value goods and C f) Little control on the least value 
goods. 

2.12 QUESTIONS FOR DJSCUSSJON 

l. 13rie11y explain lhe procedure \o be fo llowed by tbe purchase deparimeot for the 
purcbase ofa material till ammging for payment of the bill. 

2. Discuss the .i.mpor1ance of good stores keepiug in an organisation. What ure the 
dmies of a storekeeper'? 

3. lQ)f all the methods of pricing material issue the FIFO method is the best and the 
sirnpJeslO Explain 1l1is statement 

4. (ndicate and briefly explain the two different metl1ods usually followed in pricing 
stores other thaa the <last-Tn First-OutOnctbod. 

5. Why is it necessary to fix various levels for materials? 

6. From the following transactions, prepare separately the storl!.'I 
using Lbc FIFO and LIFO methods of pricing: 

January 1 Opening Balance I 00 uni ls @ • 5 eacJJ. 

@ 

<'ti') 

February 

@ 

March 
@ 

5 

20 
5 

6 

JO 
12 

Received 500 unite;; @ · 6 each. 

Issued 300 unite;. 

Jssucd 200 units. 

Received 600 units@ · 5 each. 

Issued 300 units. 

lssued 250 units. 

ledger account, 
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7. Explain the different methods of materials issue and show their relative merits and 
demerits. 

8. Two materials A and B are used as follow:::: 

Normal usage 500 p. w. each 

Minimum usage 250 p. w. each 

Maximum usage 750 p.w. ea.ch 

Reorder quantity A: 3,000 B: 5,000 

Reorder period A: 4 to 6 weeks B: 2 to 4 weeks 

Calculate for each mate1ial: 

(a) Reorder level 

(b) Minimum level 

(c) Maximum level 

( d) Average stock level. 

9. What is meant by the wcighled average method of valuing stores issues? How is it 
difft:renl from the simple average method? Explain the statement pointing out the 
clements for which estimates have to be made. 

10. Prepare a stores kdger account from lhe following infotmations adopting FIFO 
method of pricing mate1ial issues: 

June OJ Opening Balance 500 tonnes @ · 200 

6 03 issues 70 tonnes 

6 04 Issues l 00 tonnes 

6 08 Issues 10 tonnes 

6 13 Received from supplier 200 tonnes @ ' 190 

6 14 R1.,1umed ( issued on 3rd June) from department A I 5 tonnes 

6 16 Issues 180 tonnes 

6 20 R eceived from supplier 240 tonnes@ · 195 

() 24 Tssucs 300 tonnes 

6 25 Received from supplier 320 tonnes@ · 200 

6 26 Issues 115 toMes 

6 27 Returned (issued on 26th June) from department B 35 tonnes 

6 28 Received from supplier 100 tonnes@ ' 200 

Check Your Progress: Model Answer 

1. Lower prices 

2. Stores Ledger Accounl 

3. Bin Card 

4. Weighted Average 

5. Stock verification 

6. Purcllase order 
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3.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Understand I.he labour niroover 

• Discuss the labour cost control 

• Explain tl1e labour cost n1anagemcnt 



• L~rn the causes of idle time and its treatment 

• Discuss the concept of ovt:rlime 

3.1 INTRODUCTION 

Among lbe cost of production, tht: cost o f labour is cousidl.Ted as a most impor tant 
factor of influence next lo the cost o f material. W ithout labour, it is very difficull to 
carry out the prod11ctioo operation. which reveals the contribution of humao force is 
inevitable. The rote of the labour is different from one typt of technology to a not~cr. 
Tbr:: importance of the labour force in the produc tion process is oon;naJ!y undermined 
in the case of capital intensive technology rather than in the labour intensive 
technology. The success of the production process is IIUiin ly relying upon the 
efficiency of the labour forces. fn order to maintain, the efficie ncy of tho Jabour force 
involved in the production process, frequent monitoring is w arranted not only to 
administer tlic la bour force effectively but also to control the cost of I he la bour. which 
i~ normally found to be a deterrci,t factor to attain success of lhc Ol'ganisation. 

3.2 CONCEPT OF LABOUR COST 

Labour is ao import.ant clement of cost of production. lt p lays vital role io production 
even io the modern macbin~ age where there is extensive use of machines. Labour 
00~1 lllllY be divided as: 

(a) Direct labour cost 

(b) ln<lirect labour cost 

The distinction between direct labour and indirect labour is important bccaus1: it helps 
to: 

(i) Detcrmint: accuratt: production cost, 

(ii) Measure efficiency <>f perfonnaoce oflabour, 

(iii) En.sure be llcr cos l analysis for decision-making, and 

(iv) Minimist: error in overhead allocation and control. 

Labour cosl occupies a significant portion of the tota l cost of a product or services 
rendered. fn I ndia, labour cos1 is predominantly fixed cost: it is not vatiable; onJy ao 
insignificant portion is variable. Economic utilization of labour is, therefore, a need of 
the pre,-ent-day indui; try or organisation. To this en<l, everythi1'g right from 
rccruilmcnt sbould be directed. IL goes without saying that management is interested in 
the accumulation and analysis of labour cost because lhey serve as a basis for: 

(i) Control over di.reel aod indirect Jabour cost 

(ii) lnvcotory costing, fixation of selling price and detennination of profit 

(iii) Managerial decisions and control 

3.3 LABOUR TURNOVER 

Labour turnover is a peculiar problem of iodustry or organisation and leads 10 high 
coslS and low productivity. lt may be defined as the engagemeol and losses in tbe 
labour force.: as related to the tota l numbers employed at tbc beginning of the period. It 
is a common thing tbal the workers frequently change their jobs either for better 
e11vironm(.'Dt or they are forced to leave a concern due to other reasons. In any case, 
the industry or orgunisation loses trained and experienced hands and has to recruit and 
lr'd in new persons. This all increases the labour costs. The extent o f labour turnover 

S5 
Lahonr CO)ting 



56 
C,,si Accounting 

vari~ according to industry, proportion of male and female in labour force, structure 
of employment in country, and physical conditions within a particular industry or 
organisation. As the consequences of a J1igh rate of labour turnover arc many, 
t11erefore every factory or organisation must endeavour to measure it, to study the 
causes and to keep labour turnover rate a l a minimum as far as possible. 

3.3.1 Causes of Labour Turnover 

A study into the causes of Jabour turnover helps the management in proper planning 
and action for reducing this rate. The reasons may be divided into two categories: 

(a) Avoidable Causes 

(b) Unavoidable Causes 

Avoidable Causes of Labour Turnover 

The various avoidable causes are: 

• Lower wages being paid in the organisation 

• Lack of planning of higher management 

• Unsatisfactory working conditions in I.be factory 

• Lack of job satisfaction 

• Lat;k of medica I and transport facilities 

• Discrim.inalion among workers 

• Bad rela tionship with supervisors and management 

• Lack of proper adjustment witb workers 

• Unauthorued long absence from duty 

• Migratory character of Indian industrjal workt:rs 

• Lack of safety measures 

Unavoidable Causes of Labour Turnover 

The various unavoidable causes respons1ble for labour turnover are: 

• Death, retirement disablement of the worker 

• Domestic disputes of the workers 

• lllness or accidents making the worker permanently handicapped 

• Discharge due to unsuilabili.ty 

• Marriage and pregnancy in case of female workers 

• Inefficiency of the workers 

• Other reasons such as lack of housing and transport facilities 

• Immoral character of worker 

3.3.2 Effects of Labour Turnover 

It results an increase in cost of production due lo the following reasons: 

• Cost of replacing workers, i.e., cost of selection 

• Cost of training for new workers 

• Loss arising out of defective work and focreased wastage i.u production process 



• Newly employed workers are likely to mishandle of machin~ and equipment 

• Wilh frc:queot changes, production planning w1nno1 be pro~ly e.,ecute.d and as a 
result, lhere is loss io production 

Example: The persoW1el departmc:nl of an organisation gives you tbe following 
information regarding labour. Calculate labour turnover rate using the various 
methods oflabour tu.mover. 

Number of workers on the payroll: 

Al lbc beginning of the month 2,900 

At the end of the month 1,100 

During the month, 20 persons quit while 80 persons are discharged. 300 workers are 
required du.ring the month. Of these, 50 workers are recruited in tbc vacancies oftlwse 
leaving while the rest were engaged in accordance witl1 an expansfou scheme. 

Solution: 

Average number of worJ<ers during the month: 

= 2900 + I 100 2000 
2 

Labour Turnover Rate by: 

Number of separations during a period (i) Separation Method _____ _ __;_ _ _ __ -:::---'----
Average number of workers dwing the period 

LTR = 20+SO x JOO 
2000 

LTR= 5% 

(ii) Flux Method = Number of separations + Number of replacements x l 00 
Average number of workers during the period 

LTR = I00 +50 x 100 
2000 

LTR = 7.5% 

3.3.3 Cost or Labour Turnover 

Tbc cost oflabour h1rnover can be divided under two broad categories: 

(a) PrevenUvc Costs 

(b) Replacement Costs 

(a) Preve,uive. Costs: These are costs wh.ich are jncurrcd by a firm to keep a 
contented labour force so as lo prevent excessive labour turnover. The aim o( 
these coSts is lo keep the workers satisfied so that they may nol leave the industry. 
The costs may jnc lude: 

(i) Cos1 of personnel adrninistralion, 

(ii) Cost of medical services, 

(iii) Co~t of providing good working coodilions, 
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(iv) Cost of welfare, e.g. , provision for subsidi:.:cd canteen, sports facilities, etc. 

(v) Cost of gratuity and pc,11sion, etc. 

(vi) A portion of high wages, bonuses, perquisites, etc. 

(b) Replacement Costs: Labour turnover is associated with replacement. Replacement 
necessitates recruitment, training and absorption of new workers. Since, the new 
workers will take more 1jme to do a job 1han a trained w orker. There will be loss 
of output and more wastage. These costs arc associated with replacement of 
workers and it includes: 

(i) Cost o( recruitment, training, induction, placement, etc. 

(ii) Inefficiency of new workers, 

(iii) Cost of scrap and defective products of production, 

(iv) Loss of goodwill and heoce high costs in terms of disadvantageous Jabour 
contracts, 

(v) Cost of additional compensatioo payable arising out of frequent accidents, 

(vi) Cost of machine and tool breakage, and 

(vii) Cost of additional supervision of oew workers. 

The total cost of Jabour turnover will be reflected jn one or mon: of !be items. 
Management has to trade-off between preventive cosls and rcpla<.:cment costs so as to 
keep the total cos1s of labour turnover at a minimum. 

3.4 LABOUR COST CONTROL 

Labour cost also forms a significant parL of cost of production. Therefore, it is 
essential that there should be proper and effective control over labour cost. Labour 
cost control will, in effect. lead to minimisation of cost of labour per unit In India, a 
major part of labour cost is fixed and not variable for product.ion process. Tl may be 
pointed out, in t11is connection, that Jabour is not a commodity or product and it does 
not behave like a commodity aod product. From this angle, the task of exercising 
control over labour cost is even more difficult L11an L11at of malcrial cost or olb{.'T 
chargeable expenses. Then, human elcmeot in labour cost control should be given due 
consideration in order to make any control effective. A large numbff of non-financial 
factors affect the efficiency and capacity of Jabour. The gcneral cleanliness of the 
working area, lighting, ventilation., temperature, measures for the safety devices, 
impact of ooise, working space i.n the factory, etc., will have an effect on the Jabour 
efficiency. Therefore, labour cost control is the impo11ant tool for th<.: organisation. 

3.4. l Departments for Labour Control 

The following dcparlmeots will help to exercise.: control over labour cost: 

• Personnel and Administrative Department 

• Engineering and Works Department 

• Timekeeping Department 

• Purchase Department 

• Production and Maintenance D epartment 

• Payroll Department 

• Accounting and Finance Department 



3.4.2 Scope of Control 

Control over labour cost will include control over the following actjvitics: 

• Recru.itmenl, Incremenls and Promotioos 

• Formulation of Wage Policy, Incentive Schemes and Method of Wage Payment 

• Allocation of Labour Costs 

These are now discussed in brief: 

(i) Recruitme11t, Incremeuts and PromQtinn: Recruitme11t is a crucial fuoction for 
ultimate succ<..:ss in attainment of labour co.';t control. A wetl-detioed r&.Tuitment 
policy, a sound agency for cxecu1ion of policy, a systematic approach for tapping 
appropriate sources of recruitment and continuous evaluation of polic ies are 
among the esseutial requisites for control over recruitment. It should be noted that 
another policy of recruitment is bouud to retard efficiency and hence increases 
labour cost. locrcmcnts are generaJly granted on a basis of scale for workers and 
promotions to belier higllcr positions will lead to improvement of internal 
relationship and attainment of more efficiency. 

(ii) Formulation of Wage Policy, Incentive S chemes and Method of Wage Paymem: 
A sound wages policy and incentive scheme can make a positive contribution 
towards improving employ\X.-cmployer relationships in tJ1e indusliy or 
organ.isation, increasing productivity of labour and reducing labour turnover. 

(iii)Allncation of lahour Costs: Control over allocatioo of labour cost aims at 
securing that ~ch job or work or process undc:rtaken be.ar!I ilS own share of cost, 
so thal productfon cost represents Lrue cost. It has been stated earlier that records 
of lime spent for each j ob or work or process done are to be kept for proper 
allocaliun of labour costs. 

3.5 LABOUR COST MANAGEMENT 

Labour cost management is a complex process because it represents a sensitive area 
involving human behaviour. Iu labour co:;;t management, normally we discuss Ute 
following: 

I . Recruitment 

2. Timekeeping 

3. Time Booking 

4. Work S1udy 

5. Job Analys is 

6. Merit Rating 

3.5.l Recruitment 

Every business or industry should have a recruitment policy of its own. However, 
cer1ain factors will govern tbe recruiuncn1 policies of an industry or orgaoisatiou. 
These factors are: 

(i) Categories o f manpower required 

(ii) Type of activities undertaken 

(iii) Seasonal 1urture of ac1ivities 

(iv) Volume of operations 
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(v) Rate of labour turnover 

(vi) Leg-al restrictions arising out of a labour legislation 

(vii) Promotions and retirement 

Having decided upon recruitment polici~, the next step is to set up a proper agency 
for carrying out these policies. This function is usually assigned to the establishment 
or personnel dt.l)artment . Sometimes, there is a separate recruitment cornmiltec which 
is composed of several departmental heads. Again, in a smaJJ industry or organisation, 
recruitment procedures are likely to be informal and may often be executed by the lop 
management of tbe industry or organisation personally. 

Upon recruitment, a copy of the recruitment letter containing all tl1e terms and 
conditions must be forwarded LO: 

(i) Time office for recording attendance 

(ii) Payroll department for authorizing cnrobnent i11 lhc payroll. 

One copy of tue appointment letter is usually retained in the personnel department of 
tbc organisation for maintaining the service record. As in the case of other 
management activities, recruitment policies should be reviewed and evaluated 
periodically. A comprehtmsi'vc evaluatioll programme will seek to assess the relative 
success io performance nf various categori~ of employees with reference to the 
source of their recruitment. 

3.5.2 Timekeeping 

Timekeeping is concerned with recording of workcrsOtime. The recording of time put 
in by workers is required 001 only for attendance and wage calculation purpose but 
also for the purpose of cost calculation. The following are the main features of 
timekeeping: 

• EmploycesOl.ttendancc in and oul of a particular department 

• Ernployees~t1endance in a11d out of the fac1ory gate 

Timekeeping will serve the following objectives: 

• Asc1;.7tainment of labour cost of a job 

• Preparation of payrolls 

• Determio.ing productivity and control of labour cost 

• Meeting for statutory requirements 

• Apporlionm.ent of overhead costs 

Usually, recording of time is the responsibility of pcrsoOJJe l department or security 
department of the organisation or industiy. 

Methods of Timekeeping 

The two methods used for recording time may bt: grouped ioto two categories: 

(i) Manual Methods: This method is very simple and in this method tltese will be 
included: 

(a) Allendance Registel' Method: Under this method, an attendance register is 
kept at the entrance of the factory or organisation and the workcrsO dtendance 
in and out of the factory gate or organisation gate is noted. The noting down 
of arrival and departure time of the workers may be done by the workers 
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lbemselves or hy an employt:e appointed for Lhis purpose. 17,ereafter, Lhe 
entries arc made lo individual attendance records .from the anendance register. 

Tbe disa<lvan1ages of anendance register method arc mentioned below: 

(i) Tbert will be hold-ups of workers at the time of arrival aod dl.-pacture. 

(ii) IL cannot reasonably act as a check on the clishonest practice of noting 
down wrong time by the workers. 

(ili) It involves extra c lerical costs for mafotaining individual attendance 
records. 

(b) Disc Method: This method is generally use<l in a smaU organisation or factory 
which has limited financial resources. Under this method, metal di~cs boa.ring 
tbc numbers of lhe workers are placed on hooks on a boa~ provided at the 
eotnmce ofthc department or organisa tion. Wl1ile entering into the department 
aod factory, as Lhe case may be, the workers remove their respective discs and 
place them in a box on empty tray provided nearby. After a short whlle of the 
scheduled time of lbc department or organisation or factory, the original box 
or tray is removed and a late box or tray is substituted. The la1e box or ltay is 
aJso takeo at 01e end of the maximum late lime allowed by the personnel 
dl.-partineul. The time-keeper records the attendances in a register or book 
wl,icb is subsequen1ly passed on to the payroll department for the payment o( 
work1,."Ts. 

(ii) Mechanical MeJltods: For recoi:ding the On0and @u10times of workei:s entering 
and l~viog the factory, Ille macl1ines that are gem.Tally used are of the following 
two ca tegoiies: 

(a) Dial Time Recorders or Time Recording Clocks: Tbe time recording clock is a 
mechanical devi<.:e which automatically records Lbe time of the workers. This 
melbod IJas been <level oped to obviate some of the di fticulties experienced in 
CID;e of 1nanual methods and this method is usefu l wben 1hc number of 
workers is fairly large. There is a radial arm a t the centre of the dial. When a 
worker enters into the fac1ory or departmt:nt, be is to prc:ss the radial ann after 
placing it at the appropriate hole. The time recorder will then aulomatica]ly 
record the time on a roll of paper within the machine against the number of 
the worker. II may be noted that the sheet of pnper i11 which the time 1s 

recorde<l provides a running account of the workerG time. 

The advantages of the method are stated below: 

(i) Avoids the necc.-ssity of recopying attendance time in the payroll. 

(ii) Allows greater accuracy and avoids much loss of time. 

The disadvantages of dial time recorders metl1od are: 

(L) Ca-paciry is limited of the machine. 

(ii) Presence of rime-keeper is necessary lo prevent fraud and irregularities. 

(b) Card Time Recorders: Under card time recorders method; a clock card is 
al\olled to each worker in which his attendance is recorded. In th.is !ales! type 
of card time recorder, the worker is to insert bis clock card into the machine; 
the lime is then autoniatically stamped in the correct pos ition. Late arrivals, 
early leavings, overtime, etc. are printed in red to attract attention. It enjoys all 
the advantages of the clial lime recorders. 

(i\ 
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3.5.3 Time Booking 

ln addition to recording of employeesOattcndaJJce in and oul of the organisation or 
factory or department, it is also necessary to record the time spent on each work order, 
job or operatiuo as wcl I as the particulars of work done. This is what is known as 
time-booking. Large organisations or factories keep time-recording clocks for 
maintaining records of lime spent on each work, job or operation but in small 
organisations, lhis may be douc manually. The nature of docu.meots maintained for 
this purpose wi II vary depending upoo the size of the factory or organisation. The 
following document~ are generally in use: 

(i) Daily Time Sheets: Each worker is given a daily time sheet in which he/she 
records the parliculars of his time spent on each job or work order. Daily Time 
Sheets are maintained in small works which do not go to the expense of a card 
time record:;:r. T he worker completes tll.c sheets everyday and hands it over to the 
foreman for signature. This acls as a check on the correctness since the foreman 
puts his signature daily. Daily time sheet consists of the following particulars: 

(a) Name of worker 

(b) Worker clock card number 

(c) Name of the deparlment 

( d) Date of work done 

(e) Machinc number 

(0 Type of.job or Work order 

(g) Starting aod finisl1ing time of tJ1e j t)'b or work 

(}l) Signature of foreman 

The spt:eimen of this sheet is giveu below: 

Name of Worker 

Clock Card No. 

Machmc No. 

Depart1mml 

Job/\'iork 
Order No. 

Work 
don~ 

Date 

Week No. 

Oescriptio11 T ime 

On Off 

Hours 

Signature of worker : ......... , ............. . Signature of foreman : ................. , ... . 

Figure 3.1: Daily Time Sheet 

For Co,1 O ffice 

Rate Amount 

(ii) Weekly Time S heets: These sheets record the same particulars for a week as the 
daily time sheets for a day. These sheets arc an improvement over the daily time 
sheets. The main difference is tJ1.a1 the worker enters all lhe particulars of work 



carried out for a comp Jett: week at the end of the week. The .specimen of weekly 
time sheet' bas been given as below: 

WOl'kcr's Name : .................................. ...... Dale •••••••••••••••u•••••••u 

Clock Card No. : • ••• •u••o, ..... ,, .. ,,.,,,,,,, .,,,,, , , ,,, Weck Ending : t ••♦toOoo•ooUo-o•OOOOO•• · 

Department : ......................................... 
Uatc Job Work Dcscri(ltion Time Hoo rs For Cos! 0 fficc 

.'io. done 
Oo Off Rate Amount 

Monday 

Tuesday 

Wcdnesooy 

TI111rsday 

Friday 

Sa1ucday 

Sunday 

Sigua1urc of worker : ...................... Signature of foreman : .................. 

Figure 3.2: Weekly Time Sheet 

(iij) Job Cards or Job Ticl.ets: Under job card method, a card is ,~de used of for 
recording the time spent by workers on various jobs instead of sheets of paper. A 
job card i~ used to keep a close check on the time spent by an operator on t:ach job 
wbicl1 be does during the day. Usually, one card is issued to a11 operator by the 
supervisor at a time. When the operator start,; lhe work. Ile records the time 
through tbe time recording clock on lhe card The card is punched again when the 
work is fi.oisbed or the operation is over. If the work or operalion of the joh is too 
Jong aod the wor.ker has to break off for meals or for pcrsonaJ uceds, bt: slloulu 
record out and in agaio to keep .record of the time not spcnl on the job or 
operation. Wht:n lbe job or operation is finished, the card is deposited with the 
timekeeper and who send.<; it to the payroll department. Wheo a job is completed, 
anoLher job card is issued lo the operator an<l he repeats ilic time-recording 
prncess. Specimen of job card is as follows: 

Works Order No. 

Ocpan1nc111 

Opera1ion No. 

Machine No. 

Job No. 

Worker's No. 

Sigirntw-e 

Dcscr lptioo 

On 

Date 

Time 

Starting 

Finishing : ......... , ...... 

Time Hours 

Off 

Fur Cosr Office 

Ible /\mount 

Signatureofforcma-n : .................................. .. 

Figure 3.3: J ob Card 
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3.5.4 Work Study 

lt may be defined as any method of investigation desi~ed to provide. better job or 
machine performance within a required operation. Tlrns, lbe objectives of work study 
may be: 

• Material conservation 

• Time saving 

• Changes in quality 

• Lowest cost 

Methods of Work Study 

Work study is d ivided into two methods: 

(i) Moti.on S tudy: It is a systematic procedure for the analysis of work or job with a 
view to reducing or eliminating Ullllecessary work. arranging the remaining work 
iu the best order possible and standardizing tl1e usage: of proper work methods. 
The steps involved arc: 

(a) Detailed systematic recording of existing methods of work. 

(b) Dcvdopiug aoJ applying new and improved methods of work for 
simplification and better utilisation of available resources. 

(c) Analysis and examination of existing and proposed methods of performing a 
work. 

In brief, the motion study aims al finding out the ll)Ost scientific and simple way 
of performing an operation or doing a job. Thus, the technique should take into 
consideration not only the human element in the job but a lso ma1erials, plant and 
machinery, tools and equipmcn1 etc., to be used. 

The advantages of motion study are as follows: 

(a) lt improves metJ10ds of performing a work or job by reducing all u1mecessary 
clements involved. 

(b) 11 aims at better utilization of available resources in lbe factor. 

(c) As a rcsul1 of reduction of wasteful elements. highest level of activity can be 
achieved all round. 

(ii) Time Study: The concepl of lime study was introduced by F. W. Taylor. lt refers 
to tlle analysis and determination of the time a.ecessary to perform a given task. It 
replaces the old practice of using past performance as a method of establishing the 
time followed for tllc performance of a task. 

The advantages of time study are as follows: 

(a} Exercising cost control through proper planning 

(b) Assessing the labour requirements correctly 

(c) Fixation of wage rates and introduction of incentive schemes 

(d) Standardizing jobs, equipment etc., by giving guidance as to the best method 
of operating in U1e time allowed 

3.5.5 Job Analysis 

Job Analysis is a systematic exploration, study aud recording the responsibilities, 
duties, skills, accountabilities, work environment and ability require.meuls of a specific 



job. 11 also involves determining the relative importance of lhc duties. responsibilities 
aod physkal and emotional skills for a g;venjob. All these factors identify what a job 
demands and w11at an employee must possess to perform a job productively. 

Uses of Job A11alysis 

A comprehensive job analysis programme can be used as a foundation aod as an 
essential ingredient for all tl1e functions and areas of personnel manage ment and 
industrial relations. A brief descripti.oo of uses of job analysis is as follows: 

1. Employm.ent: Job analysis is useful as a guide io every phase of employment 
process like manpower planning, recruitment selec tions, placement, orientation 
induction, aod in performance appraisal as it gives the information about duties, 
tasks, responsibilities, etc. 

Example: 

Joh Grnde: Middle Management 

Job Title: Credit. Manager 

Age: Between 35 aod 45 years 

Sex: Preferably male 

Educational Quatijicatio11: B.E. (lo<lw,trial Engineer ing) or B.Sc., Ag .. wi.tb 
post-gradua te diploma or degree in Hank managem ent. Complciioo of CATill is 
ao additional qualjficati.on. 

Trailli11g received: Shou!d undergo training on the joh/off the job for a period of 
one year. Experience: Experience as credit/field officer in a commercial bank for 
a boul five years. 

Physical specijicat/011: Nonnal bc igbt (above S feet) 

Social specljicat/011: Member of social organisat ions 

E,.tra-curricular activities: Should have participated in sports/games al the 
district or inter university level. 

2. Orga11isation Audi/.: Job information obtained by job ana lysis ofte n nweals 
instances of poor orgaoisation in terms of the factors affecting job dcsign. The 
analysis process, therefore, constitutes a kind of orgaoh;ation audit. 

3 . Training and Developmem Program: Need.<. of Lrain.ing and developing are 
identified with t)1e help of job description. Further the training programmes are 
also evaluated wilb the staodards of job analysis. 

4 . Performance A ppraisal: Instead of rating an employee on ch11racteristics such as 
dcpendabili1y there is now a tendency towards establishing jo b goals and 
appraising lbe work doae toward those goals. In this typt of appraisal, a job 
description is useful in defining the areas in which job goals !)hould be established. 

5. Wage a11d Salary Admi.11istration: Job analysjs is the bas1s for job evaluation. 
DasicaJJy wage and salary levels are fixed oo the basis of job eva luation wl1ich 
takes inlo consideration tbe conte nt of the j ob in te!ll'l.'l of tasks, duties, 
responsibilities, risks, hazards, etc. 

6. Empl.oyee .DeveJopmerli: Job Analys is provides the necessary informatioo for 
employee development. Wben considering an employee for promolion, j ob 
analysis may faci]j1ate b is easy consideration for the job. 
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3.5.6 Merit Rating 

Merit rating refers to a systematic analysis of merits of employees according to certain 
characlcristics to ascertain the worth of each employee or a suitable class of tbem 
relative to all others. Certain factors are taken into account in rating merits of 
employees and points are assigned under each of these factors. The following are the 
main factors of merit rating: 

• Quality of work 

• Sern;e of responsibility 

• Quantity of work 

• Initiative and effort 

• Discipline 

• Co-operation. honesty and in1egrity 

• Sense of judgment 

• Experience, skill, knowkdgc and aplituck for work or job 

• Extraordinary personal features 

• Attendance and regularity 

In ordinary words, meii1 rating is the impartial evaluation of merit and qualities of 
each person of a work group. Different authors have defined it io different ways. Here 
are some definitions: 

According to Edwin B. Flippo, "Merit ratinx is a systematic periodic and so far us 
humanly possible, an impartial rating ql our employee 's excellence in matters 
perJoining to his present. job and to his potentialities for a better j ob". 

According lo Scott, Clothier and Spriegel, "Merit rating ofan employee is the process 
of evaluating the employee's pe,formance on the job in terms of the requiremenls of 
the job". 

According lo Alford and Beatty, ''Employees or Personnel rafing is the evaluation or 
appraisal of the relaave worth to the organisation of a man 's services on his job". 

Methods of Merit Rating 

For effective evaluation of any employee. th est: methods are gcocraJly followt:d: 

(i) Straight Ra11k.i1tg Method: This is the oldest method. Here, employ~ is not 
separately treated from his job. One person is compared with the other. This 
separates the efficient from the inefficient but this i:; not practical as all persons 
have separate qualities. lf a person is efficient in one job, lhc other is efficient for 
the other; hence comparison is difficult behvee,1 the two. To solve the problem 
persons arc evaluated in pairs. This is known as paired comparison method. This 
is evaluation of a person witb pair or other persons of the group. 

This method js simple but it is defective. Firstly, to compare one person is difficult 
with the other as every pt.-rson has 1:us own personal qualities. Secondly, one 
groupG persons are compared but they are not compared with other groups if !his 
is possible anyhow, Lb.en efficiency and inefficiency is known but no measure of 
efficiency is possible. Thirdly, there is no ba~is for serial assessment, bence there 
is partiality. Hence, this method is not used much. 

(ii) Man-to-man ComparisoJZ: In this method for merit rating more variables are 
ascertained like leadership. qualifications and faithfulness. After this, for each 



variable, a master scale is pr~ared ii) which for execution of each job, 5 slra1a are 
maintained according to qualities. For that work most efficient and least efficient 
persons are sc:lectcd. These two persons arc the two ends of lbc set1le. After that as 
11 medium point, an average person is selected. Later on lhe two points a.re marked 
below and over lhc average. In this way, five points are ascertained Comparing 
these points. other personG qualities arc knowo. 

lo performance appraisal, though this method is used 10 know the qualified person 
by the comparis011 of vru'iables but the preparatioo of master scale is a difficult 
problem. 

(iii) Graphic RaJing Metlwtl: Tn tJ1is method, n form is used wh.i.ch aa index of the 
qualities for performance of work is given. A scale is given in front of each merit 
o.o wfoch this evaluation is noted that this merit is found in Lbe employee to wbat 
quantity and how much of it he uses in working. On this basis, a progress report is 
made ready. Titis metbud is like that of used in Montessori i;)asscs, used for tbeir 
progress evalual'ion. This is more used in Eastern countries. 

(iv) Checklist Method: This is also known as Questionnaire Method. rn tbis method, 
for t.be accomplishment of job, aa index is prepared of the nect:Ssary merits. 
Evaluator reads U1al list io a person and thooe merits which are found in him are 
(+) marked while those wbicli are 11ol in him art: maikcd with (~ sign. Or al times 
<)t:Sc'.or ~oOs used 10 eotri~. Tf h1,; is doubtful about a mcril, lie marks with(?). 

This mc:thod has the possibility of paniality as evaluator does the worlc himself. 
Secondly, each depart1ncu1 or work oeeds separate fonns as na1ure of job or work, 
character and responsibilities have vast diffc(ences. 

(v) Force Choice Descdp1io11 Method: In thi!'> method, employees are divided into 
groups on the basis of cc11ain tests. Then, evaluator selects two phrases from the 
phrases of merits which contains one more descriptive and other less descriptive. 

Trus is a simple method aJ.Jd is an improvement over the gradjng procedure. There 
is no partiality, but lhis method is ool able to cast directions on the futurt~ 
developmeot of the worker. Al ti1nes, evaluator bas lo take such decisions which 
he does not prcfec. 

(vi) Selection of Critical Incident M ethod: In tilis method, such sp1.,-cific events are 
selected which are rel.atcd to h.is job like overcoming wi1.h anger at the working 
time, disincli1lation to co-op1.,-ra1e, suggestion for improvement in work procedure, 
prohibition of fu1ure training. Aikr Lhat. tbesc could be weighted in the order of 
importance and graded. Job superintendent edits th~se events while executing the 
job and sends t.o personnel department on lhc basis of which t]1e personnel 
deparlrnent evaluates them. 

(vii) Field R evi.ew M ethod: Under Lhis method, evaluator asks lhc superv:isor questions 
about the workers working under him and gets his opinion and records it. These 
are signed by the supervisor and keep it for future reference as a context. 

Advantages of Merit /laJing 

Merit rating method is the important instrument of persoanel management. Its 
advantages are as follows: 

(i) The scientific basis is available by the merit rating for all penions. On the basis of 
this information, their abilities are comparatively known. 

(ii) Because of the mcril ra1iug, personnel .know their abilities; they try to improve in 
it. If I.bey have some defects, lhey improve and thereby earn more. 
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{fo) By performance cvalualioo personnel are developed. Development policies like 
coostruction of promotion Hnes, transfer, tra:irung and their development are 
most important iustrumenl by which tl1ese programmes are prepared logical and 
tl1oughtful. 

(iv) Generally, e.very worker is eager to know the maoagement<s opinion about his 
work and ability. A properly planned mc'Iit programme gives chances to a person 
lo know about him and motivates them for development. This increases tbeir 
mental streogtb and gels self-sat.isfaclion. 

(v) The main advantage of tl1c merit rating goes to management. They kn.ow the 
abilities of the p ersons and on that basis, the management sets right the 
programme for tl1eir promotion, transfer, forced leave and discharge. ltG service 
in determining a sound and suitable wage strnclure. Appraisals can be used to 
evaluate tbe training programmes also. 

(vi) By right merit rating, tbc supervisor knows the efficiency of the personnel 
working under him and he knows his weaknesses and how to avoid them, be 
suggests the management on one hand and the tries to improve the weaknesses of 
the workers on the other band. 

(vii) Merit rating is helpful in the placement of the personnel. This means that the 
personnel should be placed on the right job. Besides, the workers kept on 
probation can be decided at to his abilities so lhal he may be kept at proper place 
after probation or be discharged or by increasing the probation period, necessary 
improvements be done in him. 

Disadvantages of Merit Rating 

The following are the disadvantages of merit rnti.ug: 

(i) Judgement of raters may be influenced by past rating records, 

(ii) Incentive method in1roduced oo the basis of merit rating may not be always 
strong enough to atlrad better performance from workers, and 

(iii) Since human opinion is involwd in rating, it may be arbitrary and consequently 
lead to labour unrest. 

3.6 IDLE TIME AND OVERTTh1E 
This section will help you understand the cum:epts of idle time and overtime. 

3.6.l Idle Time 

Usually, there is bound to be some difference between the lime booked to different 
jobs or work o(ders aod gate time. The difference of this is known as idle time. Idle 
time is tliat time for which the employer pays, but from which he obtains no 
produchon. Idle time is of two types: 

(a) Normal idle time 

(b) Abnormal idle time 

Normal Idle Time 

This represents lhe was tage of time that cannot be avoided and, therefore, the 
employer must bear the laboUJ cost of th.is time. f ollowing are some examples of 
normal idle time: 

J. The time taken in going from the factory gate to the department in which the 
worker has to work. and then agafo the time coming from the department to the 
factory gate a t the end of the day. 

http:rali.l.lg


2. The time Laken in packing up tbe work for the day. 

3. The time whjch elapses bet ween 1hc completion of the joo and the commencement 
of I.he next job. 

4. The time taken for personal ueeds and lea breaks. 

5. The l'imc losl when production is interrupted for machine maintenance. 

Treatment of Normal Idle Time 

/\s it is unavoidahlc cost and as such should be jncluded in cost of production. Tbe 
cost of nom1al idle Lime can be treated as an item of factory expenses and recovered as 
an indirect charge or added lo labour cost. 

Ab11ormnl Idle Time 

It is tbat time waf:itage which can be avoided if proper precautions are taken. Examples 
of abnormal idle time can be cited as below: 

l . The time wasted due to breakdown of machinery on account of the inefficiency of 
lhe work cnginct-rs. 

2. Time wasted on account of the failure of the power supply. 

3. Tbc lime wasted due to strike or lockouts in the factory. 

Treatment of Abnormal Idle Time 

ll is a principle of costing that al\ abnormal expenses and losses should not be 
included in costs aod as such wage<. paid for abnonnal idle time should not fonn pan 
of the cost of production. Hence il is debited to Costing Profit and Loss Account. 

3.6.2 Overtime 

lt is the work done beyond the normal working period in a day or week. F'or overlime 
done, the workers are given double the wages for the overtime done. TJ1e additional 
amount paid on account of overtime is known as overtime premium. 

Overtime incn.:as(.,'f- lbc cost of production and should not be encouraged as i.t has Ille 
following disadvantages: 

l . Overtime is paid at higher rate. 

2. Overtime i.s done at late hours when workers have become tired and efficiency 
will not be the same as during IJ1e normal working hours. 

3. Workers wiU develop the habit of working slowly during normal hours and 
complete tile work using overtime to earn more wages. 

4. Expenses like lighting, cost of supervision, and wear and tear of machines may 
iocrease disr roportionately. 

Overtime should be recorded separately and thoroughly investigated 10 see lbat it is 
mcurred only when genuinely required. Overtime is normally pemulled on by the 
supt:rVisors or departmental beads. There is a form called Ocquest for overlimeO 
wherein the details o( job and reason for extra hours beyond nounal working hours are 
mentioned. If though fit, such working may be permitted. 

Tile reasons for overtime may be: 

• !lloess of some workers may force others lo work ex.I.Ta hours and complete the 
work 

• Jt may be at tJ1c reques1 of customers to complete an order in quick time 
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• TI1cre could be receipt of more orders than planned and it may not be p ossible to 
immediately employ additfonal workers 

• Receipt of rush orders 

Treatment of Overtime Cost 

If overtime is worked on specjfic jobs at the request of the customer, l11r:: cost is 
booked as a direct labour cost 011 that job. 

In oilier cases, norm,d payment for overtime hours may be taken as cost of production 
and the premium portion is treated as overheads. The idea of doing so is tbat the prime 
cost comparison should not get vitiated due lo inclusion of premium io the cost. Some 
concerns allocate the overtime premium on all jobs done during the period. 

If overtime is worked lo re.coup the lost hours due to fire, floods etc. , the premium 
portion is charged to P&L account. 

Check Your Progrcs. 

rill in the blanks: 

I. _____ are genera1ly granted on a basis of scalc for worki.;rs and 
promotions to better higher positions. 

2. ____ __ is concerned with recording of worker's time. 

3. Under ____ method a card is made used of for rei.;ording the time 
spenl by workers on various jobs instead of sheets of paper. 

4. The ____ study aims at .finding out the most scientific and simple 
way of performi11g an operation or doing a job. 

5. ___ _ involves determining the relative importance of the duties, 
responsibilities and physical and emotional skills for a given job. 

6. The difforeocc between the time booked lo different jobs or work orders 
and gate lime is known a" _____ ti.me. 

3.7 LET US SUM UP 

• Labour is an important element of cost of production. It plays an important role in 
production even in the modern machine age where there i!; extensive use of 
machines. Labour cost may be divided as direct labour cost, and indirect Jabour 
cost. It is a common thing that the workers :frequently change their jobs either for 
be1ter enviroumem or they arc forced to leave a concern due to other reasons. In 
any case, the industry or organisation loses trained and experienced hands and has 
to recruit and train new persons. This all increases ilie labour costs. Labour cost 
also fonns a significant part of cost of production. Therefore, it is essential that 
there should be proper and effective control over labour cost. Labow cost contro1 
will, in effect, lead lo minimization of cost of labour per unit. 

• Control over labour cosl will include control over the Recruitment, lncrements 
and Promotions, Fonnulalion of Wage Policy, Incentive Schemes and Method of 
Wage Paymen1, and Allocation of Labour Costs. The two methods of 
Timekeeping arc manual rnetbods (Attendance Register Method, and Disc 
Method) and mechanical methods (Dial Time Recorders or Time Recording 
C locks, and Card T ime Recorders). In addition to recording of employees◊ 
attendance in and oul of the organisation or factory o r department, it is also 



necessary to record the lime spent on each work ord<:.'T, job or operation as well as 
the particulars of work done which is known as time-booking. 

• Tht: motion study aims at finding out the most scientific and simple way of 
perfonrung an operation or doing a job. Thus, the technique should take into 
consideration not only the human element in the job but also materials, plant and 
machinery, tools and equipment elc., to be used. The concept of time study was 
introduced by f .W. Taylor. It refers to the analysis and dcterm:ination of the time 
necessary to perform a given task. It replaces the old practice o f using past 
performance as a method of establishing the lime followed for tlle performance of 
a task 

• A comprehensive job analysis programme can be used as a foundation and as an 
essential ingredient for all the functions and areas of personnel management and 
industrial relations. Medt rating r efers 10 a systematic analysis of merits of 
employees according to certain characteristics to ascertain the worth of each 
employee or a suitable class of them relative 10 all others. 

• Usually, there is bound to be some difference between the time booked I<) 

different jobs or work orders and gate time. The difference of this is known as idle 
time. Idle time is that tjmc for which the employer pays, but from wh.icl1 he 
obtains no production. Ove11ime is the work done beyond tbc normal working 
hours in a day or week. For overtime done, lhe workers arc given double of their 
wages. The additional amount paid on account of overtime is known as overtime 
premium. 

3.8 LESSON END ACTIVITY 

One of tht: corru.noo reasons advanced for non-conducting job analysis is the 
substantial cost that can be associated with sucl1 au undertaking. Present a more 
balanccd perspective by identifying both. the vmious benefits of conducting job 
analys~ and the incremental costs that may occur if the proce:;ss is not instigated. 
Discuss. 

3.9 KEYWORDS 
Labour Turnover: It may be define as the engagement and losst:s in tbe labour force 
as related to the total numbers employed at the begiOJling of the period. 

Timekeeping: It ~ concerned wit.h recording of workcrsOtime. The recording of time 
put in by workers is r equired not only for attendance and wage calculation purpose but 
also for the purpose of cost calculation. 

Time B ooking: It means to record the time spent oo each work order, job or operation 
as well as the particulars of work done. 

Motion Study: It is a systematic procedure for the analysis of work or job wi01 a view 
to reducing or eliminating unnecessary work, arranging the remaining work in the best 
order possible and standardizing the usage of proper work methods. 

Job Analysis: h is a systematic exploration, study and recording the -r:espon~ibilities, 
duties, skills, accountabilities, work environment and ability rcquircmt'11ts of a specific 
job. 

Idle time: Tdle time is I.hat time for which the employer pays, but from wb.ich he 
obtains no production. 

Normal I dle Time: Th.is represents the time wastage tbal cannol be avoided and 
therefore, tbe employer must bear the labour cost of trus time. 
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Abnormal Idle Time: 1t is that time wastage which can be avoided if proper 
precaulions are taken. 

Differential Piece Rate: Under lhis scheme earnings vary at different stages in the 
range of output, sometimes proportionally more, sometimes less, or sometimes in 
proportion to output, designed to reward efficient workers with the further object of 
encouraging less efficient workers or a trainee to improve. 

3.10 QUESTIONS FOR DISCUSSION 

I. What do you understand by labour tnmover? Discuss the causes of labour 
tumovec 

2. CControl over labour cost will include contrnl over the recruitment, iuccements 
and promotions6 Discuss. 

3. Explain the different methods of timekeeping. 

4. Whal do you understand by time booking? Which documents are generally 
requin:d for time booking? 

5. Discuss 1hc methods of work study. Also discuss their advantages. 

6. Explain the uses of job analysis. 

7. Explain meril rating system and the different methods of merit ratings. 

8. Discuss the treatment of idle time and overtime in the books of accounts. 

9. Cost of labour turnover is treated as an overhead expense and should not be 
charged direct to any work order. Why? 

10. Do you 1hi11k that there is a direct Je]ationship of the labour lo a particular 
production unit or process? 

I I . Idle time is that time for which tbe employer pays. but from which he oblains oo 
production. Discuss. 

12. During one week, workman B produced 200 units. He receives wage;c; for a 
guarauteed 4 hours week at the rate of ' 1.50 per hour. Tht: estimated time to 
produce one article js I /4 hours and under incentive scheme tht: time allowed i~ 
increased by 20 percent. Calcula!e the gross wages under each of the following 
methods of remuneration: 

(a) Time rate 

(b) Piece work with a guaranteed weekly wage 

13. An employee working under a bonus scheme:: saves 4 hours in a job for which the 
standard time is 32 hours. Calculate the rate per hour worked aud wag~ payabli; 
for time taken under the following alternative scheme (award rate is - I per hour) . 

(a) E mployee receives an increase in the hourly rate based on percentage that the 
time saved bears to the lime set. 

(b) A bonus of 10 percent on award rate is payabk when standard cime (namely, 
100% efficiency) is achieved plus a furd1er bonus of 1'% on award rate for 
each I% in excess of I 00 percent efficiency. 

14. Critically evaluate the rate system and bonus system of wages payment. 

15. Under time rate method payment is made at a rate on attendance by hour, day, 
week or a month regardless of output. What are the key significance and 
drawbacks oftime rate mctlmd'! 



16. Do you think idle time can be reduced by implementing some effective stratewes? 
Discuss. 

17. Whal factors would you lake into consideration in introducing an incentive 
schem~? 

18. Discuss tl1e advantages and disadvantages of the piece rate method o f payment of 
wages. Do you co11sidl,T that workers remunerated by (efcreoce to this method 
should be required to maintain lime n:cords? 

Check Your Progress; Model Answer 

J . Increments 

2. Timekeepi og 

3. Job card 

4. Mo1ion 

5. Job analysis 

6. Idle 
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4.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Understand the concept and types of time rate met.hod of wage payment 

• Discuss the concept and types of piece rate method 0f wage payment 

• Explain the concept of diff crent incentive scherne~ 

4.1 INTRODUCTION 

Remuneration to workers is the most complex problem in a democratic coumry like 
lndia bt:cause there is no effective single method of wage payment which is acceptable 
both to tbe employers and the workers. Wages as o means of providi.ng iocome for the 
workers become the only !;Ource of iucome which determines their economic survival 
in tl:J.e society, so lhey try to force the employers lo follow a mt:lho<l o( wage or 
rcmuneratjon payment. 

Remuneration for labour is wages as remuneration for c.1pital is interest, for land is 
nml and for orgauisation is profit. Both direct and indirect labour employed io a 
factory or industry will have to be paid remuneration for the services rendered by 
them The amount of wages or remuneration payable to each of the employees 
depends on a number of factors. The terms of employment generally specify the rate 
or pay scale and other allowances payable to workers. Jn the modern induslr:ial 
organisation of mass production., a workerG wages are eased upon incentive, job 
evaluation, negotiated labour contracts, wages plans aud profit-sharing, etc. 



4.2 METHODS OF REMUNERATION 

T here are three basic methods of wage payment or remuneration, i.e. time rate 
method, piece rate method and incentive plans or schemes. The different methods of 
remuneration or wage payment can be classified into: 

I. Time Rate Method 

2. · Piece Rate Method 

3. lncentive Plans/Schemes 

j- X; 

Ti~ Rf te M~t~i ~ 
i 

• Flat Time Rate 
Method 

• High Day Rate 
Method 

• Graduated Time 
Rate Method 

• Straigh1 Piece Rate 
Method 

• Taylor Differential 
Piece Rate Method 

• Piece Graduated 
Time Rates 

• Merrick Multiple 
Piece Rate Method 

Figure 4.1: Methods of Remuneration 

4.2.1 Time Rate Method 

'ii 'fJ:iceiirive; , ,.. 

Plan~chemes- : 

• Combination of 
Time and Piece 
Rates 

• Premium Bonus 
Schemes 

• Group Bonus 
Schemes 

• Other Incentive 
Plans 

Under time rate method of wage payment, the worker is paid at an hourly, daily, 
weekly and monthly rate. The genera l features of all the tim,e rate method is that the 
workers do not get anything beyon<l the ir time wages. There are three types of this 
method, they are as follows: 

(i) Flat Time Rate Method: Il is the oldest method of wage payment. Under this 
method, workers or employees are paid at a flal rate on the bas is of time Ibey are 
employed. The ilat rate method may be on hour, day, week and month basis. This 
method of wage payment is most suitable for the skilled and unskilled workers. 
When payment is made on the basis of hours worke<l by the employees, wages are 
to be calculated from ilic following formula: 

Wages "" Hours worked x Rate per hour 

(ii) High Rate Method: This method is similar to the previous method except that I.be 
day rates arc made high enough, so that in return a much higher standard of 
performance from the workers is ensured. According to Henry Ford, the time rates 
at high wage levels are equally effective like other jnccntive plans . 

(iii) Graduated Time Rate Method: Under this method, the wages are paid at time 
rates which vary with changes in local cost of living index. In. India, the basic 
wage rates normally remain fixed and it is the dearness allowance, other 
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allowances, etc. that varies with the cost of living. Sometimes, wage rates are 
adjusted with changes in the selling price of the:: product. 

Advantages of Time Rate Method 

The following are the main advantages of this method: 

• Simplicity: It is the simplest me thod. Wages can be easily calculated by workers 
as well as by the management. A$ the system is very simple to understand, the 
workers are also satisfi~d with it. 

• Best Work: As there is no hurry to the worker for completing the work, he handles 
work with his all ability and cares I.lie job. Hence, this method is useful for artistic 
and fine jobs. 

• Safety of Wages: The timely prescription of wages is very safe. Sickness, accide nt 
or less work has no effect on the wages. 

• Eco11omy ill Costs: As labourer and producer arc in no hurry for the wor.k, it is 
done properly and accurately witb care so lhcn; is no need of control; hence there 
is economy in administration costs as less s upervision is required. 

• Easy Counting: Worker::. can calculate their wages easily. Working for a cert.a.in. 
period gives lhem knowledge us lo wl1at they have camed as wages. 

• Feeling of Uni{v: Workers engaged in (he same kind of work witl1 equa l wages 
liave the feeling of unity auc.l it mak<::s the union strong. 

• Appropriate U.-.e of Factors of Pro,lw:tion: As there is no rush of work and 
machines, instruments and materials are prop~rly handled and wastes are avoided. 

• Possibility of Exhibiting Efficiency: Worker performs tl1e job with care and ably 
hence he has enough chances to show his job efficiency. 

Disadvantages of Time R aJe Method 

This mc1hod has following disadvantages also: 

• Need of More Inspectlo11: Times wages make the labour costly. They do not care 
for time an<l consume time useless ly. Hence lo make 1l disciplined, they need 
more control and inspection. 

• Fatal to Efficiency: Efforts and rewards are not correlated in this system. This 
works as a disincentive to e fficient and skilled workers. 1l1ey feel frustrated. It 
leaves a bad moral in lluence on them in the long run. 

• Dissatisfaction among Workers: Inefficii;:nt and efficient p ersons get equal 
wages; hence efficient workers lose their enthusiasm for work. They are 
dissatisfied because oflow wages and he may start to search greener pasture. 

• Employer's Complaint: Employer is uns<1Lisfi.ed with the work of workers even if 
they do much work. He expects always more work and output from them. 

• Higher Cost of Producti011: As there is no check on the quantity of production by 
workers, more supervision is required. Thus, the additional cost of supervision 
increases the labour cost per unit. 

• Slow Production: Worker has no hurry to complete the work hence, there is slow 
work and production slackens. 

4.2.2 Piece Rate Method 

The sernnd important method of wage payment is piece rate method. Under this 
method, the wages arc paid on the basis of output of workers without considering the 



time takc.,-n in performing tl,e work. Thus, the workers arc pa.id on the basis of quantity 
of work.. 

Th.is quantity of work is exprt:!,scd in terms of units e.g. per meter, per tonne, per 
piece, etc. lo this method, the wages arc lo be calculated from the following formula: 

Wage=: No. of units produced x Rate per unit 

Types of Piece Rate Method 

The following are the main types of piece rate method: 

(i) Straight Piece Rate Meihod: Undt..1" this system. payment is made on the basis of 
a fixed amount per unit or number of units produced without regard to lime taken. 
The wages are to be calculated from the following formula: 

W agl'S = Nu1nber of units x Rate per unit 

The piec-: rate is usually fixed with the he lp of work study. Standard time for each 
job is ascertained first. Piece rate is then ascertained with reference to hourly or 
daily ra k of pay. 

(ii) Taylor '.,· Differential Piece Rme Method: In the TaylorG differential method, 
piece rates were determined by lime and motion study. Day wagt:S were not 
b'Uarantced. There were two rates: very low piece rate and high pjece rate. Thus, 
the system was designed to: 

(a) Reward the efficfont workt.n by setting a high piece rate for high level 
production. 

(b) Discourage below-average workers by providing no guaranteed wage$ and 
selling low piece rate for low level production. 

Example. Calculate the earnings of workers A and B under Straight Pjecc-rate 
System and TaylorO Differential Piece-rate System from the following 
particulars. 

Normal rate per hour= · 1.80 

Standard time per unit = 20 seconds 

Differentials to he applied: 

80 % of piece rate below standard 

120 % of piece rate at or above standard 

Worker A produces 1,300 units per day aod worker B produces 1,500 units per 
day. 

Solution: 

Standard production per 20 seconds '-= 1 unit 

S tandard production per minute = 60/20 = 3 unilS 

Standard production per hour = 3 x 60 = 180 units 

Standard production per day of 8 hrs {assumed) = 180 x 8 = I 440 unil'> 

Normal rate per hour = - 1.80 

Normal piece rate = - J .80/ 180 units = 1 paisa 

Low piece rate belo w standard production ( lp x 80) /100 = 0.8 paise 

High piece rate at or above standard (Ip x 12) / l 00 = 1.2 paise 
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Eaming of Worker A 

Under straight riccc rate system 

l300 units fa) ] P = l300 x 
1 = · 13 

lb · 100 

Un<lcT TaylorG Differential Piece.rate System 

1300 units fa). 0.8 P = l300 x O.S = · 10.40 
~✓ JOO 

Low piece rale has been appHed because worker A(s daily production of 1300 
units is less than the standard daily production of L,440 u nits. 

Earnings of Worker B 

Under Straight Piece-rate System 

I 500 units@ I P = t 500 x O. 1 = • 15 
' 100 

Under TaylorG Oiffcrentia1 Piece-rate System 

1500 . r " J?P=1500xl.2= · lg uruls if13 ·-
100 

High piece-rate has been applied because worker BG daily production of 1500 
units is more than ll1e standard daily production of 1440 units. 

(iii)Piece Graduated Time Rate: Under this melhod, workers are paid minimum 
wages on the basis of time rates. A piece rate method with graduated time rate 
may include any one of the folloviing: 

(a) Guaranteed wages according to time rate plus a piece rate payment for units 
above a required minimum. 

(b) Piece rate witl1 a fixed dearness allowance or cosl ofliviog bonus. 

(c) If earning on the basis of piece rate is less than the guaranteed minimum 
wages, the workers will be paid on the basis of time rate. 

(iv) Merrick's Multiple Piece Rate Method: Merrick afterwards modified the TaylorG 
differential piece rate m.ctbod. Under t.his method, the punitive lower rate is not 
imposed for performance below slanda:rd. On tbe other hand, performance above a 
cerlain level is rewarded by more llian one higher differential rate. Thus, this 
method rewards ihc efficient workers and encourages the lcess efficient workers to 
U1crcase their o utput by not penalizing them for performance. This method also 
does not guarantee day wages. 

F..xample. Calculate the earoings of workers A, B and C under straight piece rate 
system and MerrickG multiple piece rate sys tem from tJ1e following particulars: 

Normal rate per hour · 1.8 

Standard time per unit I minute 

Output per day is as follows: 

Worker A : 384 unils 

Worker B : 450 unils 

Worker C: 552 units 

Working hours per day arc 8 
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Solution: 

Standard output per minute = l uoh 

Standard production per hour =< 60 units 

Standard production per day of 8 hours= 480 units (8 x 60) 

Normal rate per hour= ' 1.80 

Nonna! output per hour = 60 units 

N I 
. 1.80 . 

onna piece rate = -- = 3 pa1se 
60 

Calcu/mion of level of performance: 

Standard output per day = 480 units 

Worker AG output per day = 384 units 

384 
W orker AG level of performance= - x \ 00 = 80% 

480 

Worker BG output per day = 450 units 

• 450 
Worker BG level of p1:,Tfonnaoce = -x 100 = 93.75% 

480 

Worker CG output per day = 552 units 

552 
Worker CG level of perfonnancc = - x I 00 = I l 5% 

480 

Earnings of Worker A 

Under !>1raight piece rate system: 

For 384 units @ 3 paise per unit = 384 x 0.03 = · 11.52 

Under Merrick<] multiple piece rate system: 

For 384 units @ 3 paise per unit= 384 x 0.03 = · 11 .52 

Earnings of Worker B 

Under straigh.t piece rate system: 

For 450uruts@ 3 paise per unit =- 450 x 0.03 = - 13.50 

Under MerrickG multiple piece rate system: 

For 450 units@ 3.3 paisc per ucrit = 450 x 0.033 = · 14.85 

Earnings of Worker C 

Under straight piece rate system: 

For 552 units @ 3 paise per unit = 552 x 0.03 = · 16.56 

Under McrrickG multiple piece rate system: 

For 552 units@ 3.6 paise per unit = 552 x 0.036 = · J 9.87 

Workt.7 CG level of performance is 115% which is more than [00% of standard 
output; so he is entitled to get 120% of normal piece rate (i.e. [20% of 3 paisc or 
3 .6 paisc per uni!) 
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Ad11antages of Piece Rate Method 

Tbe following are 01e main advantages of piece rate method: 

(i) The system works as an incentive to workers to product;: more. Under this method, 
the efficiency of workers has a tendency lo 1ncrease. Thus. it maximizes output 
and mininmes the cost of per unit. 

(ii) Under t his met11od, the reward is related to effort and this can be regarded as more 
equitable than the time rate method. 

(iii) Under this method, the Joss of breakage is minimized because the workers handle 
tbe machines, tools and implements with great care. They know that the breakage 
will reduce their output which means reduced wages. 

(iv) The workers always lry lo discover new method or technique for cf6cit:ol 
production resulting in more production and more wages for them. 

(v) As the cos! per uait can be known exactly 1he quo1ations can be made confidently 
and accurately. 

(vi) As compared to the time rate method, under this method, the supervision costs are 
not high, because lhc workers are to be paid on lhc basis of performance. 

Disadvantages of Piece Rate Method 

The following are the disadvantages of piece rate method: 

(i) If there is no good and ready market for production, lhe problem of over 
productfon may arise. 

(ii) Tl1e worker may be tempted to l1ave quantity even at the cost of his health. 

(iii) The workers always attempt to maximize their output and in doing so they use the 
machines and lool.s rcckJessly and tlius, the breakage cost may 1ncrease. 

(iv) Determination of the piece rate is a difficult tas.k and generally disputes take place 
between employer and employees due to it. 

(v) A:, more output means more wages, the workers are always iu a hurry to produce 
n,ore. Tbey are encouraged lo have quantity at the cost of quality; bad quality 
means wastage of material and other resources on the same products. 

('vi) The method will frustrate lhe less efficient workers. The efficiency may further 
decrease because of disconteul. 

4.2.3 Incentive Plans/Schemes 

The basic pw·posc of incentive plans to i.111roduce for workers to produce more to cam 
higher wages. The various incentive plans are available for wage payment to workers. 
The main incentive plans arc discussed as follows: 

(i) Combination of Time and Piece Rates 

(ii) Premium Bonus Schemes 

(iii)Group Bonus Schemes 

(iv) 0th~ Iucenti.vc Plans 



Combination of Time and Piece Rate~· 

Under this scheme, the following methods are impor1ant for wage payment: 

(a) Emerson's Ejftcieucy B onus Scheme: This scheme is designed to give 
encouragement to the slow works to perform better Ulan before. Under this 
system, time wage is guaranteed. The main features of plan are gjven below: 

(i) Day wages are guaranteed. 

(ii) A standard time is fixed for (:;ach production or ou1put. 

(iii) Below 66 2/3 per cent efficiency, the \vorkcr is paid his hourly rate and from 
66 2/3 per cent up to 100 per cent efiJciency, payments are made on the basis 
of step bonus rates. 

(iv) Above 100 per cent efficiency, ao additional bonus of 1 per cent of the hourly 
rate is paid for each I per ceut increase in effic iency. 

The formwa for calculating earnings under this scbc1m: is: 

Earnings = AT x R + (Percentage of Bonus x AT x R) 

E.xample: Standard time 8 hours, standard output 8 units. rate per hour · 3, units 
produced 5, 6, 7, 8 and 10. The table of premium is as under: 

F.fflcicncy (%) Bonus(%) 

67-70 5 

71-80 7 

!11-90 10 

91-99 15 

100 20 

Calculate total wage payment and cost of per 11ni1 under Emerson plan. 

Solution: 

Statement for Total Wage Payment and C ost of Per Unit 

llnit Time Rate Daily '\'ork 13onus Total Cust per 
output hours per 1,·ages capacity wages unit fl 

hours (') (% ) l'erccnta.(!e :\mount 0 
n 

5 X 3 24 62.5 - . 24.0 4.8 

() 8 3 24 75.0 7 1.68 25.68 4.28 

7 IS 3 24 87.5 10 2.40 2f'i.40 3.77 

8 8 J 24 100.0 20 4.80 28.80 J.60 

10 8 3 24 125.0 45 10.80 34.80 3.48 

(b) Gantt Task Bonus Scheme: This m et.bod combines lime rates, h.igh piece rates 
and bonus. The day wage under this me1hod is guaranteed. The maiu features of 
thi.s method a.re mentioned below: 

(i) Day wages are guaranteed. 

(ii) Standards are set and bonus is paid if a work is completed within the standard 
time. 

(iii)Pcrfor.maoce below standard is paid on the basis of time rate. 

(iv) Performance above standa(d is paid at high piece rate. The workers may also 
receive bonus if the workers/subordinates under him qua lify for it. 
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Th.e time and bonus rates are fixed for each work, and when a work is completed the 
worker goes on with the next. Thus, Ibis plan provides an incentive for efficient 
worker lo reach a high level of performance and also protects and encourages the less 
efficient workers by ensuring the payment of their minimum wages in case their 
performance is below the standard level. 

Premium Bonus Schemes 

The various schemes under premium bonus scheme combim: time wages witl1 piece 
rates. There are Lhree main schemes under this method: 

(a) Halsey Premium Scheme: This plan was introduced by F.A. Halsey in 1he year 
198 l. It is a simple combination of lime and piece rate method. The maiu features 
of this scheme are as follows: 

(i) S1audard time is fixed for each work or operation. 

(ii) Time rate is guaranteed and the worker receives the guaranteed wages. 

(iii) Tf the work js completed io less than standard time, a worker is paid a bonus 
of 50% of lhe time saved at time .rate in addition co his normal lime wages. 

TI1c formula for calculating bonus aod earnings is as follows: 

Boous = SO% of {Time saved x Time rate} 

earnings = Time rate x Time takeu + 50% of (Time saved x Time rate) 

Example: Calculate total earnings from Lhc following data: 

Normal hourly rate · 4 

Time allowed for a job 20 hours 

T ime taken 

Solution: 

Total earnings 

Example: 

t6 hours 

Time rate x Time taken+ 50% of (Time savc<l x Time rate) 

() 6 x · 4) + ½ (20 D 16) x - 4 

' 64 + 4 

- 68 

Rate per hour= ' 1.50 per hour 

Time allowed for job = 20 hours 

Time taken= J 5 hours 

Calculate the total earnings of the worker under the Halsey P lan. Also find out 
effective rate of earnings. 

Solution: 

Standard time (S) = 20 hours 

Time taken (T) = 15 hours 

Rate per hour (R) = · 1.50 per hour 

Total Earnings = T x R + 50% (S DT) x R 

= )5 x - I.SO+ 
50 

(20 DIS) x - 1.50 = . 26.25 
JOO 

Total wages for l5 hours=· 26.25 



. . Total Wages 
Tl11.:refore, cfft:cl1'-'C rate o f eammgpcr hour=-------'--

Actual Time Takeo 

= 26.25 = _ 1.75 
15 

(Tbc percentage of bonus is takeo as 50% when not given) 

(b) Halsey-Weir Scheme: Under this $Chcme, a worker will get a bonus of 30% of 
time saved as against 50% in the case of previous scheme. Jn other respects, both 
Halsey and Halsey-Weir Schemes are sumlar. 

Example: Continuing I.he previous problem, the earnings under this scl1eme will 
be: 

:: ( I 6 x · 4) + 30/l 00 (20016) x ' 2 

= · 64 + 2.40 

-= ' 66.40 

(c) Rowan. Premi111n Sc:lleme: Thi s scheme was introduced by D . Rowan in 1901. As 
before, the bonus is paid on the basis of time saved. This plan is also similar to 
Halsey plan except io calc11lation of bonus. Formulas for calculating wages are: 

{i) Total Wages = Time wages+ (Time wages x Boo.us ratio) 

(ii) Total Wages =' Time taken "- (Hourly rate + Hourly rale "< Bonus ratio) 

Time Saved = Time allowed 0Time La.ken 

Example: Calc11latc 1otal earnings from the following data: 

Time taktm 8 hours 

Time allowed l O l1ours 

Rate per hour · 2 

Solution: 

. . 10 -8 2 I 
Bonus ra110 1s = -- == - -= -

10 JO 5 

Total earnings by melbod (i) 

= 8 lu·s. x · 2 + · 16 x 1/5 

= 16 + 3.20 

= l9.20 

Total earnings from method (ii) 

= 8 hrs. x C 2 + 2 x 1/5) 

= 8 hrs. x 2.40 

=. l9.20 

11,e advantages of Rowan Premium Scheme are as follows: 

(i) 11 is suitable for learners and beginners. 

(ii) The workers share the benefit with tbe employer. 

(iii) This scheme provides a safeguard against loose fixation of slandard. 
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The disadvantages of Rowan Premium Scheme are as follows: 

(i) It is more complicatc<l lhan the Halsey premium schem e. 

( ii) l11c employer1, share the bonus earned by workers. 

(iii) Incentive is ool as attractive as it is witb his piece work rate. 

Example: A worker completes a job in a certain number of hours. The standard 
time a llowed for the job is IO hours, and the hourly rate of wages is - 1. The 
worker eams a 50% rate of bonus of · 2 under Halsey Plan. Ascertain his total 
wages under the Rowan Prcm.i\lm Plan. 

Solution: 

The worker earns - 2 as bonus at 50%; so total bonus at 100% should be - 4. The 
hourly rate of wage.'> being · 1, the time saved should be 4 hours. 

Standard time allnwed IO hou.rs 

Less: T ime Saved 

Time Taken 

4 hours 

6 hours 

Earni11gs under the Ro wan Premium Pla11 

(S - T) 
Earnings '"" T x R +---'- x T x R s 
Where, T = 6 hours 

S = JO hour~ 

R = · l p<::r hour 

Eantings = 6 >< I + ( I 0 - 6) x 6 x l = ' 8.40 
10 

Group Bonus Schemes 

In all tbe premium schemes d1scusscd so far, the bonu~ payable to as individual was 
ascertained. B ut bonus scheme for a group of workers working together may also be 
introduced where: 

(a) lt is necessary lo have a l<:!am work. 

(b) lt is difficult to measure the output of individual workers because the output 
depends upon t11e combined effort of a team of workers. 

(c) It is requ.iied to reward not only the direct workers but also the indirect workers. 

Types of Group Bonu~ Schemes 

Some of the group bonus schemes arc described below: 

(a) Prlestman's Production Bonus: Under this plan, a standard is fixed in terms of 
units. If actual output, measured similarly, exceeds standard, the workers will 
receive a bonus iu proportion to tht: increase. Therefore, this method can operate 
in an indus try where there is mass production of a standard product with little. 

(b) Towne Gain Sharing Plan: According to this plan, 50% of savings in cost is paid 
to individual workers in addition to their basic wages. ln this plan, the bonus is 
calculated on the basi:,i o f reduction in labour cos t. The supervisory staff may also 
receive a share of the bonus. 



(c) Scanlon Plan: Under this plan, a constant proportion (ratio of wages tu sales 
value) of the added value of output is paid to lhe workers who are responsible for 
the addition of the value. The added vaJue is the change in market value. 

Advantages of Group Bonus Schemes 

The advantages of group bonus schcm~ are as follows: 

(i} h creates a team spirit for high output ot high production. 

(ii) It guarantees ome wage; to the members of a group. 

(iii) Hannonlou i> working ill a group leads to increased output and lower cost of 
production. 

(iv) lt ctiminal~ excessive w astage of time. 

Disadvamages of Group Bonus Schemes 

The disadva11tages of brroup bonus schem es are as follows: 

(i) The t:ffort of more efficient workers are not properly rewarded. 

{ii) The produdion of a group should be independent of any otber group. 

(i ii) It is di.fficuh 10 fix tl1e amount of incentive and its principle o f distribution among 
the workers. 

Otfter l 11cemive Plans 

Other incen tive phms may be divided into Lwo incentive plans. 

(a) Indirect Monetary Plans: These plans are further divided into: 

(i) Profit-sharing Plan: Under lhis plan, the employees are entitled, by virt\le of 
an agreement, to a share of profits at an agn:cd percentage in addition to their 
wages. This type of plan rcooguizes tbe principle that every worker 
contributes sometJ1ing towards profits and hence he should be paid a 
pe::rccn1age !hereof. 

(ii) Co-partnership Plan: Uoder this plan, employees are allowed to bavt: a sbare 
in the capital of lhe industry or orga.rusation and thereby to have a share of the 
pro.til, wheo co-partnership operates in conjunction wjtb tbe profit sbarhig. 
The employees are allowed to leave their bonus with the industry or 
orga nisation as shares or as a loan carrying minimum interest 

(b) No11.-mo11etary Plans: Tltese p lans are provided by the undertaking to make the 
conditions of employment more attractive, and to promote better health Md 
atmosphere in tlte workers. Non-monetary plans may be entirely free by the 
industry or organisation. They are wide in number and may :include: 

(i) Canteen-free or subsiducd basis 

(ii) Eotcrtaia.meol facilitia-

(iii) Health and safety facilities 

(iv) Club facilities 

(v) Housing facilities 

(vi) Educational and.lraining facilities 

(vii) Pension, Provident fuod schemes facilities 
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Check Your Progress 

Fill iu the blanks: 

l. Under _____ Rate, workers are paid minimum wages on the basis of 
time rates. 

2. The b<l$tC purpose of _____ to introduce for workers is to produce 
more to earn higher wages. 

3. _____ Bonus Scheme is designed to give encouragement to the slow 
works to perform better than before. 

4. _____ plans a.re provided by the undertaking to make the 
conditions of employment more attractive, and to promote better health 
and atmosphere in the workers. 

5. ____ Scheme combines time rat~, l1igb piece rates and bonus. 

6. U nder Halsey premium scheme Time rate is guaranteed and the worker 
receives wages. - - --

4.3 LET US SUM UP 

• . Remuncralion lo workers is the rnosl complex problem in a democratic country 
like [odia because there is no effective single method of wage payment which is 
acceptable both to Lile employers and lhe workers. Wages as a means of providing 
iucorne for tl1e workers become the only source of income which determines their 
economic survival in the society, so they try to force the employers to follow a 
method of wage or remum:ration payment. 

• Ther e are three basic methods of wage payment or remuneration, i.e. time rate 
method, p iece rate method and incentive plaru; or schemes. The different methods 
of remuneration or wage payment can be classified into Time Rate Method, Piece 
Rate Method and lncent.ive Plans/Schemes . 

• Under time ra1c method of wage payment, the worker is paid at an hourly, daily, 
weekly and monthly rate. The general features of all the time rate method is that 
the workers do not get anything beyond their lime wages. The second important 
method of wage payment is piece rate method. Under th.is method, the wages are 
paid ou tl1e basis of output of workers without considering the time taken io 
performfag the work. Thus, the workers are paid on the basis of quantity of work. 
The basic purpose of incentive plans to motivate the workers lo produce mor e to 
earn higher wages. The main incentive plans arc Combination of Time and Piece 
Rates, Premium Bonus Schemes Group Bonus Scht:mes and Other lneentivt: 
Plans. 

• Bonus scl1cme for a group of workers working together may also be introduced 
where it is necessary to have a team work, it is difficult to measure the output of 
individual workers because the output depends upon the combined effort of a team 
of workers. and it is required to reward not only the direct workers bul also the 
indirect workers. 

4.4 LESSON END ACTIVITY 

Discuss the adva:ntages and disadvantages of the piece rate method of payment of 
wages. Do you think that workers remunerated by reference to this method s hould be 
required to maintain time records? 



4.5 KEYWORDS 

Flat Time Rate Method: Under ll1is method, workers or employees are paid at a flat 
rate on lbc basis of time they are employed. 

Graduated Time Rate Method: Under this method, tbe wages are paid to the workers 
at time rates which vary with changes in local cost ofliving index. 

Straight Piece Rate Method: Under this system, payment is made on the basis of a 
fixed amount per unit or number ofuoits produced without regard to time taken. 

Merrick Multiple Piece Rnte Method: Under 11.lis method, the punitive lower rate is 
not imposed for performance below standard. On tl1e other hand, performance above a 
certain level is rewarded by more tha.11 one higher differential rate. 

Priestman's Prod11ction Bonus: Under this plan, a standard is fixed in terms of unit~. 
Jf aclua! output, measured similarly, exceed,; standard, I.he workers will receive a 
bonus in proport\on to the increase. 

4.6 QUESTIONS FOR DISCUSSION 

1. Describe the metl1ods of remunerating Jabour. 

2. Define time rates and its advantages and <ljsadvantages. 

3. What are the objectives of a group bonus scheme? Enum(..-ratc the circumstances 
where group bonus schemes may be successfully operated. 

4. Standard time is 24 hours. The hourly rate of guaranteed wage is · 3. Because of 
time saved, a worker namely Mr. Rajesh gets an effective hourly wage rate of 
· 3.75 under Rowan Premium Plan. For the same saving in time. calculate the 
effective hourly rate of wages for Mr. Rajesh under Halsey System. 

5. During one week, the work.man A manufactured 200 units. He received wages for 
a guaranteed 45 hours week at the ra te of· 15 per hour. The time allowed to 
produce one unit is 15 minutes wbicb is increased by 20% in case of piece rate 
system. Calculate bis gross wages uoder t.-acb of the following methods of 
remunerating labour: 

(a) Time Rate 

(b) Piece Rate 

(c) Halsey Prermum Plan 

(d) Rowan Premium Plan 

6. Briefly distinguish among straight piece rates, piece rates with b>1.1aranteed day 
rates and differential piece rates. 

7. Write a short note on McrrickCs differential piece rate system 

Check Your Progress: Model Answer 

1. Piece Graduated Time 

2. Incentive plans 

3. Emerson Efficiency 

4. Non-monetary 

5. Gantt Task Bonus 

6. ( hiaranteed 
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5.0 AIMS AND OBJECTIVES 

After studying this le.-;son, you should be able to: 

• Vode.rstand the concept of uni! costing and cost sheet 

• J)iscuss direc1 cost classjfi.calion and indirect cost classificatioo 
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• Explain how to prepare o f cost sheet 

• Describe the conccp1 of tender price and manufacturing account 

5.1 INTRODUCTION 

The metbod which i:. used to ascertain the cost of a product or StTVices is called 
costing. The methods to be used for the ascertainment of cost differ from industry to 
industry. The unit of output costing is suitable for the industry, w here goods are 
manufactured in units and an.: identical in nature. Ac,, its name implies, uni( or output 
costing is a method of costing under w hich cost of a singk product, which is 
produced, by a continuous manufacturing process, is ascertained or determined. It also 
determines the amount of each ckment constituting such cost. 

5.2 UNIT COSTING OR OUTPUT COSTING 

Under costing, tlic role of unit costing is a significant tool for the induslries not only to 
identify the volume of cos1s incurred at every level but also to determine the rational 
price on the commodities in order to withstand among the competitors. The 
determination of the seJling price is being do ne througl1 the process of determining the 
cost of the product. Afh:r l1a vi11g finalized the cos( of the product, the profit margin 
has to be added jn order to de rive the final selling price of the product. 

"Unit costing method is a method of costing applied to ascertain the cost per unit or 
production where sLm1dard and idenJic:al products ore manufactured. " 

- Walto W. Bigg 

This unit costing is also known as singh: cost ing. It is used in those industries where a 
single or on ly a (cw grades of similar articles are manufactured For example, paper, 
cement, bricks, coal. etc. U111t or oulput costing is an impo11anl method of costing 
through which cost per unit is ascertained. The cost p1;:r unit of an articlt: is obtained 
by dividing the to tal production cost by lbe number of units manufactured during a 
given period of time. 

Tl1e basic concept of this method of costing is to ascertain the cost per unit of output. 
The cost per unil is asceriaincd by dividing the total cost incurred on the production of 
a product by the numb-:r of unit of that product. 111 o lher words, under this method, 
total cost is determined by adding all kinds of incurred costs first t.be tota l production 
units to determine cost pe( unit. 

Tl1e following formula is used to ascertain cost per unit. 

Cost Per Unit = Tota I Cost/Number of Units Produced 

Under this method, the total cost incumxl is d ivided by total production lo determine 
the cost per unit. Moreover, the 1.:ost is collected element wise and the cost of each 
element is divided by total production LO determine the cost per unit of each element. 

This costing method is a lso known as single costing since the process of production 
includes only one st.age or a single oper111ion. Under this method, generally a statement 
called cost sheet is prepared to determine cost per unit or total cost. 

5.2.1 Objectives of Unit/Output Costing 

The objectives of unit/output costing arc to: 

• Know the total cost of product iou 

• Classify cost under related categories such as prime cost, works cost, etc. 
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• Detcmune the effect of each element of cost 

• Compare cost during two or more periods 

• Determine proposed setting price to eam desired profit 

• Detcnnine tender price on the basis of cos1 data and future prospects 

S.2.2 lmpotiance of Unit Costing 

Unit or output costiug helps both in ascertainment and control of cost. Lt dctermiJl(!S 
cost pee unit of th.e products on the basis of which the selling price of products can be 
fixed. Thus, a unit or output costing bas the following importaoce: 

• Ascertai11me11t of cost: Tt helps in ascertainment o f total cos t and cost p er unit at 
differenl stages of production. 

• ContMlling costs: It helps in controlling and reducing cosls since time to time 
costs an.: compared with previous period costs and leakages and wastage are 
cbcckcd. 

• FixatiM of selling price: 11 provides data about the cost of a job or product and 
on the hasis of such data appropriate selling price of tbe product can be fixelf. 

• Suhmiui,,g tender.,;: JI aJso h elps tJ1e business in ascerLcsiniog the te nder price by 
providu,g information about estimated cost oa the basjs of part data. 

• Form11loti11g production policy: lt acts as a guide to \he .manufacturer and helrs 
him ia formu lation a profitable production policy. 

5.2.3 Limitations of Unit Costing 

Unit or output cosling is very muc h. important method for ascertaining the total cost 
aod cost per unit, but it is ool free from certain limitations. These are as uoder: 

• Limitations ()f historical cvst: Uoit or output costing, being basically of bistorical 
nature, suffers .fro01 all the defects of historical costing. 

• Useful only for lzomogeneou:. products: This costing m ethod can be used only for 
homogeneous products and oot for heterogeneous products. 

• Not sufficient /or cost conJrol: This costing system simply dete1mines total cost 
aod per urtit cost of the products which is by itself not s ufficient for cost control. 

• Arit/1metic11/ accuracy camwt be checked: Under this system , generally a 
statecoont is prepared which does not from a part of tlu: double entry system. 
TI1erefore, arithmetical accuracy cannot be checked under this system. 

5.2.4 Ascertainment of Cost per Unit in Unit Costing 

The main purpose of unit costing is the ascertainment of cost. per unit. It is followed 
by the object of analyzing the cost of each element and .its share in the total cost. For 
this purpose, cost<; are accumulated and anaJyzcd under various clements o f cost. 

The financial records are used for the collection of direct cost and exptmscs. The 
costing records are used for the collection of indirect cost and expenses. The cost 
records like materials abstract. wage abstract, lime records and cost ledger are some of 
the record<; used for the purpose of cost ascertainment of a unit. 
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COSTING 

The cost details of various clements of costs are colleclcd from the financial records. 
For which, the financial records can be suitably designt:d. Hence, tl.lere is no nee<l of 
maintaining separate set of books for collecting costing information. Tbe following 
costing toformation is required for unit costing. 

I . Value of Raw Materials Coru·umed: The material requisition slip is the basis for 
collecting the value of raw materials consumption. The materials arc issued only 
on the basis o f authorized rnaterfaJ requisition slip. The authorization slip 
discloses the details of quantity of materials witl1 values w various grades and 
types. If the materials arc damaged during storage and handling, adjusted by 
increasing the issue price of materials, sn as to indicate normal loss. The abnormal 
loss should be charged to costing Profit and Loss Account. 

2. Cost of Lubou.r: The Jabour is divided into two calegories i.e. direct labour and 
indirect Jabour. If the workers are directly engaged in the manufacturing activities, 
they are treated as direct labour and can be identified and calculated the direct 
labour wich the help of production details. A few workers are engaged iu general 
factory activities; th<.--y can be pu1 in a separate category in wage sheet. 

3 Overhead: The overheads arc classified on functional basis for unit costing 
purpose. TJ1e factory overhead or production overhead, office an<l administration 
overl1cad aud selling and distribution overhead arc the classificacions of ov<.-'Thead. 
These overheads a re recovered on predetermined rate for cos1 accounting 
purposes. The actual overheads incurred arc collected from the financial records. 
The cost statements are prepared at short in(ervals with the b.elp of predetermined 
overhca<l rate. 

5.4 COST SHEET 

Cost sheet is "a document wl1ich provides for the assembly of the estimated <letailed 
cost in respect of a cost centre pool a cost unit". It is a period's document of cost 
dt.-sigm;d to exhihit the lotaJ cost and the unit cost of products in au analytically and 
detailed form Ju other words, a cost sheet presents cost i_nformatioo in such a maruier 
tbal it can show cost of total production, quantity of production and per unit cost of 
production. 

"ft is a statemen/ of costs incurred at every level of manufac1uring a product or 
service." 

"Ir is a sratement prepand to depict the output of a particular accounting period 
along with break-up o_(cosls." 

Cost sheet is an opt-7a ting statement. ll analyses and classifies the expenses on 
different items for a particular period in a tabular form. [t may be prepared by weekly, 
montl1ly, quantity, half yearly or yearly at any convenient interval of time. Similarly, it 
may he prepared on the basis of actual or estimated cost depending on the purpose to 
be ach1cved. It is online memorandum statement, not an account. Jt does not form a 
pa.rt of the doub le entry system. 

5.4.1 Purposes of Cost Sheet 

A properly prepared statement of cost serves the following purposes: 

• 1t helps io :fixing selling prices more accurately. 

• It helps comparisons of costing of similar jobs or between costs of similar periods. 

• ll gives information for compilation of estimates quotations or tenders. 



• lt provides useful iufomiation to lral:e wastage, loses anti inefficiencies and those 
affect vconomics. 

• ll acts as a ~,uide to the produced and helps him in fmmulat.ion a definitive 
complete production policy. 

S.4.2 E lements of Cost Sheet 
Accounting 10 natural characteristics, costs can be classified inlo 1hrec groups 
(a) materials cos1, (b) labour coslS and (c) expense.<i. They ace known <1S elemc111s of 
cost There are three elements may be further sub-dividend as sbowa below: 

I. Materials Cost: MateriaJs cost is the cost of materials used 10 manufacture a 
product or provide a service. 

(a) Direct material: Direct materials an: those materials, wbicb can be 1deutified 
with aod allocated to l:OSt unit covertly. They become part of the production. 
For example, wood cost is diiect material for any furniture item. 

(b) Indirect material: Material used in lbe manufacture of a job a product which 
cannot be readily identified with, it will be indirect materials. For example, 
cost of oails, glue, polish, etc. for any furniture. 

2. lahour Cost: Jt describe all costs incurred by an employer from tile employment 
of Jabour. 

(a) Direct Labour: Direct. labour is the wages wbicb can be conveniently 
idcnti.fied with and allocat<..'CI to cost units. Tu<,:<;e compris~ wage paid lo 
workers who are engaged to produce a product in a manufacturmg concern. 
As, io printing press, wages are paid on composites. 

(b) Indirect labour: indirect labour is \he wages wbich canoot be convt:nientJy 
included or allocated with cost units. rt iroplie, that l11e time paid for was not 
used for a particular cost unit but for work in gem,-ra) as wages are paid Lo 
storekeeper in a printing press. 

3. Expenses: Money spend oo cost incun:cd in an organisation efforts to generate 
revenue, representing the cost of doi.og business. 

(a) Direct expenses: Direct expenses consist of any <.."Xpenditure { 01J1er rhao direct 
material aod direcL labour) which cao be identified with and allocntcd to cost 
units. These are called as chargeable expenses. The examplc1; of direct 
expense arc: 

(i) Fees paid to architects of building. 

(jj) Hire of equipment for particulars. 

(iij) Cost of special layout. design or drawing 

(iv) Royalty paid to concerned parties 

(v) Experiment work cost 

(b) Indirect expenses: Indirect expenses cannot be conveniently allocared 10 cost 
units. As for example, (i) reot, rates, insurance of fac101y premises, 
(ij) depreciation and repairs of machine and (iii) welfare and medical 
expenses. 

Actually, indirect expeoses divided under three groups (a) factory overhead, (b) office 
aod adrnioistrali vc overhead aod ( c) selling and dislribution overhead. 

5.5 DIRECT COST CLASSIFICATION 
Under this classification, the direct costs of the product or service arc add~'d togetl,er 
lo know lhe volume of lot.al direct cost The total volume of direct cost i!- koown a.c; 
"Prime Cost." 
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Direct Materials + Direct Labour + Direct Expenses = Prime cost 

Prime Cost 

Direct Material 

Direct Labour 

Direct Expenses 

Figure S. l : Elements of Prime Cost 

I. Direct Material Cost: It includes: 

(a) Materials including component parts, raw materials, specially purchased 
material for a specified job, order or processes 

(b) Materials passing from one operation or process lo another 

(c) Primary packing materials such as cartoons, cardboard boxes 

2. Direct Labour Co.<:t: Ilincludes: 

(a) Labourer engaged in altering tbe condition, confirmation and composition of 
lhe product 

(b) Inspector, analyst, designer, expert specially required for production 

( c) If specially identified, the wage of foreman, shop clerks, the wages of internal 
transport personnel 

3. D irect Expenses: lt includes: 

(a) Cost of special designs, drawings or 1ayouts 

(b) Hire of special tools and equipment for a particular job 

(c) Maintenance cost of these special tools and equipmentG 

The uex.t stage in t he unit costing to find out tl1e factory cost. The factory cost could 
be computed by the combination oftbe indirect cost classification. 

5.6 INDIRECT COST CLASSIFICATION 

Among the classification of the overheads, the first and forcrnos1 is factory overheads. 
The factory overheads and work overheads arc synonymously used. The factory 
overheads are nothing but the indirect costs incurred at the factory site. The lotal 
factory cost or works cost incurred in the factory could be derived by adding the both 
direct cost and indirect cost incurred during the factory process. 

Factory Cost = Prime cost + Factory Overheads 

Prime costs include d irect labour, materials, bought-outs and sub-contracts, while 
factory overheads arc nothing but the indirect expenses incurred during the individual 
process. 

Example: Calculate the factory cost for the following da(a: 

Cost of Direct Materials 

Direct Wages 

Direct Exl)eoses 

2,00,000 

50,000 

10,000 



Wages of Forema.o 5,000 

EJectric Power 2,000 

Lighting of the Factory 4,000 

Storc:keeper's Wages 2,500 

Oil and Water 1,000 

Rem of the Factory 10,500 

Depreciation in Plant 1,000 

Consumable S1ore 5,000 

Repairs and Renewal Plant 7.000 

Solulion: 

fac.tory Cost = Prime Cost + Factory Overheads 

Prime Cost =- Cost of Direct Materials+ Di.reel Wages+ Di.reel fapenses 

== • 2,00,000 + · 50,000 + · 10,000 

= · 2,60,000 

Factory Overbeads = Wages of Foreman + f,lectric Powt.T + Lighting of the Factory 
+ Storekeeper's Wages + Oil and Water+ Rent of tbe Factory 
+ Depreciation jo Plant + Consurnablc Store + Repairs and 
Renewal Plant 

= 2,00,000 + 50,000 + I0,000 + 5,000 +-2.000 + 4,000 + 2,500 + 
J.000 + 10,500 + 1,000 + 5,000 + 7,000 

== • 2,98,000 

Hence, Factory Cost= 2,60,000.,. 2.98,000 

=. 5,58,000 

_.... ·.:- .,. ,. 
\f I • ,act~ (;0S! 

FiguTe S . .2: Elemeots of Factory Cost 

The next stage jn the process of the unit costing is to find out the cost of the 
production. Tite cost of prodllction is the combination of both tJ1e fact.ory cost and 
administrative overheads. 
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Cost Production"' Factory Cost+ Administrative Overheads 

An administrative ovcrh~d is the indirect expense~ incurred during t11e office 
administration for the smooth flow production of finished goods. 

Example: ln the example discussed to measure fac tory cost, if tile following data is 
added 

Office Rent 6,000 

Office Lighting 1,250 

Office Deprcciati011 3,500 

Director's Fees 2,500 

Manager's Salary 10,000 

Office Stationery 1,000 

Telephone C bargcs 500 

Postage and Telegrams 250 

Calculate Production Cost. 

Solution: 

Production Cost = Factory Cost+ Administrative Cost 

Factory Cost = · 5,58,000 (from the previous example) 

Administrative Cost = Office Rent + Office Lighting + Office Depreciation + 
Director's Fees + Manager's Salary + Office Stationery + 
Telephone Charges + Postage and Telegrams 

= 6,000 + 1,250 + 3,500 + 2,500 + 10.000 + l,000 + 500 + 
250 

= · 25,000 

Hence, Production Cost = 5,58,000 + 25,000 

"' - 5,83,000 

Cost of l'ro<luction 

Adminisi.rnlivc Overheads Factory Overheads 

Office Renl 

Repairs-office 

Office light ing 

Depreciation-office 

Manager salary 

Telephone charges 

Postage and telegram 

Stationery 

Figure S..l: Elements of Cost of Produdion 



lrmnediate next stage to determine in the process of unit costing is tlu: component of 
cos1 of sales. The cost of sales is the blend of both, selling overheads and cost of 
production. 

Whatever lbe cost iovoJve<l in the production process in the facto,y as weJJ in the 
administrative proceedings arc clubbed with the selling overheads to determine the 
cost of sales. 

Cost of Sales = Cost of Production + Selling Overheads 

Selling overheads are nothing but the indirecl expenses incurred by the furn at the 
moment of sclliog products. Jn brief. whatever the expenses jn relevance with the 
selling and distribution are known as selling overheads. 

Example: tn the exumple conhnued, if we add the following data, 

Salesman's Salary 

Travelling Expenses 

Carriage Outward 

Advenising 

Warehouse Cl1arg~ 

Calculate the cosl of sales. 

Sofu.ti.011: 

10,500 

1,000 

750 

3,500 

1,000 

Cost of Sales= Cost of Production+ Selling Overheads 

Cost of Produc1ion = · 5.83,000 (.from tl1e previous example) 

Selling Overhead<; = Salesman's Salary + TrnveJling Expl-'TlSCS + Carriage Outward + 
Advertising+ Warehouse Charges 

= 10,500 + 1,000+ 750 + 3,500+ 1,000 

= · 16,750 

Hence, Cost of Saks =- 5,83,000 + 16,750 

= 5~99t750 

Selling Ollerheads 

Salesman salary 

Carna,te ootward 

Salesmen ~ 

T tavelling expmres 

l' ree samples 

Wa.cehcuring 

Deli very dwges 

Cost of Sales 

Ccst. of Prod ootiai 

Figure 5.4: Elements of Cost of Sales 
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The last but most important stage iu the unit costing is deternuning the selling price of 
the commodities. The selling price of the commodities is fixed by way of adding botb 
the cost of sales and profit margin out of tJ1e product sales. 

Sales = Cost of Sales + Margin of Profit 

Example: Io the example continued, if we add the profit that can be earned to b e 
· 48,900. Calculale the product sales expected. 

Solution: 

Sales = Cost of Sales ..1. Margin uf Profit 

= 5,99, 750 (from the previous example) + 48,900 

= - 6,48,650 

Under the unit cos Ling, the selling price of the product can be determined through the 
statement form. 

Example: Calculate the prim.c cost, factory cost, cost of production cost of sales and 
profit from the following particulars: 

Direct materials 2,00,000 Office stationery 1,000 

Direct wai,-es 50,000 Telephone charges 250 

Direct expenses 10,000 Postage and telei;rnlTI!J 500 

Wages of foreman 5,000 Salcsmcns6.alarics 2500 

Electric power 1,000 Travelling expenses 1,000 

Lighting: factory 3,000 Repairs and renewal plant 7,000 

Office 1,000 Office premises 1,000 

StorekeeperG wages 2,000 Carriage outward 750 

Oil and water 1,000 Transfer to reserves 1,000 

Rent: Factory 10,000 Discount on shan:s writtm off 1000 

Office 5,000 Advertising 2,500 

Depreciation Plant 1,000 Warehouse charges 1000 

Office 2,500 Sales 3,79,000 

Consumable store 5,000 lncomc tax 20,000 

ManagersO;alary 10,000 Dividend 4,000 

Dircctors<Xees 2.500 

Solution: 
Cost Statement/Cost Sheet 

Particulars 
. 

Direct Materials 2.00,000 

Direct wages 50,000 

Direct expenses i0,000 

Prime Cosl 2,60,000 

factory Overhcnils: 

Wages of foreman 5,000 

Electric power 1,000 

Lighting : Factory 3,000 

Storckccpercl wages 2,000 
Contd ... 



Oil an<l water IOOO 

Rent: Factory 10,000 

Depreciation Plant JOOO 

Consumable store 5,000 

Repairs and Renewal Plant 7,000 35,000 

Factory Cost 2,95,000 

Adminiscmtion Ove1·beads: 

Rcnr Office 5,000 

D.:preciation office 2,500 

ManagersO;alary 10,000 

Dircccors<Xces 2,500 

Office stationery 1,000 

Telephone d iargcs 250 

Postage ~od telegrams 500 

Office premises 1,000 

Lighting: Office 1,000 23.750 

Cost or production 3, 18,750 

Selling and distribution o,•crheads: 

Carriage ourward 750 

Salesmen<) sa~d.rics 2500 

l ravell ing cxpc:nscs 1,000 

Advertising 2500 

Warehouse charges 1000 

7,750 

Cost of Sales 3,.26,500 

Profit 52,500 

Sale5 3,79,000 

Tbc next stage in the preparation of lhe cost statement is to induct the stock of raw 
ma terials. work in progress and finished goods. 

5.6.1 Stock of Raw Materials 

The raw materials stock sl1ould be taken into considt.-rat.ioo for the preparation of the 
cost sheet. The cost of the raw materials is nolbing but the direct materials cost of the 
product. The cost of the materials is, in other words, cost of the materials commmed 
for the production of a product. 

Particulars 

Opening stock of raw materia ls xxxxx 
( +) Purcha!>cs of raw materials xxxx:x 
(~ Closing stock ofraw materials xxxxx 
Cost of materials consumed xxxxx 

5.6.2 Stock of Semi-finished Goods 

The trcalmeoi of the stock of semi-finished goods is mainly depending upon the two 
differe.ot approaches, viz. 

I. Prime cost basis, and 

2 . Factory cost basis. 

lOl 
Unit Costing ao<l 
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The factory cost basis is considered to be predominant over lhe early one due to the 
consideration of factory overheads at the moment of semi-finished goods 1reatment. 
The indirect expenses are tJ1e expenses converting the raw materials into s.emi-fini.shed 
goods which should be relatively considen:d for the treatment of the stock valuation 
rather than on the basis of prime cost. 

:Particulars ' 

Prime COSI xxx.xxx 
(+) Factory overheads incurred xxxxxx 
( +) Opening work in pi-ogress xxxxxx 
(D Closing work io progres.~ xxxxxx 
Factor) cost xx..xxx.x 

5.6.3 Stock of Finished Goods 

The treatment of the stock of finished goods should b e carried over in b etween the 
opening s tock and closing stock and adjusted among them before the finding the cost 
of goods sold. 

Particulars -
Cost ufproduc11on xxxxx 
(+) Opening stock of finished goods xxxxx 
(~ Closing stock of finished !:,'000S xxxxx 
Cost of goo(ls sold xxx.xx 

Example: The following data has been from tile r~ords of Centre Corporation for the 
period from Juoe l to June 30, 2005. 

Cos1 of raw materials 

Cost of work in progress 

Cost of fiuished good 

Transaclion during the month 

Purchase of raw materials 

Wages paid 

factory overheads 

Administration overhead~ 

Selling overheads 

S~lcs 

Draft the cos1 sheet. 

Solutivn: 

Particulars 

Opening stock of raw ma<erials I" Jan 

(+) Purchase of raw materials 

(-) Closing stock of raw moterials 3 1 '' Jan 

Raw materials consumed during the year 

(+) Wages paid 

Cost Sheet 

2005 2005 
I" ,Ian Jl" Jan 

60,000 50.000 

24,000 30,000 

1,20,000 1, 10,000 

9.00,000 

4,60,000 

1,84,000 

60,000 

40,000 

18,00,000 

60,000 

9,00.000 

50,000 

9,10,000 

4,60,000 

Conid . . 



P rime cost lJ,70,000 

Factory overheads 1,~4,00{) 

(+)Opening stock of semi-goods 24,000 

( ·) Closing siock of semi-goods 30,000 

Factory overheads 1,71\,000 

.Factory or Work.~ cost JS,411,000 

( +) Administration overheads 60,000 

C o~t of Production 16,08,000 

( 1-) Opening stock of finished goods l,20,000 

~ Closing stoi:k of finished goods 1,10,000 

Cos1 of good~ sold J6, l8,000 

( +) Selling overheads 40.000 

Cost of Sales 16.58,000 

Nc1 profii ),42,000 

Sales ,18,00,000 

Example: From the following infonnation which is extracted from !he records of the 
Mis Sundaram & Co. 

The stock position of the firm is given below: 

Parliculars . 1-4-1994 ' 31-3-- )995 

Stock of raw materials !10,000 1,00.000 

Stock offinished goods 2,00,000 J ,00,000 

S1ock of work in progrcs.,; 20,000 28.000 

P:1rticul:.1rs Particular~ 

Indirect labour 1,00,000 Administra1ivc expcuscs 2,00,000 

Oil 20,000 Electricity 60,000 

lnsurnncc on lixt urcs 6,000 Di.reel I abour 6,00,000 

Purchase of raw materials 8,00,000 Depreciation on Machiricry 1,00.000 

Sale commission 1,20,000 Fac1ory rent 1,20,000 

Salaries of salesmen 2,00,000 Property tax on building 22,000 

Carriage outward 40,000 Sales 24,00,000 

Prepare cost statemcn1 of Mis Sundaram & Co. 

Solution: Cost sheet 

Particulars -
Open.i11g stock of raw materials Oil l" April, 1994 ao,ooo 
(+) PUTchasc of raw materials 8,00,000 

(·) Closing stock of raw materials on 31st Jan 1,00,000 

Raw materials consumed during the year 7,80,000 

(+) Dircd labour 6,00,000 

Priruc cost I 3,R0,000 

factory overheads: 
Indirect labour J,00,000 

Oil 20,UOO 

I Insurance on fixcures 6,000 
Comd ... 
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Deprccialion on machinery ),00,000 

Fnc1ory rent l,20,000 

Prope11y tax on factory building 22,000 4,28,000 
(+) Opening stock ofscmi-fuiishcd goods 20,000 

(·) Closing stock of semi-finished goods 28,000 

fActory COSI 18,00,000 

( +-)Administration ovcrlieads 2,00,000 

Cost of Production 20,00,000 

(+) Opening slock offinished goods 2,00,000 

(·) Closing stock of finished good~ J,00,000 

Cost of goods sold 19,00,000 

Selling overheads: 
Sale;; commission 1,20,000 

&llarics of salesmen 2,00.000 

Carriage outward 40,000 

Cost of sales 22,60,000 

T'rofil margin 1,40,000 

Sales 24,00,000 

Note: Property tax on the plant is to be included under drn factory overheads. The tax 
is paid by the firm on the plant which is engaged in the production process. 

5.7 TENDER OR QUOTATION SHEET 

A manufacturing concern js frequenlly required to give tenders or quotations for 
supply of goods manufactured by it. Again sometimes, it needed to make and estimate 
of lhe price of the product to plan the production wisdy. The price at which a 
manufacturing concern agrees to supply its goods i'> known as te11der or quotation 
price. Similarly, an estimation of the price of the product in advance is known as price 
estimation. 

A tender or quotation is a formal written detail to supply goods or services or to do a 
job for an agreed price i.e. tender or quotation price. Very often a manufacturer or 
producer is asked to subrrul a tender or cost-estimate for lbe supply of the product io 
future. The price quoted for future p1oductioo i" called Quotation Price or Tender 
Price. Thls price is ascertained on the basis of previous cost sheet or production 
account. lo ascertaining expected cost in the future, the items of previous clements of 
cost are considered with due regard to expected changes in tbe future. Estimated cost 
is increased by desired profit to ascertain tender price or quotation. 

A producer ju response to an advertisement in the press is required to submit :i tender 
or 1o quote prices for the supply of the commodities he produces o r for completing a 
job. A tender has to be prepared very carefu!Jy as the receipt of orders depends upon 
the acceptance of quotations or tender supplied by the manufacrurcr. The preparation 
of tenders requires inion.nation regarding price cost, works, administration and selling 
overheads and profit of the preceding period. The manufacturer has to ascertain and 
find out the possible changes in prices of material, rales of wages and other costs. H e 
has to ascertain the amount of variable, semi-variable aod fixed overheads oo the basis 
of pa.st experience. He must also have a reasonable amount of profit by laking tnto 
consideration the market condition, in preparation of estimates or tenders, overheads 
are generally not given. They are estimated as percentage i.e. works overheads on 
wages and administration, selling aod distribution overheads on works cost basis. 



5.7.J Preparation of Tender Sheet 

Tender or quotation price is eslimarcd price for futUie period. For determination of 
tender or quotation price generally lhe following hases are used: 

On tlte BasL,; of Percentages of Overheads 

When we separate materials costs au<l lab(.">11r cost!>, other overheads are given aod 
information for units js not given. Then tender or quotation price is determined on the 
basis of percentage.-, of overheads. Jn this situation, tl1e following fomrulae are used to 
determine the percentages of overheads: 

On tlte Basis of Output Units 

When uojt.i; or quantity of production for previous period and units or quantity for 
lender or quotation are given but not the st--paralc materials and labour costs for tender 
or quotation, then lender or quotation price is determined on the basis of per uo.it cost. 
In this situation. the following steps are used: 

(i) The period cost-sheet is prepan::d by taking by previous period uata an<l by 
delt..'Tmioing cost per uoit of diffcrenl components of co~ts. 

(ii) Then after, an estimated cost sheet (i.e. statement of lender nr quotation) is 
prepared by multiplying tender or quotarjon units by cost per unit of each 
compooent of past cost-sheet. 

On the Basis of Special btstruction 

lf specific instructioos are given regarding materials, labour and differeol ov\lfheads 
for tender or quotatioo, tben such instructions should be followed according to 
determined lender or quotation price. 

Example: The accounl<: of Pleasant Company Ltd are shown for the year 2004: 

Materials · 350000 

Labour · 270000 

Factory overhead · 8 l 000 

Administration overhead • 56080 

Wh,11 price should the company quote for a refrigerator? 1t is cs1ima1cd that · 1000 in 
materials and • 700 in labour will be required for one refrigerator. Absorb factory 
overhead ou the basis of labour and administration ovl.1heads on tlle basis of works 
cost. A pro1i.l of 12.5% on selling price is required. 

Statement of Cost 

Maltrial 350000 

Labour UDQQQ 

Prime cost 620000 

Factory overhead llQQQ 

Work cost 701000 

Admioislratioo overhead 56080 

T01al Cost of Production 757080 

Percentage of fac1ory ovt..Thead to labour: 

Factory overhead x 100 = 81000 x 100 = 30% 
Labour 270000 

10.S 
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Percentage of administration overhead lQ work cost: 

Administration Overhead x 
100 

== 56000 x t 
00 

== 
8
% 

Work Cost 70 I 000 

Statement of the selling price of a R.efrig~rator . 

Material 1000 

Labour 700 

Prime COSI 

I 
1700 

Add Factory overhead (30%, on labour) llil 
Work cos, 1910 

Add : Administration Overhead (8% of work <.:ost) 152.110 

Total cost of production 2062.X0 

Add. Profit( \ /~ 011 sales or 1/7 of cost) 294.69 

Selling price 2357.49 

5.7.2 Tenders of Similar Type Commodity 

Wben cost of same type and quality of commodity is lo be calculated, normally cost 
per unit of each clemrn1 of cost will bt.: ta.ken up. If lhert.: is any expected change in 
these e lements, the change will be adjusted accordingly. Following examples will 
explain the technique. 

Example: On 15'11 August, 2005 the Standard Cycle Co. was requiied to quote for a 
contract for the supply of 500 bicycles. rrom the following details prepare a statement 
showing the price to be quoted to give the same percentage of net profit on turnover as 
was realised during the six months to 30

th 
June 2005. 

Stock of ma1erials on 1"' January, 2005 

Stock of materials on 30
th 

June, 2005 

Purchase of material during 6 month 10 30'" June, 2005 

Factory wages 

Indirect cbarges 

Sales 

Completed stock-in-band on I st .January, 2005 

Completed stock-in-hand on 30'h June 2005 

50,000 

7,000 

75,000 

1,50,000 

25,000 

2,70,000 

Nil 

50,000 

The number of bicycles manufactured during the six montltS was 2,000 including 
those sold and those in stock a t tbe end of the period. Tlle bicycles to be quoted for are 
1o be of uniform size and quality and similar to tho!>e manufactured during the six 
months to 301

h June 2005. As from I" A11gus1, the cost of factory labour has incr<.:ased 
by 10 per cent and that of materials by 15 per cent. 



Solution: 

St11temeot of Cost/Cost Sheet 
(For the half-year ending 30'~, 2005) 

Raw Materials consumed: 

Stuck of Materials as on J:111. I 50.000 

Materials Purchased 75,000 

1,25,000 

I.es~·- Stock of Material~ as on June 30 7,000 

Direct Wages 

Prime Cosl 

Indirect C7l11r1;es 

Cost of t>r oducllon 

Les.t: Completed Stock on 30"' JWlC 

Cost of Sales 

r rofil 

Sclhng Prise 

Total Cast ~ r 
(2,000 unir or per 

Bicycles) Bicyclr 

. 

1, 18.000 59.00 

1,50,000 75,00 

2,68,000 134.00 

25.000 12,50 

2.93,000 146,50 

50,000 

2,43,000 

27.000 

2,70,000 

. . Profit 27 000 
Percentage of Profit on Scl!mg Pnce = - - --- x 100 == ' x I 00 = l 0% 

Selling Price 2, 70,000 

Materials 

Statement of Cost for Tender 
(For 500 Bicycles) 

1,1115.000 l( 500/2000and Add 15% ofit 

Direct. Wages 

1.50,000 )( 500/2000 and Add J()"/,. of it 

Prime Cost 

Indirect Charges (25,000 -c 500'200()) 

Cost of Production 

Profit ( 10% on ~lling price or lll.425 1< 10/90) 

Selling Pr ice 

5.7.3 Tenders for Different Product 

Total Per 
(500 !Jicycfe 

Bicycles) 

33,925 67,85 

41,250 82,50 

75,175 150,35 

6,250 12,SO 

81,425 162,85 

9,047 J8,09 

9-0.472 1110,94 

When tbe lender or quotation pr1ct: is Lo be ascertained for a different product, the cost 
of di.reef material, direct labour and other direct expenses will be estimated. The total 
of th~c will be prime cost works overheads, office overl1eads and selling overheads 

1()7 
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will be added there to on the basis of absorption rates. Nmmally works overhead is 
charged or absorbed on the basis of percentage of works overhead on wages. Tbus 
percentage is calculated on tl\c basis of past records. 

Works Ovcrhc-c:td Rate = W orks Ovcrh~d O Wages x 100 

1t may be alternatively cbargcd oo the basis of Machine Hour Rate or Labour Hour 
Rate. Office overh.:ads may be absorbed on the bas is of percentage of office 
overheads on works cost or works overheads. 

Office Overhead Rate= Office Overhead x lOO ◊Wages x 100 

The total of Prime Cost p lus absorbed works overheads and office overheads will be 
Cost of Production. Selling owrhcads, if any, may be added there to on the basis of its 
absorption rate. It may be a pen:c:ntage on cost of production or sales or at selling 
overheads per uni t. By addiug desired profit Tender Price or Quotation Price wUI be 
known. 

Following exampks will explain the technique: 

Example: The accounts ofX Ltd. Show for months ending 30th June 2010 

Materials used 

Direct Manual and Machine Labour Wages 

Work<; Overhead Expenditure 

10,00,000 

15,00,000 

3,00,000 

Establishment and General Expenses 2,24,000 

Sbow the Work~ Cost, the Total cost of manufacturer, the percentage that the Works 
overhead cost bears to the M anual and machine labour wages and the percentage that 
the Establishment and General Expenses br::ar to tJ1e Works Costs. 

Whal price should the company quote on the basis of the above to tJ1e manufacture of 
an Electric washing machine, which j t is csti.matcd, will require an expenditure of 
· 800 in Materials and · 600 in Wages so that it will yield a profit of 15 per cent of 
the tota I cost. 

Solution: 

Stnternent of Cost 
(For the three months ending June 30, 2010) 

-

Materia ls 10.00.000 

Direct Manual and Machine Labour Wages l 5,00.000 

l'rime Cost 25,00.000 

Works Overhead fapendimrc 3,00,000 

Works Cost 2~,00,000 

Establishment and (Jenera! Ex.pense;. 2,24,000 

Cost Cost 30,24,000 

(a) The perc1:ntage that the works overhead cost bears to the manual and machine 
labour wages: 

= Works overhead x 
1 

OO or 3, 00, 000 x l 00 x 
20

% 
Wages 15,00,000 



(b) Tile percenlage that the establishment and general expenses bear to tbc works 
cost: 

Establishment and General Exps.x 
100 

or 2,24,000 x l00=
8

% 

Works Cost 28,00.000 

Quotation for Electric Waslling 'lachioe 

M~tcrials !W0.00 

Wa1,oes 600,00 

Prime Cost 1,400,00 

Work~ Overhead Uxpcnditurc {20%, or Wages i.e., 600 >: 20/100) 120.0() 

Wor ks (OSI J,520.00 

Establishment and Gcnerol Expenses (8% of Works Cost i.e. , 1520 x 8/100) 121,60 

Tola! C.:ost 1,641,60 

Profit( l5%of1heT01alCos1 i.e., 1641 ,60>< 15/100) 246,24 

Sellio~ Price 1.X~7.84 

Example: The aocouats of a manufacture, of a uniform type of producl, supply you 
che foUowing i..o.formatioa about the expenditure incurred during 1bc year ended 
December 3 l , 2009. 

Materials Consumed 

Wages Paid and Outstanding 

Rent. Rates and Taxes: 

Office 

Factory 

General ManagerG Salary and allowances 

Works ManagerG Salary and allowances 

Other Establishment Expense: 

Office 

Factory 

Power used is the faclory 

Electric Charges for fans, light etc. 

Office 

Factory 

Advertisement 

Dcpn::ciation on Fumitw·c: 

Office 

Factory 

O ils and Lubricaots used 

Macbioery and spare parts consumed 

Printing and Stationery: 

4,50,000 

3,60,000 

7,000 

25,000 
35,000 

20,000 

9.132 

3,000 

65,000 

800 
200 

12,000 

400 
JOO 

2,000 
13,000 

](]') 

Unit Cos1ini;and 
Co,1 Shee1 
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Office 2,500 

Factory 500 

Postage a.ud Telegrams 3,000 

Sundry Charges: 

Office 15,000 

Factory J0,000 

Deprec1ation ofPlant and Machinery 16,000 

Assuming that the rates of Factory and Omce overhead charges for tbe year 2010 are 
normal, <.:alculatc what should be selling price of a commodity for which the cost of 
Raw Materials is ' 5,000 and that of Labour is · 4 ,000, if a profit of 10 per cent oo the 
total cos! is earned, (assume that the factory overhead charges beat a fixed percentage 
to Oire<.:t Wages and Office overhead charges bear another fixed percentage to Facotry 
Cost). 

S olution: 

Statement of Cost 
For the year ending Dec em her 31, 2009 

. 

Materials consumed 4,50,000 

Wages paid and Taxes 3,60,000 
l' rime Cost 8,10,000 

Fa1:1ory Overheads; 

Rem, Ra1es and Taxes 25,000 

Wms, ManagcrG Sa lary and Allowances 20,000 

OtlK:r Establishment Expenses 3,000 

Power used fi5,0<J0 

Electric charges 200 

Ocprec1ation of Plant ao<l Ma1:hinery 16.000 

Oeprccia lion of Fumiturc lOO 

Oils and Lubricants used 2,000 

M achincry and spare pans 13,000 

Prinling and S1ationcry 500 

Suudry Charges 10,000 1,54,000 

9,64,800 

Factory Cost 

Office Overheads: 

Rell!, Rates and Taxes 7,000 

General ManagcrG Salary 35.000 

Other Establishment Expenses 9,132 

Electricity charges 800 

Advertisement 12,000 

Depreciation of Fumiturc 400 

Printing and Stationery 2,500 

Post.age and Telegrams 3,000 

Sundry Charges 15,000 84,832 

Total Cost 10,49,632 



(a) Percentage of factory Overheads to Direct wages: 

Fac lory overhead 
00 

1,54,000 x 100 
00 3 11 ---'-----x i or - - - --x l = 4 u✓o 

Di.rec, Wages 3,60,000 

(b) Percentage of Office Overhead Charges to Factory Cost: 

Office overhead 
00 

84,832 x I 00 
879 - -----x I or-----= 27% 

Factory Cost 9,64,800 

Statement Showing Selling Price of a Commodity (2010) 

Marcrlals 

Wages 

Prime Cost 

Factory Overhead~ Expenditure {20% of Wai;es) 

Factory Cost 

Office Overheads (8.79% of Factory Cost) 

1otal <:o,i 

Profit ( I O"/o on Toca I Cost) 

Selling Price 

. 

S.000 

4,000 

'11,000 

1.720 

10,720 

~2 

11,662 

1, 166 

l 2,IS2R 

Example: lo re.,;pc:ct of a factory the following figures have been obtained for the year 
2009. 

Cos1 ofMa1crials 6,00.000 

Wages for Labour 5,00.000 

Factory Ovcrhemfs 3.00.000 

Ad.ininisuation Charges 3,.16,000 

Selling Charges 2.24,000 

Distributions Charges l ,40,000 

Profit 4,20.000 

A work order bas been ext:euted in 2010 and the following e.."Xpcnses l1avc been 
incurred 

Ma11::rials 

Wages of labour 

8,000 

5,000 

Assuming that in 20l0 the rate of Factory Overheads has gone up by 20 per cent. 
Distribution charges bave gone down by l0 per cent and Selling and Adminis tration 
Charges have each gone up by 12 per cent. Show that at what price tht: product should 
be sold, so as to earn 1he same rate of profit on the selling price as in 2003. 

111 
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Factory Overheads are based on Direct Labour and Administration. Selling and 
Distribution Overheads arc based on Factory Cost. 

Sofutiou: 

Malena.ls Consumed 

Direct L~bour 

factory Overheads 

AllmirtiSlration Charges 

Selling Charges 

Distri butiun Charges 

Statement of Cost 
(For the year 2009) 

Profit (20% on cosL or 16~ ¾ ofS.P.) 
3 

Percentages: 

I . Percentage of factory Overheads to Direct Labour: 

Factory Overhead x 
100 

= 
60

% 
Direct Labour 

2. Percentage of Adm.infatration Charges on Factory Cost: 

Administration Exps. x 100 

Factory Cost 
24% 

3. Percentage of Selling Cha(ges on Faclory Cost: 

Selling Charges x 100 == 
16

% 
Factory Cost 

4 , Percentage of Distribution Charges on f actory Cost: 

Distribution Exps. x J 00 

Factory Cost 
[0% 

6,00,000 

5,00,000 

Prime Co~t l l ,00,00 

3,00,000 

Factory Cost )4,00,000 

3,36,000 

2,24,000 

l ,40,000 

Total Cost 21,00,000 

4,20,000 

Selling Price 25,20,000 



tatemeut of C.ost of Wor ks Order (2010) 

Matcnals 8.000 
Wages 5,000 

Prime Cost 13,000 

Factory Overheads 

(2(>"/4 ofWnges Add20¾ of iL = 27% on Fac1ory Cos1) 3,600 

F:1c1ory Cost 16,600 

Administration Overheads: 

(24% on Fac1ory Cost Add 12% of i1c-27% on Factury Cost) 4,482 

Sell ing Overheads: 

( 16% on Factory Cost Add 12% of it - 18% 0 ,1 Factory Crn,\) 2,9!\8 

.Distribution Overheads: 

(10% on Factory Cost Less10% or it ::- 9% on Factory Cost) l ,494 

'total <.:ost 25,564 

Proti t l20¼ on C.ost) 5. 11'.l 

Se lli"g !'rice 30,677 

Example: The All-India Waterproof Manufaclurcrs L1tl. manufacrnred and sold 850 
waterproofs in the year ending 3 L" March 2009. 1l1e summarised Trading and Profil 
and Loss Accouot is given below: 

-

To Cost of Materials 64,000 Dy Sales 

To Direct Wages 96.000 

To Manufacluring Expense~ 40,000 

To Uross Profit 1.20,000 

3,20,000 

To Office Salaries 48,00() Dy Gross Profi t bid 

To Rent, RJltcN nnd Taxes 1\,000 

To Selling Expenses 16,000 

To General Expenses 24,000 

To Net Profit 24,000 

l,20,000 

For tbe year ending 3 l ,r March, 20 IO i1 has been estimated that: 

(a) Output and Sales will be 1,000 waterproofs. 

(b) Price o f materials will rise by 25% on the previous year<s level. 

(c) Wages will rise by 12.5%. 

. 

6,00,000 

3.20,000 

1,20.000 

1,20,000 

(d) Manufacturing ex,Penses wilJ rise in proportion 10 the combined cost of materials 
and wage.-,. 

(e) Selling expenses per unit will remain unaffected by the rise in the output. 

({) Other expenses wiU remain unaffected by the rise in the output. 

Prepare a Cost-Statement, showing lbe price at which the wal<.-Tproof's would be 
marketed so as to show a profil a l 12% on the selling price. 
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Solution: 
Cost Sheet for the year ending 31" March 2009 

(Output 850 Waterproofs) 

Totul Cost Cost Per linit 

Cost of Materials 64,000 75,2941 

Direct Wages 96,000 112,9412 

Prime Cost 1,W,000 l,&8,2353 

Manufacturing Expenses (25% of Materials ,ind Labour) 40,000 47,058K 

\Yorks Cost 2,00,000 235,2941 

Office and General Expenses 

Office Salaries 4/l,000 56,4706 

Rent, Raies and Taxes 8,000 9,411 8 

Gencrnl Expenses 24,000 28,2353 

Cost of l'rocluction 2.80,000 329,4118 

Selling expenses 16,000 18,&235 

Tot.ti CoH 2,96,000 348,2353 

Net Profit 24,000 28,2353 

Sal~ 3,20,000 376,4706 

Statement of Cost (Estimate for the year ending 31" Dec. 2010) 

Estimated Output J,f/00 Warerptuofs Total ,\mount Per Unit 
. 

. 64 000 
Matcnals -'-x lOOO = 

850 
75,294 

Add in~,easc 25% ll\,824 
94, lll! 94,118 ---

96,000 
l,12,941 Wages --;,c l000 = 

850 

Add increase 12% 14,118 
1,27,059 127,059 

P rime Cost 

Manufacturing Expenses (in proportion to the 
2,21, 177 221 , 177 

Combined cost of Materials & wages) i.e , 25% of 

Prime CosL 

Man11fac1uri11g Cost 55,294 55,294 

Other expenses (Office and General): 2,76,471 276,47 1 

(unaffected by the rise in output) 

Office Salaries 

Rem, R.1tes and Taxes 
48,000 48,000 

General Expenses 

Office <.:osl 
8,000 8,000 

Selling expenses (per unit remain und1argcd) 
24,000 24,000 

Total Cost 3,56,471 3,56,47 1 

Profit (12% on lhc Selling Price i.e., · 3,75,295 x l21l<8) l!i,824 18,&24 

Selling Price 3,75,295 3,75,295 

51,177 51 ,177 

4,26,472 4,26,472 



5.8 MANUFACTURING ACCOUNT 

When the data related with the cost of good'> manufactured of a commodity are 
presented in a conventional form of account i.e. in T shape from, and then it is known 
as manufactur ing account. Generally, a manufacturing concern prepares this account 
to exhibit co::;t of production or cost of good~ manufactured. 

Pro Forma Manufact.uring Account 

Direct Matcri:ds Closing Stock : 

Opening Stock: Raw Materials xx 

R.1w Materia ls xx Work-in-Progress xx xx 

Work-in-Progress xx xx Cosl of the good~ 

Purchases: transferred ro Trading 

Raw Materials xx Account xx 

Work-jn-Prni;ress xx xx 

C arriagc .inwards xx 

J>irect Labour 

Factory wages xx 

Direct Expcose 

Factory rem xx 

Fuel. power. &'llS etc. :u 

Factory Insurance xx 

Depreciation on 

Factory butlding 

ClC. x.x xx 

Manufacturing overheads xx 

xx xx 

5.8.1 Preparation of Manufacturing Account 

A manufacturing account is based on the principle of national account. Therefore, it 
shows opening slot:k of work- in-progrc::;s and other direct and indirect costs of goods 
ma1mfacturcd ( i e. factory costs) on its debit side and closing s ide and closing stock 
of work-in-progress and sale of scrap or wastage on its credit side. Generully, the 
balancing figure takes place in credit side wruch is called "cost of goods manufactured 
or cost of production CID". This account shows the cost production which is 
transferred Lo Lbc trading account. 

5.8.2 Manufacturing Account for Manufacturing Profit and Loss 

When a manufacturing account is prepared 10 ascertain manufacturing profit and loss, 
then trading value of manufacturing cost is kept in credit side inserted of cost of 
produt:tion. 1n. other words, aU items on debit and credit side will be the same as 
mentioned above. But tra.ding price or trading value of cost of production will be 
shown on the credit side and balancing fi!,rure or trading value of cost of production 
will be shown on the credit side and balancing figure will be put on debit side of this 
account as "manufach.lring profit" or "manufacturing loss''. 
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Check Vom· Progress 

Fill iu the blanks: 

1. The factory overheads are nothing but the incurred at the ------
factory site. 

2. The total _____ incum:d in the factory could be derived by 
adding rl1e both direct cost and indirect cost incurred during the factory 
p rocess. 

3 . The ___ _ is the combination of both the factory cost and 
adminis trative overheads. 

4 . The ______ is the blend of both, selling overheads and cost of 
production. 

S. The cost of the _______ is nothing but the direct materials cost 
o f lhc product. 

6. TI1e lrcatn1ent of the stock o f _______ should carried over- in 
between the opening s tock and closing stock and adjusted among them 
before the finding the cost of goods sold. 

7. The _ ______ are the expenses converting the raw materials into 
semi-finish~ goods which should be relatively considered fot the 
trcntmcnt of the stock valuation rather lb.an on the basis of prime cost. 

5.9 LET US SUM UP 

• Cost sheet is a statement whjcb is prepared periodically to provide detailed cost of 
a cos! unit or cost centre. 

• A cost sheet oot only shows the total cost bul also the various components of1he 
total cost. 

• Dur.ing the preliminary slagc of preparing the cost staletnenl of the product, there 
are two things to be kept in our mind at the moment of classifi<..:ati,on. 

❖ Direct cost classification 

❖ Indirect cost classification 

• Under this classification, the direct costs of the product or service are added 
together to k.now the volume of total direct cost. The total volume of dir ect cost is 
known as "Prime Cost". 

• The total facLOry cost or works cost incun ed in the factory could be derived by 
adding the both direct cost and indirec1 cost incurred during the factory process. 

• The cost of production is the combination of both the factory cost and 
adrninistrati ve overheads. 

• The cost of sales is the blend of both, selling overheads and cost of production. 

• TI1e selling price of the commodities is fixed by way of adding both the cost of 
sales and profit margin out of the product sales. 

• TI1e cosl of the raw materials is nothing but the direct materials cost of the 
product. The cost of 1be materials is, in other words, cost of !he materials 
consumed for the production of a product. 



• Tl1e indirect expenses are the expenses converting the raw materials into 
semi-finished goods which should be relatively considert:d for the treatment of tbe 
stock valuation rather than on the basis of prime cost. 

• The treatment of the stock of finished goods shouJd carried over in between lhe 
opening stock and closing stock and adjusted among them before the finding the 
cost of goods sold. 

5.10 LESSON END ACTIVITY 

Mr. Vivek provides tbe followjng information which is relat<::<l to the product of h.is 
enterprise for the month ofDecember 1995. 

Raw materials cons\1med 30,000 

Direct lohour charges 18,000 

Machine hours worked 1,800 

Machine hour rate 10 

AdminisLraiivc ovcrbCllds 20% on works eos1 

Selling overheads · I per unit 

Units produced I 26,400 uni1s 

Units ~Id 25,000 units · 8 per uoit 

Draft the cost statement and determine the cost per mtit, profit per unit sold and profit 
during the period. 

5.11 KEYWORDS 

Cost sheet: ll is a statement prepared for the computation of cost of a product/servict:. 

Direct cost: Cost incurred which can be easily ascertained aad measured for o product. 

i ndirect cost: Cos1 incurred cannot be easily ascertained and measured for a product. 
It is the combination of various overheads. 

Prime cost: It combi.ualion of all direct costs viz. direct materials, direct labour and 
direct expenses. 

Facwry cost: It is tile total cost incurred both di.reel and indirect. al the work spot 
during the production of an article. 

Cnst of produelinn: It is the combination of cosl of manufacturing aa article or a 
product and administrative cost. 

Cost of sales: It is the entire cost of a product. 

Selling price or Soles p rice: 11 is the summation of cost of sales and profit lllllJ'gin. 

5.12 QUESTIONS FOR DISCUSSION 

I. Define cost uuit. Give five examples of cost unit applicable to different industries. 

2. Distinguish between direct cosl and indirect cosL 

3. What are tlte components of total cost? Draw a fonnat of cost sheet. 
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4. Prepare a cost sheet to show the total cost of production and cos I per unit of goods 
manufactured by a company for lhe mon1h of Jan. 2005. Also find the cost of sale 
and profit. 

l'articulars ' Particulars -
S1ock of raw materials 1.1.2005 6,000 Factory rent and rates 6,000 

Raw materials procured 56,000 Office rent 1,000 

Stock of raw marcrial 3 J • 1.2005 9,000 Ucoerat expenses 4,000 

Direct wage~ 14,000 Discounl on sales 600 

Plant depreciation 3,000 Advertisement expenses 1,200 

Loss on the ,;ale of plant 600 Income tax paid 2000 

Sales 1,50,()0() 

5. XYION Co. Ltd. is an export orieuted company mauufacturing internal
communication equipment of a standard size. The company is to send quotations 
to foreign buyers of your product. As you, the chlef of cost accounts, are required 
Lo help the management in the matter of submission of the quotation of a cost 
estimate based on the following figures relating to the year 1984. 

Total output (in units) 20,000. 

P.articulars Pnrticulai-s 

Local raw materials 20,00,000 Excise duty 4,00.000 

Impor1s of raw malcrinls 2,00,000 Adminislracive office 4,00,000 
expcnsei; 

D1rcc1 JabouT in works 20,00,000 Salary of the mano1,>ing 1,20,000 
director 

Indirect labour in works 4,00,000 Salary of the joint l<0,000 
managing dircetor 

Sr or-age of raw matcri ais and 1,00,000 Fees of directors 40,00() 
spares 

f-uel 3,00,000 Expenses on advectisJng 3,20,000 

Tools consumed 40,000 Selling expenses 3,60,i.lO0 

Depreciation on plant 2,00,000 Sales depors 2,40.000 

Salaries of work~ pcTSoMel 2,00,000 Packaging and dis1rib111ion 2.40,000 

Prepare the cost stalemcut in columnar form. 

6. How would you determine and find lhe cost sbeet format of a company and bow 
does it finalise the product cost? 

7. 1n a cost sheet, should the administration overheads come before or after tJ1c 
adjustments for tbe opening and closing stock of finished goods? Support your 
answer with r~son.s. 

8. In a factory, there are two different types of bard disk drives manufactured viz 
SUMO 160 GB and BRA YON 320 GB models. From the following particulars, 
preparti the cost sheet showing all the necessary infomiation of cost as well as 
profit per USB sold. There js no opening and closing stock. 



Particulars SUMO 160 GB . BRA YON 320 Gn . 

Materials 54,600 2,17.360 

Labour 31,200 1,25.840 

Works overhead is charged at 80% on Jabour and office overhead is taken at 15% 
on works cost. The selling p1ice of both bard disk driv~s amou.n1e<l to · 2,000;..~56 
SUMO 160 GB ru1d 572 BRA YON 320 GB }lard disks were sold. '\ 

9. From the following information, prepare lbc balanc~ sl1ee1 fi-om tht: cost records 
of Aditya C11em.icals Ltd. for 1993. 

Par1iculars 

Finishc<l goods on 1-1-1993 S0.000 

Raw matclial on 1-1-1993 10,000 

Work in progress l •J-1993 14,000 

Direct labour 1,60.000 

Purchase of row ma\crfal 9X,000 

lndirccl labour 40,000 

Heat, light and power 20,000 

faetory, Jnsurnnce and Taxes 5.000 

Repairs lO pJill\( 3,000 

Factory ~upphes S,000 

Depreciation Efac1ory building 6.000 

Deprccia1ion Q,la!ll 10,000 

Fac1orycos1 of goods produced in 1993 2,80,000 

Raw material consumed in I 9x3 95,000 

Cos1 ofgoo<lssolJ in l9x3 l,6O,000 

No office and administration expenses were incurred during the year 1993. 
Prepare a statement of cosl for 1l1e year ending l 993 giving maximum possible 
infom,ation and its break up. 

10. Discuss analytically, direct aml indirect costing. 

11 . Whal is Tender or Quotation sheet? 

12. Explaio on what basis tender sheet is prepared. 

I 3. Write a l-horl uote oo manufacturing account. 

14. FoJlowing are the particulars for the production of 2000 sewing machines of ABC 
Co Ltd. for the year 2JJ07: 

Cost of materials · l ,&0,000; Wages · 3,40,000; Manufacturing expeID>~ 
· 1,20,000; Salaries · l ,00,000; Rent, Rates anti Insurance · 40,000; Selling 
expenses · 40,000; General expenses · 30,000 and SaJes · 9,00,000. 

Prepare cost sheet al a profit of 10% of selling prict:. 

15. The accounlS of Pleasant Company Ltd. show detai Is for the year 2004: 

Materials 

Labour 

Factory overhead 

Administration overhead 

. 550000 

· 300000 

. 70000 

. 59080 
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W11at price should the company quote for a refrigerator? It is estimated that 
' 2000 in materials and · 900 jn labour will be required for one refrigerator. 
Absorb factory overhead on the basis of labour and administration overheads on 
the basis of works cost A profit of 10.5% on selling price is required. 

Check Your Progress: Model Answer 

I . Indirect costs 

2. Factory cost or works cost 

3. Cost of production 

4. Cost of sales 

5. Raw materials 

6. Finished goods 

7. I ndircct expenses 
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6.0 AIMS AND OBJECTIVES 

After studying tbis lesson, you should be able to: 

• Understand the concept of overheads 

• Discuss the procedure for accounting an<l control of overheads 

• Explajn the allocat..ion aod apportionment of expenses 

• Learn tbc apportionment of service department costs lo production department 

• Uoderslanu the meaning of absorption of overhei:lds 

• Discuss the determination of overhead_ rates 

• Describe the different method.:: of absorption of overheads 

6.1 INTRODUCTION 

Overheads are those costs required to run a business, but which cannot be directly 
attributed to aoy specific busioess activity, product or service. Overhead expenses arc 
all costs ou tbc income statement except for direct labour, direct materials and direct 
expenses. Overhead costs do not directly lead lo the generation of profits. Overliead is 
stiU a.ccessary, since it provides critical support for tlte gi:meration of profit-making 
activjties. The cost of any product is normally classified into two main segments viz 
Direct and Indirect Cost. The entire segments of indirect costs are known as 
overheads, which normally include indirect mawrial, indirect labour and indirect 
expenses for the benefit of many cost centres. The indirect cost component is a 
component of cost which cannot be easily or conveniently identified for a particular 
product is known as overhead. ln geoeral, any expense which is incurred over and 
above the prime cost of the product is known as overhead.:: viz. Factory overheads, 
Administrative overheads, Selling and Disuibution overheads. These overheads are 
nothing but indirect expeoses at every level not only for the manufacture of the 
products but also for selling and distribution of products in the market. 

In this lesson, we will study the c011ccpt of ov1.:rhcads, classification of overheads, 
procedure for accounting and control of overhe<1ds. We will also study the al1ocation 
and apportionment of expenses and at the end, we will study tbc apportionment of 
service department cosrs to production departments. 

6.2 CONCEPT OF OVERHEAD 

Overhead has been defined by the Institute of Cost and Work Accountants, London as, 
Ohc aggregate of indirect material cost, indirecl wages and indirect expenscs6 13y 
indirect, it means one Ovhich cannot be aHocate<l, but which can be apportioned lo or 



absorbed by coRt centre or coRI uuit6 Overheads arc those indirect costs which canno1 
be directly related to any product, job or process, because they Cltlll10l be directly 
attached to production activities. A major part of the total cost is overheads. The total 
cost is divided into: Prime Cost, Factory Cost and Administrative Cost. Overhead 
compris~ indirect material, indirect labour and indirect expenses. 

Blocker bas defined lhc overhead costs as, .. Operating of a butiness enterprise which 
cannot be rrac:ed dfrectly to o particular unit of outpuJ ". Overheads a re tbc indirect 
costs which cannot be directly a llocated to any particular job and production aclivily 
or proc~s as they are not capable of being specifically identified to any particular 
activity. 

6.2.J Elements o f Overheads 

Overheads J1ave tlu·ee in<lirecl elements of cost. The three elements 11rc: 

• J ndircct material 

• Indirect labour 

• Jndirccl expeas~ 

Tb~c indirect clements of cost have no bearing whatsoever with U1c level of activity 
or volume of production. 

6.2.2 Importance of Ove rhead Costs 

Due Lo rapid industrialilation, huge expenses were incurred by lhe industries, which 
were nol able chargi:: for a particular unil. These expenses play significant part in Lhe 
total cost of a product, which warrants careful analysis not on1y to know the reasons 
for ascertainmeJ1l but a lso to control them Normally, the overheads caul.lOt be 
a llocated but Uiey arc suilably apportioned and absorbed through suitable method,;. 

ls a11 increase i11 Ille overhead a11 i11dication of inefficiency? 

No, an iocreaRe in the overhead may be due to many reasons, but not due to 
ine fficiency of the organisation. The hike in the volume of overhead.:; owing to lhc 
following reasons: 

I. Dut: to mechani7ed large scale ofprodut"tion 

2. Due lo increa:sc in the e fficiency of the labour force which may in tum iocrcase 
the level of productivity of the orgarusation 

3. Due to application of capital intensive technology rather than labour intensive 
technology 

4 . More use of mechanized devices leads to incur greater amount of overheads due 
to gi-eater depreciation, majntenance charges, fuel. oil. power and so on. 

5 . The methods of work study paves way for Ute organisation to brin.g down onJy the 
direct cost compooeot of tbc product but not the overhead The reduction of direct 
cost compooent due lo work-study leads to increase in lbe volume of indirect 
u.ninteotionally and unknowingly. 

Tha1 is wily. the overhead costing plays vital role in ilic costing and management 
accounting. 

6.3 CLASSIFICATION OF OVERHEADS 

The overbead clussificatfon depends upon the type and size of Lhe business, nature of 
product, services of ti.le product and variom; policies of the managemcol regarding 
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product or outpul. The following arc the important bases of classification of 
overheads: 

(i) Nature-wise Classification, 

(ii) Function-wise Classification, 

(iii) Variability-wise Classifaatioo, 

(iv) Controllability-wise Classification, aod 

( v) Nonnality-wisc Classiiication. 

The following chart shows their classification at a glance: 

i 
Nature-wise 
Classification 

l 
Indirect 
Material 

Indirect 
Labour 

Indirect 
Expenses 

Classification of Overheads 

i 
Function-wise 
Classification 

l 
Production or 
Manufacturing 
Overheads 

Office and 
Administration 
Overheads 

Selling 
Overheads 

Distribution 
Overheads 

Research and 
Development 
Overheads 

~ 
i 

Variability-wise 
Classification 

l 
Fixed 
Overheads 

-Variable 
Overheads 

Semi
variable 
Overheads 

i 
Controllability-wise 
Classification 

l 
Controllable 
Overheads 

Uncontrollable 
Overheads 

Figure 6.1 : Classification of Overheads 

6.3.1 Naturc~wise Classi tkation 

l 
Normality-wise 
Classification 

l 
Normal 
Overheads 

Abnormal 
Overheads 

Under this classification, expenditures arc classified inlo three categories: 

• Indirect Material: Indirect matl"rials which are used in the manufacturing process. 
which cannot be aUocatcd to a particular job or production but is absorbed by cost 
ceotrcs or cost units. The examples of indirect materials are consumable stores, 
lubricating oil, loose tools, conon waste, etc. 

• Indirect Labour: ft includes such wages which cannot be allocated, but which can 
be a-pportioned by cos1 centre or cost unit. Th.c examples of indirect labour are 
salary of forem1.,'Tl, supervisors, works manager, store-keepers, wage of 
maintenance, idle time cost, holiday pay, workers compensation, employerG 
contribution to provident fund, overtime wages, elc. 

• Indirect Expenses: Tbe expenses which canno! be aUocated directly but which 
can be apportioned to or absorbed by cost centre or cost unit. The examples of 
jndirect expenses are factory rent charge, charges of lighting and heating, 
depreciation, insurance, factory expenses, adnrinistration, selling and distribution 
expenses, etc. 



6.3.2 Function-wise Classification 

Und1...T this classification, tl1e various ftmctions performed by the industry or 
organisation. In this classification, overl1eads arc classified as follows: 

• Produdio1t or Manufacturing Overheads: It is al.so known as factory overhead, 
works overhead or manufacturing overhead. The production overl1~d is lhc 
indirect cost which inc ludes indirect material, indirect labour and in<lfrect factory 
expenses. It includes alt overheads incurred from the stage of productim1 of 
materials till the completion of tlie manufacture. Following arc the production 
overheads e.g. rent, municipal taxes, depreciation, insurance of the factory, 
machines and equipments, factory lighting, beating and air-conditioning, fueJ and 
power, drawing expenses, factory manager salary. consumable stores. small tools, 
repairs of factory buildings, plant, machines and equipmenl, store-keepiJ1g 
expenses, cost of idle time, overtime, ho liday pay, workersO!rain-ing and welfare 
expenses, inspection, factory telephone and stationery expenses. 

• O.fflce and Adminlstratioti Overheads: These are also known as general 
overheads. Jt is the -indirect expen<titure incurred in formulating the po licy, 
d irecting the organisation and controlling the operations of an undertaking which 
is not related directly to research and development or production and selling 
activities. The administrative overhead costs may include the followiJig: acco011t 
office expenses, audit foes, office staff salaries, postage, stationery, telephone and 
telegrams, legal expenses, depreciation, insurance, reul of the office building, 
office equipments and office furniture, bank charges, salary to general manager 
and office electricity expenses. 

• Selling Overheads: lt is the expenditure incurred in promoting sales and retaining 
customers. It includes: advertisement, bad debt<;, quotations, price lists, salaries 
and commission of salesmen, selling agents, travellin g expenses, postage, 
telephones, stationery of sales office, salary of saJes manager and sales office 
staff, window-dressing expeDScs, etc. 

• Dislribution Overheads: The expenses pertaining lo de livery of goods lo the 
customers fall under this distributfon overhead. It includes: packing material and 
expenses, carriage outward, transport expeoses, maintenance, repairs, dcpreciatiou 
of deli very vans, depreciation, repairs of the warehouse, salary of warehouse staff, 
insurance of warehouse, losses in warehouse, wastage of finished good.-:, etc. 

• R esearch and Development Overheads: The research expenses arc the cost of 
searching for new and improved products, new applications of products and 
improved methods and techniques. The development cost is the cost of the process 
which begins with the implementation of the decision to produce a new or 
improved method and ends with the commencement of formal production of th!;;: 
product. 

6.3.3 Variability-wise C lassification 

The overhead<; can be classified according to variability into: 

• Fixed Overheads: Fixed overhead is one which tends to be unaffected by 
variation in volume of output. But tl1ey arc fixed up to a level of production. The 
fixed overheads are related to the periods, and so the fixed costs are also known as 
Period Costs. The examples of fixed overheads are: rent and taxes of the factory 
and office buildings, insurance charge of plant, machine and building of fact0ty 
and office, depreciation of building and machine of factory and office, sala1ies of 
foreman, works manager and other manageri11l staff, inleresl on capital, 
watchmanG salary, monthly repairing charges, fixed charges of telephone, 
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depreciation of office furniture, salari<.,'S of pcrmanenl Slaff of sales department, 
rent and depreciation of the sak-s office or the warehouse, depreciation on delivery 
vans, fixed expenses of guest house, etc. 

A feature of lbe fixed overb(,-ad is that I.he rate of output per unit reduces as ilie 
production increases and vice versa. For example, the fixed overhead cost is 
· 4,000. If I 00 units are produced, the cost per unit will be · 40 and if the 
production increases to 200 units, the cost per-unit wiU go down to · 20 p1.,-r unit. 
The cost per unit chaogcs but the total cost remains the same. 
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Figure 6.2: Fixed Overheads 

• Variable Overheads: These costs change ju the same ratio in wl1ich the output 
changes. It means the variable overhead is one which tends to vary directly with 
volume of output. The variable cost increases io direct proportiou with the 
increase in production aud decreases in the same proportion with decrease in 
production. 1t is known as direct cost. The examples of variable overhead arc: fuel 
and power, lighting, hearing, overtime, small tools, store expenses, postage, 
stationery, salesmaoG commission, discounts to customers, bad debts, branch 
expenses, travelling salesmaoG expenses, packing charges, carriage uutwarc~ 
variable expenses on delivery vans, etc. 
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Figure 6.3: Variable Overheads 

On making a comparison bet ween fixed cost aud variable cost, we fiod that the 
total fixed cost (emains constant, while lhe tolal variable cost changes 
proportionately. 

• S emi-variable Overheads: Semi-variable overheads arc also koowo as semi- fixed 
overhea<.L-;. It is an overhead which is partly fixed and parrly variable. T here is 
hardly any difference 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 par~ ii may be called semi-var iable. 



Examples of semi-variable overhead<: are charges of telephone aud electric ity. The 
following figure shows U\e semi-variable overheads: 
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Figure 6.4: Semi-va riable Overheads 

6.3.4 Controllability-wise Classification 

On the basis of con1roUability, overl1cads may be classiCied inlo 1wo categories. They 
are as follows: 

• Cnntro/lahle Overheads: Those overhead costs which can b~ con1rolle<l by 
managerial influence fall under I.bis category. All variable cc,sts are contro llable. 

• Uncontrollable Overhead: The overhead costs which are bcyoud the cootrol of 
m;mageriul decis ioos are uncontrollable cost<:. All fixed overhl:ad costs fall u nder 
this category. 

6.3.5 Normality-wise C lassification 

On the basis of normality, overheads may be classified iuLo two categories. Tltey arc 
as follows: 

• N ormal Overheads: Normal overheads refer to such overheads which are 
expected to be incurred in attaining a given output. T hese overheads are 
unavoidable. They are, therefore, induded in production cost.s. 

• Abnormal Overheads: They refer to those overhead cos1s whic h arc not expected 
10 be incurred in a ttaining a given output. e.J<., co~, of abnorma l idle time. S uch 
costs an:: charged to costing profit and loss account. 

6.4 PROCEDURE FOR ACCOUNTING AND CONTROL OF 
OVERHEADS 

Under a normal cos1ing approacb, actual overhead costs are never assignt:d to jobs. 
Overhead is applied to caclt individual job u sing a predetermined overhead ra1e. Even 
with this system, however, a company must still account for acrual overhead costs 
incurred. Thus, we will first describe how to accoun.t for applied ovcrhend and then 
discu ss accounting for actual overhead. 

6.4.1 Accounting for Overhead Application 

Assume t hat Bob J1as estimated overhead cos1s for the year at · !l,600. Additionally, 
since he expects business to increase throughout lhc year as be becomes establisl1ed, 
he estimates 2,400 total dirc..-ct Jubour hours. According ly, the prcdett--nniocd overbead 
rate is as follows: 

Overhead rate= · 9,600/2,400 .hrs."' · 4 per direct laboUJ' hour 
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Ovt.7hcad costs flow into work-in-process invcutory via the predetermined rate. Since 
direct labour hours are used to assign overhead into production, the time tickets serve 
as the source documents for assigning overhead to individual _jobs aud to the 
controlliog work-in-process inventory account. 

For Job l 0 l , with a total of 60 hours worked, the amount of overhead cost posted is 
· 240 (" 4 x 60). For Job 102, the overhead cost is · 100 C 4 x 25). A summary entry 
reflects a total of · 340 (i.e. all overheads applied lo jobs worked on during Jaouary) 
in applied overhead. 

Work-in-Process inventory 340 

Overhead Control 340 

Tb.c credit balance in the overhead control account equals the total applied overhead at 
a given point in time. Io oormal costing, only applied overhead ever enters tl1e work 
in-process inventory account. 

6.4.2 Accounting for Actual Overhead Costs 

To iJlustrate how actual overhead costs are recorded, assume that A II Signs Company 
incurred the following indirect costs for January: 

Lease payment · 200 

Utilities 50 

Equipment depreciation l 00 

Indirect Labour ~ 

Total Overhead Costs · 415 

TJ,e usual procedure is to record actual OV(.,'Thcad costs on the debit side of the 
overhead control account. For example, the actual overhead costs would be recorded 
as follows: 

Overhead Control · 415 

Lease Payable 200 

Utilities Payable 50 

Accumulated Depreciation- Equipment 100 

Wages Payable 65 

Thus, the amount of the debit side of the overhead control gives tbe total actual 
overhead costs at a given point in ti.me. Since adual overhead costs are on the debit 
side of Otis account and applied overhead costs are on the credit side, tbe balance in 
overhead control is the overhead variance at a given point in time. For All Signs 
Company, at the end of January, the act11al overhead of · 4 J 5 and applied ovediead of 
· 340 emerge s under applied overhead variance of · 75 C 415- 340). 

6.5 ALLOCATION AND APPORTIONMENT OF 
OVERHEADS 

This section will help you undt--rstand the meaning of allocation and apportionment of 
overheads, cliffercnce between allocation and apportionment of overhead~ and basis of 
apportjonmeot of factory overheads. 



6.5.1 Allocation of Overhead 

Allocation of overhead cost refers lo Cl.he allotmeoi of whole items of overhead costs 
lo cost centre or cost unit6 Jn otht.-r words, allocation implies l11e identification of the 
overhead costs with reference lo particular cost cencre, i.e., productiou and service 
departments to wbich they relate. ll involves charging to a cost centre those overheads 
which arise solely from the exisknce of that centre. Obviously, prior 10 charging 
overhead ro a particular departrnenl or cost centre or cost unit, tbe exact amount of 
overhead. expense attributable to it musl be known allocation of overheads. Allocation 
of overheads is, ll1ercfore, the process uf distribution of overhead expenses on a 
department.al basis. Some items like wages paid to maintenance workers cannot be 
directly attributed to product but can be spt-cifically auributed to tbe maintt:nance 
service department. Sucl1 items of cost as indirect matcriaL., indirect labour, elc., can 
also be allocated lo differeot departments or cost ceu1re. 

Cost allocation is the allotment of whole item of cost-to-cost ct:ntres or cost units. It 
means tJ1at tht: chru·ging of expenses is whoUy allotted witl1 a particular departmeul or 
cost cenlre. 

For example, overtime wages paid to the workers E) nonnalJy could be ideutified 
through lbc payment, which bas been made to whom. 17tis could be easily identified 
that overtime wagl.'S are paid to the workers of the particula.r Ut,-parlment. 

ln a nul~hell, the a llocatio11 of overheads could be registered as an allot1nent of whole 
item of overheads without any break ups to a particular dcpar1r.nent or cosl centre is 
known as allocatioo of overheads 

6.5.2 A.pportionmenl of Overhead 

Apportionment refers to tl1e distribution of overbt-~dds among different departments or 
cost centre oo suitable basis. It involves charging a share of the total overhead cost to 
a number of cost centres, il1dircc1 expenses sucl1 as rent, lighting aod telephone 
charges, general manager's salary, etc., iocumxl for the entire factory need to be 
apportioned between different production and service departments 011 an equitable 
basis. The seniice dcpartmCTII overhead costs, in rurn, need to be apportioned among 
tbc production departments. Finally, the aggregate overhead cost of eac)1 production 
depar~nt is charged to the cos1 ceutre or cost ttnit, i.e., products, processes or jobs. 
This type of apportionment is knowu as absorptioll of overhead. 

Cost apportionmeot is the: alloLment of overhcaru, to various cost c<:nln:s or cost units, 
wJtich cannot be easily idcnli(ied exclusively for a particular cost centre or cost unit 11 
normally arises to the expenses, which are genera] in character not only to a parlicular 
cost centre but also for many in numbers, attained through division of expenses. 

6.5.3 Distinction between Allocation and Apportionmen1 

The terms aUocatiou and apportiowneot are oHcn used interchaogeably. Although, tlie 
purpose of botl1 is the identi fi cation and aUotment of overhead.~ to cost centre or cost 
unit, buc there is difference between lhc two. The following points will make the 
distinct ion clear: 

(i) Allocation refers to the distribution of overheads on departmental basis, wlrile 
apportionment is a process of <listribulion of overhead costs o( one department to 
the other department. 

(ii) Allocation is a much wider term than apportionment, as it leads Lo apportionment. 
Overheads caODot be usually allocated lo products as thc:y cannot be identified 
easily, but they can be a.ppor110ued to products on some equitable basis. 
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(iii) Certain overheads like telephone and clect.1icity charges can only be allocated to 
products, if they are apportioned on sound equitable basis. 

(iv) AJlocation needs no basis for the distribution of overheads among production and 
service departments, while apportionment need,; an ettuitable basis for the 
distribution of one department overhead cost lo other departments or cost centres 
or cost units. 

(v) Cost allocation deals with whole items, whereas cost apportionment is concerned 
with charging a share of the aggregate overhead lo a number of departments or 
cost centres or cost units. 

Thus, both allocation and apportionment are concerned with the distribution of 
overl1eads. Whereas allocation is the <lircct allotment of identifiable overheads to the 
relevant cost centre, apportionment is the proportionate allotmcnl of one department 
overhead to other departments on an equitable basis. 

6.6 BASIS OF APPORTIONMENT OF FACTORY 
OVERHEADS 

The following are t.be bases of apportionment of factory overheads: 

(a) Floor Area of Departmental Buildings: The overheads are apportioned on the 
basis of floor area occupied by each department. This is a simple and better 
method. The values of the buildings arc not uniform to cover expenses like 
lighting, healing, rent, elc. 

(b) Number of Employees in Each Departme/11: Overheads iikc canleeo expenses, 
labour, labour wclfa.n.: expenses, wages of time-kee pers, wages of factory 
manager, dispensary expenses, elc., arc apportioned on the basis of number of 
employees in each department. 

(c) Percentage or Proportion of Buildings and Plants: Overheads related to 
buildings and plants arc apportioned in the ratio of their values, e.g. depreciation, 
insurance, rent, interest 011 capital, e tc . 

(d) Departmental Production Hours: The overheads are apportioned on the basjs of 
production hours worked in each department. These hours may be machine hours 
or the direct Jabour hours. The expenses of factory management, administratjou, 
supe1-v1sion, research and development, etc., are ap_po11ioned 011 this basis. 

(e) Technical Basis: Technical basis is applied to apportion the following expenses: 
Expenses of clectricily, air, gas, sleam and water. 

(i) Electricity expenses can be apportioned on the basis of number of bulbs, tube
lights, fans or watts of electricity used in cacb department. Jf the departments 
have their separate mctt..'TS, the expenses of electricity can be apportioned in 
the ratio of separate meter readings. 

(ii) Air, Gas, Stearn and Water expenses can also be apportioned on technical 
basis .in the ratio of meter readings . 



The following is a list of r.nore conventional basis of apportionment commonly used in 
manufacturing organisations or industries: 

Table 6.1: List of more Collvcotional Basis of Apportionment 

S.No. O vcrhcHd Cost Bui.s of Appnrtionmc,u 

(i) rcrwnncl Department Number of employees in each di:partmcot or 
Lttbow- hours worked. 

(ii) fimc-kccpmg Depanmcnl Number ofworker-s in e.ioh dcpar1mcn1 Macliinc 
hours or Total labour. 

(iii) Maiotennncc Departmcnl Hours used, No. of cards punched, c1c. 

(iv) SrOfc-kccping f')cp.lnrnmt Qwmtity or Cost of inatcrinls used or No. of 
requisitions. 

(v) Purchase DepartmC'!'\t Co~, of material purchased or No. of purchase 
orders placed. 

(vi) Building Service Dcpnnmcnt Space occupied by each dcpurtmcnt. 

(vii) f'ocwry Rent, Rates and Taxes, Heating Floor !>"J)Oec occupied or Floor area. 
and Lighting, Rcp.,ir;:, .DcpreLintion and 
Insurance of Factory l:3ni!dings. 

(viii) Air Condi1ioni11g Floor space occupied. 

(ix) Depreciation and lnsur,mcc of Plant, Capital value ofm:ichinery. 
Machinery and Equipmmt. 

(x) Elee1ric Power Horse power, kwh, HP mullip\icd by h~. 
machine capacities. 

(x1) Eloc1nc ught Number of light pointS. floor space occupied, 
boors used, or walls if SCparlllC l1lCI en; are 
avaifablc. 

(xii) S1enm Based oo a conStuoprioo return or po1cn1ial 
consumption. 

(xiii) Canteen Expcns~, Labour Welfare Number of workers or wages for C:\Ch 

Expenses, T1me-kcepi_ng and Other depanmcn1. 
Oencfits. 

(x.iv) Machine Shop Machine hours, Labour hours. 

(xv) Delivery E"<penscs Weight, volume, ton.mile, etc. 

(xvi) Jnrcmal Tr.msport Weight or Value of products handled. 

(xvii) A11di1 fee~ Sales or Total wst. 

(xviii) Tabulation ExpCMcs Hours used, Number of cards punched, etc. 

Example: The K11.rlik Company is divided into four departments. A, 8 and C are 
production departmcnls, and D is a service department. Tbe actual costs for a period 
are as follows: 

Expenses 

Rent 

Repairs 

Depreciation of p}anl 

Ligh1 expenses 

Supervisioo 

Fire insurance 

Power 

EmployerG liability insurance 

10.000 

6,000 

4,500 

1,000 

5,000 

5,000 

9,000 

1,500 
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The foUowing information is available in respect of the four departments: 

Dcp~rtmeuts 
<\rea No. of Total Wnge~ Value of Plant Value of 

Sq. fl. Employees C) C) Stock C) 

A 1,500 200 60.000 2,40,000 l,50,000 

B I, 100 150 40.000 1,80,000 90,000 

C 900 lOO 30.000 1,20,000 60,000 

l) 500 50 20,000 60,000 f) 

Apportion the co:sts to the various departments on the most equitable method 

Solution 

Statemeat of Departmental Overhead Primary Distribution 

Production Departments 
Total I 

Jtems of£ Xf)enscs Basis of Service 
Apportionment A n C 

Dept D 
Cl C) () 

C) 

Rt.'111 floor area 3.750 2,750 2,250 1,250 10,000 

Repairs of Plant Planr value 2.400 l ,l\00 l,200 600 6.000 

Dept of Plant Plan< vnlue l,800 1,350 900 450 4,500 

Light exp. Floor area 375 275 225 125 1,000 

Supervision N"o. of employees 6,000 4,500 3,000 l ,500 15,000 

Fi re Jnsurance Stock value 2,500 1,500 1,000 f) 5,000 

Power Plant value 3,600 2,700 1,800 900 9,000 

Einploycr() Liability Total wages 600 300 400 200 1,500 
Tnsurance 

T otal 21,025 15,275 10,675 5,025 52,000 

Working ,wte: Lighting should always be apportioned on the basis of the number of 
light poiots. 1n the absence of this information, the floor space occupied may be used 
as the basis. In this case, fire insurance is assumed to relate to only stock and has been 
apportioned on the basis of va Jue of stock. 

6.7 PRINCIPLES OF APPORTIONMENT 

The principles of apportionment are given below: 

(i) Service or use or benefit accrued: The apportionment of overheads should be 
carried out on the basis of benefits extracted or used or accrued. The maintenance 
cliarges/ex_penscs are normally apportioned on the basis of the worth of machines 
involved or on the basis of machine hours. 

(ii) Ability to pay method: The overheads a re apportioned on I.he basis of ability of the 
departments i.e. ability to earn. The department, which bas greater ability 10 earn, 
should be apportioned more ovcrbe.:1ds than the departments which have lesser 
ability lo earn. This method of apportionment is lalang place a t tl1e cost of the 
efficient tinns. 

(iii) Efficiency method: The apportionment of overheads is taking place on the basis 
of efficiency of the d.epart1m.'Uts. 

(iv) Survey metltod: Il is mosl important method which facilitates the organisation to 
apportion the overheads not on the basis of benefits accrued. The measurement of 
benefits may be subject to variability, which is normally carried out through the 
survey. The surveys arc conducted to know the extent of various factors of 
influence in apportiorung the overbeam;, more particularly in terms of benefits. 



Example: Tltc woolen compaoy is divided into four departmcntc; viz W, X, Y are the 
producing dcparonems and Z is a serV1ce depar~ent. The actual cosl for a period is as 
follows: 

rftrticulars . 
Particulars . 

Rent 1,000 Supervision 1,500 

Rcpail'll 10 -phuu 600 Fire insurance in respect o f stock 500 

Depreciation of plant 450 Power 900 

F.mployersCLinbili1y for msurancc 150 Llghl 120 

The following information is available in respect of the four departmentc:: 

Partk uhl r~ Dept W (} Dept. X C) Dept. V ( ) Oept. Z C) 

Arca(Sq. meters) 1,500 1,100 900 sou 
Number of employees 20 15 10 s 
Total wages 6,000 4,000 3,000 2.000 

Value of plant 24,000 18,000 12,000 6,000 

Value of stock 15,000 9,000 6,000 - ·--- · 
H. P. of Plant 24 18 12 6 

Apportion the costs to the various departments on the most equitable basis 

S. No. Hem Basis of Tot al l'roduct ioo Scr"ic_c 
1ppor tionmcnt Amount Depar1ment Oepartmcnr 

C) wn xn YC) z C) 

I Rent Floor Aica 1,000 375 275 225 125 

2. Repairs 10 Pinnt value 600 24() 180 120 60 
plant 

3. Depreciation Plant value 450 l &O 135 90 45 

4. Ugh1 J-'loor ar<.'a 120 45 33 27 15 

5. l'ower H.P. of Plant 900 360 270 1110 90 

(,, Sup()l"Vision No or employees 1,500 600 450 300 150 

7 Fire insuranct Srock value 500 250 150 100 

8. Employct() No of employees 150 60 45 30 15 
Liability for 
insurance 

Tohtl 5,220 2 ,110 1,531! 1,072 500 

6.8 RE-APPORTIONMENT OF OVERHEADS OF SERVICE 
OEP ARTMENT TO THE PRODUCTION DEPARTMENT 

I 

The service department costs are normally apportioned to tbe production departmeuts 
at where rJ1e production is taking place. This apportionment of overheads of the 
service depart01en1 to production departments immediately after the primary 
distribution overheads is known as secondary distribution of ovcrl:tcads, in other 
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word-;, as Re-apportionment of overheads. For re-apportioning the overheads, the 
following bases are considered. 

SI. Service Departmen t cost Basis of Apportionment 
~u 

L Mainlenance Department Hours of service rendered for each dcpartrneni 

2. Pay roll department No. of employees in each department 

3. Store keeping dcpanment Value of materials of stored by each ckpanrncnl 

4. Personnel department No. of employees in each dcpanment 

5. Welfare and other amenities No. of employees in each department 

6. Purchase dcpartrncnt No. of purchase orders or value of inatcrials required 
by each deparrmcnl 

7. Civil engineering department No. of buildinf,'S/Rclativc area occupancy of the 
buildiJ'lg 

ll. Internal transport service Weight and value of the goods transported or Weight 
and distan<:c carried out 

9. Transport department Ci:ane hours, mile-age, truck mileage, tonnage han<llc<l, 
number of packages 

tO. Power house Floor area, cubic content 

There arc various renowned re-apportionment methodi;, which are mentioned as 
following: 

• Direct distribution method 

• Step method 

• Reciprocal Service method 

6.8.1 Direct Distribution Method 

Under this methodolO!,')', the apportionment of overheads of the service department is 
taking place directly to the production departments without considering the services 
reodcrcd by one service department to another. This method is apportioning tbe 
overheads not scientifically to the production departments, which leads to either the 
overcharge or W1dercharge of overheads in addition to the primary distribution of 
overheads. This does not pave way for rbe accurate computation of the overheads of 
each department due to inadequate importance is given to the service deparlmcots. 

Example: In a XYZ engineering factory, the following particulars have been colkcte<l 
for three months period t--nded on 31st March 2007. You are required lo prepare 
product.ion overheads distribution summary mustrating dearly the basis of 
apportionment where !.bat is required. 

The expenses for the period were: 

Motive power · 1,100; Lighting power · 200; Stores overheads · 800; Amenities to 
staff · 3,000; Depreciation · 30,000; Repairs and maintenance · 6,000; General 
overheads· 12,000 and Rent and Taxes · 550 

Apportion the above expenses of service department E in proportion of 3:3:4 and 
those of service department D in the ratio of 3: l: l to departments A, B, and C 
respectively. 



It em 

Dirc;ct wages C) 

J)irccl material C ) 

Staff Nos. 

Electricity Kwh 

Light Points Nos. 

Asset value C) 

Area occupied 

Sq.m 

SI. Particul11rs 
No 

1. Direct wages 

2. Direct material 

3. Motive power 

4. Lighting power 

5. Stores 
overheads 

6. Amenities Lo 

staff 

7. Dcpreciarion 

8. Repairs and 
maintenance 

9. General 
Overheads 

10. Rent and Taxes 

I 1. Total 

12. Dcp1. E (3:3;4) 

13. Dept. D (3:1 :I) 

14. 

Production Dcpartmenh Service Departments 

2,000 1,000 4,000 l ,000 2,000 

1,000 2,000 2,000 1,500 1,500 

100 150 150 50 50 

4,000 3.000 2,000 1.00<) 1,000 

10 )6 4 6 4 

60,000 40.000 30,000 10.00U 10.000 

J50 250 50 50 50 

Prod uction overhead distribution summary 
for the quarter ending 31st Mar, 2007 

P roduct ioo Departments Service Tota l 
Depa rt ments 

A B ( D E 

1,000 2,000 3,000 

1,500 1,500 3.000 

400 300 200 100 100 1,100 

50 XO 20 30 20 200 

100 200 200 JSO 150 soo 

600 900 900 300 300 J ,000 

12,000 8,000 6,000 2.000 2,000 30,000 

2,400 1,600 1,200 400 400 6.000 

2,000 3,000 4,000 1,000 2,000 12,000 

ISO 250 so 50 50 550 

17,700 14,330 12,570 6,530 8,520 59,650 

2 ,556 2,556 3,40X (8,520) 

3.9)8 1,306 1,306 (6,530) 

24,174 IX,192 l7,2X4 --··-- -·~-- 59,650 

The next method is step met11od in re-apportioning the ov(:.'Theads. 
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6.8.2 Step Method 

Under tbis method, the overheads of the serviceable departments a.re considered for 
apportionment. The costs of the first service department are apponiooed to the 
remaining service and production departments. Tbis process is CV<..T going proct::ss till 
the cost.s of the last service department are apportioned to all production departments . 

6.8.3 Reciprocal Service Method 

Under this method, the service rendered to the other service departments a.re 
considered unlike the earlier i.e. step method. For charging the ovcrliead 10 service 
departments, if there are t wo service department.s, each deparlmcnl should be in a 
position to render service to the other. 

The following arc I.he various methodologies: 

• Simultaneous Equation M ethod 

• Repeated Distribution Method 

• Trial and Error Method 

Simultaneous Equation M.etliod 

Under trus method, the original cost of the service departments arc ascertained at first, 
and then those are appor1ione<l to the various departments in accordance wi1h the 
given percentage. lt is being determined by way of establishing the simultaneous 
equations among the serv1ce departmt.nts. 

Repeated Distribution Method 

Under this method, the volume of overheads of the various service departmt:nls is 
apportioned to the production d<--panments according to the certain percentages until 
the figures become smaller not further having the possibility to apportion the 
overheads. 

Trial and Error Method 

Uadc.-r this method, the overheads of tbe first service department are apportioned to 
another cost centre. The cost of another service centre and lhe share received from the 
fust service centre is to be appo1tioned to the other cost centres. This process has to be 
prolo11ged till the overheads oftbc service departments arc negligihlc in volume. 

6.9 DETERMINATION OF OVERHEAD RA TES 

The rate at which overheads are to be absorbed in cost uoits fa referred to as overhead 
absorption rate. There are several mctJ1ods iu use for determini.og overhead rates. 
Fixing of overhead rates is necessary for absorption of overheads lo cost units on a 
logical and equitable basis . The total overheads divided by the quantity or the value of 
the base selected deten.nines the overhead rate. Tbe following are the overhead rates: 

(i) Actual overhead rate, 

(ii) Predetermined overbe<id rate, and 

(iii) Standard rate. 

(i) Actual overhead rate: Actual overhead rate is determined by dividing the 
overhead expenses incurred during tJ1e accounting period by the actual quantum of 
the base selected, such as unit of products, direct wages, direct material cost, 
labour hours or machine hours. The basic principle in costing is that the recovery 



of overl1ead s h.ould be made on actual basis, as far as possible, so thal overheads 
may be direclly charged to jobs, pr()C(,'SSes, operations or products. 

A IR t 
Actual overhead expenses incurred during a period 

crua a e = - -----~-- ------=---=-----
Actual quantity or value of the base for the period 

OR 

A I R 
Actual overhead,; 

ctua ate= - ----
Actual base 

Actual overhead rate method is not he lpful as the actual rate can be ascertaine tl 
only after lbe accounting period is over when the actual figures would be 
available. This ca lculatio.n causes deh1y in finding out the costs of present 
production. 

(ii) Predetermilted overhead rate: Predetermined overl1ead rates are tbose which are 
established well in advance be fore commencement of production. Predetermined 
overhead rate is computed by dividing the budgeted overhead expenses by the 
budgeted base. Prcdetcrmination o f ov<..-rhcad rates js of practical use in regard to 
managerial control over cosL'i. On the basis of predetermined overhead rates, 
prompt p repa ra tion of cost estimate and quotations as well as fixation of sales 
prices is possible. Adoption of predetermined overl,ead absorption rates is 
practically useful in organisations foUowing a budgetary contro l system. 

Estimated factocy ov~rhead for the budgeted period x 
100 

Eslimated direct material cost of produ ction 

Predt:termined overhead rate is practically used in costing. Predetermined 
ovcrh1:ad rale is calculated as follows: 

P ed 
. c.1 Ra Estimated or Budgeted overheads 

r eterm1oe te = - -----~- ---
Estimated or Budgeted base 

(ili)Standard raie: Standard rate is used in place of predetcnninetl rate and calculated 
from the following formula: 

S d d R 
Standard overheads 

tau ar ate = S d rd b tan a ase 

6.10 METHODS OF ABSORPTION OF OVERHEADS 

The next importaot step is to accouut the apponioned overhead'-. The metbod of 
overhead absorption could be explained that Glow to recover the cost from the cost of 
productioo6 The method of apportionment of overhead expenses 10 lbe cost centres or 
cost units is known as overhead absorption. 11 is nothing but tl1e process o f including 
the share of overhead expenses of one unit in the charge of101al cost of a single unil. 
In simple sense, the absorption i.s distributing the overht:ads allotted lo a particular 
department over the unils manufactured in lbe department. 

Tht:re are some important rm:thods to absorb the ovcrht:ads, which are as follows: 

• Direct Material Cos1 Method 

• Direct Labour C()St Method 

• Primt Cost Method 

• Direct Labour Hour Metboll 

• Machine Hour Rate Method 
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• Rate per Unit of Production 

• Sale Price Method 

Let us discuss the methods of absorption of manufacturing overhead one after the 
other. 

6.10.l Direct Material Cost Method 

In this method, factory expenses a.re denomina(cd in terms of materials consumed jn 
production and calculated as percentage to absorb manufacturing overhead'>. 

0 h d 
Overhead expenses (Dudge1ed) 

ver ea rate = ----------
Anticipated direct material cost 

For example, if the anticipated factory expcusc$ of the organisation are ' 50,000 and 
the expected materials l:0Sl js · 1,00,000, Overhead rate = 50%, which means that the 
factory expenses arc required to absorb out of lhe materials cost. 

For example, the anticipalcd owrhead expenses of a department arc · 20,000 and the 
estimated cost of direct materials is · 80,000, 1l1en the overhead rate as a percentage of 
direct materials would be 25% or (20,000 08,000) x I 00 == 25% . 

This method is mosl suitable for the factories, which have:: greater stability in the price 
of materials as well as only one product in its product line. 

6.10.2 Direct Labour Cost Method/Direct Wage Method 

This is another easiet method to foIJow is Direct Labour Cosl method, which is 
considered as renowned method of absorbing the over beads in terms of Labour. Under 
this method, wages are adoplc<l as the base for the absorption of overhead costs. Tile 
overhead absorptiou rate b usually exprcsi;ed as a percentage of cfuect labour cost or 
direct wages, and is obtained by dividing the total OV\..-rbead expenses by the aggregate 
of direct labout cost of a cost centre and multiplying the result by lO0. 

For example. i f the estimaled overhead of a department is ' 5,000 and tbe direct wages 
are ' l0,000, the overhead absorption rate would be 50% or (5,000010,000) x 100-= 
50%. 

This method is suitable for industries where direc! labour cost is predominant and the 
rates of pay and the method of payment are the same for majority of workers in the 
organisation. 

lt is most ideal tool where the performance of the workers is remaining constant as 
well as the mix in between the skilJed aod unskilled workers. 

It is suited for the organisatiom. which have greater stability in the rate of labour 
charges than the cost of materials. 

6.10.3 Prime Cost Method 

Under this method, pdme cost is adopted as the basis of overhead absorption.. Cn order 
to overcome, the disadvantages of the direct materials and direct labour cost 
absorption method, prime cost is taken as the basis of absorption of overhead costs. 
Under this method, the absorption overhead is made through an aggregate of direct 
materials and direct labour of all products of a cost centre. 

Since, prime cost gives rise to ovcrhcad, there is some logic ia adopting second 
methods. Overhead absorption related js obtained by dividing the overhead cost of a 
cost centre by its prime cost and by multiplying I.he result by 100, so as to express the 
same in percentage. This method may be adopted where a standard article is produced 
requiring a constant quantity of materials and labOlir cost. This metbod is simple aod 



easy to operate, since tbc basi<.: data require computing lhe overhead rate is readily 
available. Tbc formula for calculating the rale can be expressed as: 

0v h d R 
Esti ma1ed factory overheads for the budgeted period x 

100 er ea ate = -----~------ - ~---
Estimated prime cost for normal output 

This method is considered lo be best melhod among the early two due to nullifying the 
drawbacks of the prime cost metl1od 

6.J 0.4 Direct Labour Bour Method 

The rccovety rate of overhead,; is computed by dividing the overhead cxpeoses by the 
summation of productive hours of the direct workers. Where labour is the most 
predominant cost factor, adoption of this method is suitable for absorbing 
manufacturing overheads 10 production centre. Since, roost of the overheads like rent, 
deprt-ciatioo, supervision, lighting, power, laxes, insw-aoce, repairs, etc., accroe on the 
basis of time, lhe most equitable basis for their absorption shouJd accessa1i ly be the 
time factor involved iu production. The rate is detennincd by dividing the overhead 
cost by the total production hours of din:ct Jabour. The formula for direct labour hour 
rate can be expressed as: 

R t P H f D
. L b Estimated factory overheads for the budget period 

a e er our o irect a our = ----------------------
Estimated direct labour hours 

rt is a method sui1ablc for lhe organisation, which gives greater .importance to labour. 

This method never gives room for the fluctuation in the rate of labour but gives greater 
imponaoce to lhc ti.mt: factor. 

Example: ln a factory, there are three production departments Pl. P2, P3 an<l one 
servjce department S I. The following figures are available for oue month of 25 
working days of 8 hours each day. All departments work aJI these with full a1teadance. 

f.xpcnscs Total Service l)cpt Production Production .Production 
SJ(") ,Dept. PJ (") Dept. P2 (') Dept. l'J f ) 

Power and 2.200 480 400 600 720 
Ligh1i11g 

Supervisor<) 4,000 E) f) D f) 

Salary 

Reru 1000 D E) 0 E) 

Welfare 1.200 E> E> D D 

Otheri. 2,400 40{) 400 800 800 

10,800 

l'artic:ula.rs SI Pl P2 PJ 

Supcrvisortl Salary 20% 30"/4 30% 20% 

Number ofwOfkers 10 30 40 20 

Floor area io square 500 600 800 600 
metres 

Service rcmdcrcd by ----·-- 50% 30% 20% 
service dept. 10 
pnxiuct,on dc:p!. 

Calculate labour hour rate for each oftl1e departments Pl, P2, P3. 
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Overhead Distribution Summary 

Items Basis Total Service Production Production Production 
Dept. Dept. J Dept. 2 DcpL 3 

Power and Direct (as 2,200 4&0 400 600 no 
Lighting illustrated) 

SupcrvisorG Ace lo ratio 4,000 800 1,200 1,200 800 
Salary given 

Reni Floor area )000 200 240 320 240 
Welfare No.of 1,200 120 360 480 240 

workers 

Others 2,400 400 400 800 800 

l0,!100 2000 2.600 3,400 2.800 

Allocation of 5:3:2 -2,000 l .000 600 200 
service 
department 

(i) 10,800 - ··-· 3,600 4,000 3,000 

Tornl labour hours 6.000 8,000 4.000 
X x 25 -" 200 Hrs x No. of 
workers (ii) 

Labour hour rate i/ii .60 P .SOP .75P 

Example: From the following particulars find out CDirect Labour Rate6 

(a) Total number of labourers working in the department 400 

(b) Total working days in a year 300 

(c) Number of working hours per day 8 

( <l) Total departmental ovt.'t'beads per yfar · 1,82,400 

( e) Normal idle time allowed. 5% 

Solutiort 

Calculation of Direct Labour Rate for Departmental Ov<.:rheads 

Total working days in a year 

Number of working bnurs per day 

Total working hours available per worker per year (300 x 8) 

Less: normal i<llc time allowed (5% of 2,400 hrs) 

Effective working hours per worker per year (2400 D {20) 

Number of workers working in the depanment 

Total effective working hours in the departmt:nt (2280 x 400) 

Total departmental overheads per year 

Direct Labour Rate for absorpt'ion of overheads per hour 

C 1&2.40009, 12,000 hrs.= · 0.20) 

6.10.5 Machine Hour Rate Method 

300 

8 

2,400 

120 

2,280 

400 

9, 12,000 

' 1,82,000 

. 0.20 

Under th.is method, overhead absorption rate is determined by tlividi.ng the actual or 
predetermined overhead cost to be absorbed by the number of hours for: which the 
machine or machines are operated or expected to be operated. It is cost of running a 
machine per hour and the factory expenses are absorbed through the production. It is 
most useful for the organisation, which greatly applies the capital intensive technology 



rathtrr th.an t.hc labour in1cnsivc t~hnology. This method fae;Jjt.a1~ 1he organisation, 
which maiJlly rclit:s upon the machines and also incurs overhead expenses due lO the 
operations of the same machines. In such cases, the overheads are allocated tu the 
departments on the basis of operating hours of the machines. 

lt is very simple to compute the machine hour rate tbat total expellSCS incurre<l for 
machinery for running is divided by the number of working hours of the macb.ine. 

This method is mos1 suitable: 

• Where work is performed predominantly on machloe, 

• Where the produc1jo11 is not uniform or continuous during the period, and 

• Where it is da;ired to charge each individual job with its share of indirect 
expenses. 

The procedure adopted for the machine-hour rate is as follows: 

(i) The various factory overheads s,1ch as rent, repairs. depreciation, insurance, 
power, lighting, consumable stores, supervision, etc., are departmentalized oo 
same equitable basis. 

(ii) The share of factory overheads chargt::d to each deparlment is furlber apporlioned 
different machines or groups of machines on some suilable basis, treating each 
much.inc or a group o f machines as a cost centre. While computing !he rate for a 
group of macwnes, ii is assumed that all the machines are similar al\d hear tbc 
same cost of operation. 

(iii) Maclline-hour rates may be computed separately for fixed and variable overhead 
expenses pertaining co lhe particular machine cost centre. TI1is would enable the 
absorption of idle time cost in the machine hour rate. The need for a separate 
machine-hour rate for fixed aod variable cost arises due to the facl that cerlain 
items of overhead like supervision, rent, insurance, taxes, etc., are fixed in nature 
aod arise even when the machines are idle, whereas olbcr variable owrl1euds like 
depreciation, repairs, power, consumable stores, etc., are du·1..><:tly related to 
machine operation. 

(iv) TI1e working nuurs for wwch a machine is expected to run are calculated for the 
period for which overheads are to be apportioned and absorbed. While coinputjng 
the number of hours for the given period, an aJlowancc is made for the idle time or 
hours lost due to tool-setting, maclline,cleaoing, etc. TI1e cost of idle 1imc is either 
~ read over the jobs actually completed, or s1.:parate rat.es are computed for tJ1e 
Gunning timcO or Gelling upOtime. This ensures the absorption of idle lime 
overhead cost by the machine cost centre. 

(v) Where a job is perfonned by a single machine, the overhead cost chargeable to the 
job is calcula1ed by multiplying the hours spent on that macrune for completing 
the job by the machine-hour rate. If a job is worked by two or more machines, I.be 
hours worked on eacb. machine are .lllllhiplied by the corresponding rates of each 
machine and tbe aggregate overhead cost of all machines constitutes the overhead 
cbargeable to the job. 

Example: The foUowing annual charges are incurred wilh respecl of a machine jn a 
shop where manual labour is almost zero and the work is done by means of five 
machines of exaclly similar type of specification: 

(i) Rcnl and Races (iu terms of floor space occupied) for the shop 

(ii) Depreciation on each machine 

(iii) Repairs and maintenance of the .five macrunes 

· 9,600 

1,000 

2,000 
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(iv) Power consumed (as per mcler) @ 5 _paise per unit for 1h.c shop 6,000 

(v) Electric charges for light in the shop 1,080 

(vi) Attendants: There arc two attendants for the five machines and both are eacb 
paid ' 120 per month 

(vii) Supervision: For the five machines in the shop there is one supervisor whose 
emoluments are ' 500 per month. 

(viii) Sundry supplies such as lubricaots, jute and cotton waste etc. for the shop · 900 

(ix) Hire-purchase installment payable for the machine (including · 600 as interest) 
2,400 

The machine uses JO units of power per hour. Calculate the machine hour rate for the 
machine for the year. 

Solution: 

Total annual working hours of the machines are computed as follows: 

Total amount oflhc power consumed by the machines == • 6,000 

Rate of power 

Total working hours of the machines == · 6,000/.50 paisc 

Working hours p<;.7 machine == 12,000 Hours/ 5 

== .50 paise ao hour 

= 12,000 Hrs. 

= 2,400 Hrs. 

Calculation of Macbine Hour Rate 

Particular~ 
. 

Standing charges: 

Rc111 and Ral'cs ( l/5 of ' 9,600) !,920 

Lighting charges ( 1/5 of · 1.0k(}) 216 

A.ttenllan1s0;.11ary for machine ( 1/ 5 of· 2,880) 51() 

Supcrvis,on per machi11c ( l/5 of · 6 ,000) 1,200 

Sundry supplies to a machine ( J/5 of· 900) 18() 

4,092 

Hourly r:ite of standing charges 1.705 
'-' 4,092, 2.400 hrs 

Machi11c expenses: 

Depreciation • I ,000/2,400 Hr::; .4167 

Repair, and maintenance .167 
2,000/5"' . 400/2.400 

Power ( 10 uni1s of powcr @5 paisc per unit) .50 

Machine hour rate 2.7887 

6.10.6 Rate per Unit of Production/Production Unit Method 
lt is the simpl~t of all the methods. The overheads of the department arc divided by 
the unit~ produced by the respective department and thus a rate per unit is ascertained. 
This melhod is good. The overhead absorption rate is obtained by clividiog the 
overheads to be absorb~d by the number of units produced. lt is expressed in the form 
of formula as follows: 

0 l d R 
Overhead to be absorbed 

Vt-'T 1ea ate = -----. ----
No. of unlls produced 

Or 

0 R 
Overhead expenses 

verhcad ale "" ------"--
Budgeted production 



Jt is moi.t suitable ro rhe industries of mining, brick manufacturing, and foondrie.,; for 
calculating tile overhead rate. It is mostly adopted in the organisations where only one 
product is being manufactured; otherwise il is not rrruch mcaruogfuJ technique 10 study 
the overhead rate. 

Example: From lhe budgeted figures of Gwalior Soap Factory: 

(i) Prepare Normal Ovti·head Application Rates using the: 

(a) Direct Labour Rate Method 

(b) Direct Labour Cost Method, and 

(c) Machine Hours Rate Method. 

Budgelt:d fi.1:,rures for the year: 

Estimated factory overheads 

Estimated direct labour hours 

Estimated di(ect labour cost 

Estimated Ma1.:hine-bours 

58,000 

l,34,600 

97,800 

50,500 

(ii) Prepare a comparative statement of cost showing the result of tbc application of 
each of tbe above rates of Dat1.:h No. 488 from the data given below: 

Direct materials consumed · 42 

Direct Jabour · 45 

Direct labour hours 30 

Machloe hours 20 

Solution: 

(i) Computation ofNormal Overhead Application Rates from the following methods: 

(a) Direct Labour Hour Rate Method: 

Estimated .Factory Overht.-ads 

Estimated Direct Labour Hours 

· 58,000 

l ,34,600 

Overhead Application Rate = 
58

,
000

0 
= · 0.431 

1,34,60 

(b) Direct Labollr Cost Method: 

Estimated Factory Overheads 

Estimated Labour Cost 

· 58,000 

· 97,800 

Owrhead Application Rate= SS,OOO x 100 == 59.3% 
97,800 

(c) Machine Hour Rate Method: 

Estimated Factory Overheads 

Eslimated Machine Hours 

• 58,000 

· 50,500 

Overhead Application Rate= S&,OOO = · 1.149 
50,500 
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(ii) Comparative Statement of Cost ofDatch Nu. 488 

Particulal"!I Direct Lahour RJ1te Direct Labour Machioe Hour 
Method Cost Method Rate Method 

Direct Materials Co1Jsumod 42 42 42 

J)ircct Labour 45 45 45 

/ PrimeCosc 87 87 87 
I Factory Overhead 12.93 26.68 22.98 

I 99.93 l l3.6R l09.9l\ 

Example: The following annual expenses are incurre<l in respect of a machine where 
annual labour is almost zero and where the work is d<>nc by means of five machines of 
exactly similar type and specifications. 

• Rent an<l r:ates (Proportioned 10 the floor space occupied for the shop} 

• Depreciation on each machine 

• Repairs and maintenance for five machines 

• Power (as per metre)@ - J per 16 units consumed for the shop 

• Electric cbargt.--s for light in the shop 

• Attendant: There arc two attendants for tbe five machines and they 
are each paid · 60 per month 

4,830 

500 

1,000 

3,750 

540 

• Supervision: There is one supervisor for 1he five machines whose salary 
is - 250 per month 

• Sundry supplies, such as lubricants, jule and cotton waste, etc., for the shop 494 

• Hire-purchase installment payable for the machit1es (includjog · 300 
as interest) 

• The machine uses l 0 units of power per hour l ,200 

From the given. information, calculate machine hour rate. 

Solution: 

Computation ofMachioe Hour Rate 

Particulars A111ount (') 

(A) Standing Otar!,'CS: 

Rent and Rate~ per machine C 4,830 05 machines) 961 

Lighting char1:,res in shop per machine C 540 0 5) lOS 

A!tcndants salary per machine C 60 x 2 x 12 65) 288 

Supervision per machine C 250 x 12 C S) 600 

Sundry supplies per machine ( 494 0 5) 90 

Hi re-purchase intcr-:st per machine ( · 300 6 5) 60 

Total Standing Charges 2,1 !6 

Hourly Rate for Standing Charges 

C 2, 116 (J J ,200 n.ours) ,: 1.76 1.76 

(13) How·Jy Machine fapenscs: 

Depreciation C 500 ◊ I ,200 hours) 0.42 

Rcpaics and Maintenance C 200 0 1,200 houis) O.J 7 

Power C 750 0 l.200 hours) 0.62 

Machine Hour Rate 2.97 



Note: It is objected to include higher-purchase installment and interest in computing 
machine-bour ralc. as these ar~ matters of financial nature. Thus, excluding · 60 
toward~ hire-purchase; lbc machine-hour ralt: would be · 1.92. 

Working notes: 

(a) Working !tours of the machine bave been calculated as under: 

• I is incurred for coos\imiog 16 un..ilS of power. 

· 3,750 'r\rill bavc to incur for consuming C 3,750 x 16 Wtits) 60,000 unit~. 

But, these 60,000 unils a.re for al) tbe five machines. 

Power consumption per machine = 60.000 units Os = 12,000 uruts 

Since, machine commmes 10 units per hour 

The number of machinc-bours worked during the year 

=- 12,000 units ◊ IO units per how· 

"" 1,200 hours. 

{b) Houcly rate of pow<.-r constunption is calculated as follows: 

Power coosumplioo per machine during the yt:ar 

= · 3,750 (J5 = · 750. 

Hourly power coru;umption by the machine during I.he year 

= · 750 0 12,000 hou~ = · 0.62 

Example: A machine costing • l0,000 is expected to mo for I 00 yearn al tbe end of 
wl1icb period its scrap value is likely Lo be · 900. Repairs during the whole life of the 
machine are expected lo ht! · l ,800 and the machine is expected to run 4,380 per hours 
per year on ao average. 11s electricity con.sumption is l5 units per hour, 1l1e rate per 
unit being 5 paisc. The 0\3chinc occupies one-fourth of the area of the depart.ment, and 
has two poinl.S out of a totaJ of 10 for lightiug. Tbe foreman l1as lo devote about one• 
third of hls time LO the machine. Tbe monthly rent of the department is • 300 and the 
lighting charges amount of · 80 per month. The foreman is paid a monthly salary of · 
480. 

Compute the Machine Hour Rate assuming insurance at J % per annum and tbc 
expenses oa. oil etc. are · 9 per mo1nh. 

Solution: 

Computation of Machine Hour Rate 

l'articuh1rs Amount () 

(A) Standing Charges (Annual): 

Rcnl (' 300 >< l2 mooth >- l/4'h area occupied) 900 

ligh1ing ( 80 >< 12 mo,\ths x 2/10111 light points) 192 

Foreman~ Salary C 4110 x 12 monlhs >, 1/3 timcocwpied) J.920 

ln~urancc (10¾ on 10,000) 100 

Expc~ on Oil, etc. ( 9 x 12 rnon1h.,) 1011 

Tural Standing Qiarges 3,220 

Contd .. 
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C 3,220 64,380 hour.-) 0~ 0.73 

(B) Variable Charges: 

Depreciation 

Repairs and Maintenance 

Elcctrici1y(IS units per hour (i1;1 - 0.05) 

Machine Hour Rate 

Working uotes: 

( I) Hourly Rate ofDcp. = Cost of Machinef)Scrap value 
Total life x Yearly no. of working hours 

- 10,000 - - 900 =- _ 0.21 
J0 x 4,380 

(2) Hourly Rale of Repair and Maintenance: 

Cost of repairs during the working life 
Hours of working li.f e 

-· . l ,800 "' - 004 
IOx4,380 . 

Example: Compute a machine hour rate from the following particulars: 

0.73 

0.21 (I) 

o.o4m 

0.75 

l.73 

(i) Cost of machine: · I 0,000; Estimated life: lO years; Estimated Scrap value: 
- 1,000; Estimated working hours: 50 weeks of 44 hours per year of which 
maintenance is expected to take up 200 hours. No other loss of working time is 
expected. Tl1e setting up time is estjmated a l 5% of tbe total producti.ve time. No 
power is necessary for maintenance and setting up. 

(ii) The machine us~-s IO units of power per hour at l O paisc per un.it. 

(iii) The machine requires a chemical solution which is replaced at the end of each 
week at a cost of - 20. 

(iv) The estimated cost of maintenance is · ! ,200 per ann.um 

(v) Two operators control the machine together with 5 other identical machines in 
the shop, each getting wages of - 60 per week. 

(vi) Insurance of the machine is 1 % per annum. 

(vii) The -rent of the machine shop is · 1,200 per amrnm. 

( viii) Departmental over bead apportioned to this machine amount to · 1,250 per 
annum. 

(ix) Repairs of the machine are estimated at 50% of depreciation. 



Solution: 

Computation of Machine Hour Rate 

P l\rticulan 

(A) Stant.ling Charges (Annual): 

Insurance of (I% of · I 0.000) 

Rent ofmachme shop C 1,200 06 machines) 

Dcpanmenl overhead 

Operator<a wages C 60 x 2 x 50 weeks) 66 machines 

Chemical ~olution ( 20 x 50 weeks) 

Total Standing Charges 

Hourly Rate for Standing Charges 

C 3.500 0 I ;JOO hours)-= I .&7 

(Bl Machine EJ\pCnscs: 

Depreciation- · 10,000 I)' 1,000 

10 years ~ 1,900 hours 

Powi:r 010 um1s per hour @· 0. 10 per hour 

Maintenance C 1.200 01.900 hour~) 

Repairs (50% of Deprecia11on i.e.½ of' (1.47) 

Machine Hour Rate 

Working note: 

Estimated working hours are ca1culatcd as follows: 

50 week of 44 hours per year 

Less: Mamteoancc hours lost 

Normal Productive hours 

Less: Selling up lime: 

2,200 Hours 

= 200 Hours 

= 2.000 Hours 

@ 5% of 200 hours "" I 00 Hours 

Productive or Effective working Lime -== 1,900 Hours 

Amount C) 

100 

200 

1,250 

1,000 

1,000 

3,550 

1.&4 

0.47 

1.00 

0.63 

0.23 

4.17 

Example: Compule the comprebensivc Machine Hour Rate from the following data: 

Total machine cost to be depreciated 

Life of the machine 

Depreciation OTJ straight Jine 

Departmental annual overheads 

(a) Rent ' 50,000 

(b} Heating and lighting · 20,000 

(c) Supervision · 1,30,000 

Departmental area 70,000 sq. ft. 

Machine area 2,500 sq. ft. 

26 machines in the department 

· 2,30,000 

10 years 
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Annual cost of reserve equipment for the machine 

Hours nin on production 

Hours for sctljng and adjusting 

Power cost · 0.50 per hour of running time 

Labour: 

FulJ time attention 

· 1,500 

1, 800 

200 

(a) When setting and adjusting 

(b) When macbiuc is producing 

Labour Rate 

One man looks after 3 machines 

· 600 per hour 

Solution: 

Computation of Comprehensive .Machine Hour Rate 

I Annual 

! Purticulars 
C) 

I (A) Standing Charges: 
I Depr~eiation (2,30,000 E>st.np ni!) (>10 years 23,000.00 

I l{enl C S<l.000 " 20,500 sq. fl. / 70,000 sq. ft .) 1,785.71 

I 
l-lea[ing and Lighting(' 20,000 x 2,500 sq. JI. 7 l4.28 

/ 70,000sq. ft.) 

Supervisi01) C 1.30.000 0 26 machines) 5,000.00 

Reserve Equipment ( 1.500 626 machines) 57.69 

Labour cost: Setting & ;\djusting time 1,200.00 

(200 hours ff!) • 6) 

I Tocal Standing Charges for the Year 3 I ,757.(ill 

Hour~ Rale of Standing Charges: 

(31,757.6801 ,&00hours) 

(!3) Variable Charges: 

Power C 50 per hour (or running lime) 900 

Labour cost : Running time 3,600 

(1.800 hours x · 6 03 machines) 

Total Variable Charge, 4,500 

Hourly Rale for Variable Charges (4,500 0 J ,800 hours) 

Machine Hour Rate (composite or comprehensive) 

6.10.7 Sales Price Method 

Per Hours 
() 1 

17.64 

2.50 

20.14 

Under th.is method of absorption of overhead, we calculate the rate of overhead on the 
basis of sales of units and budgeted overhead cost. Same rate is used for absorption. 

Overhead Rate = Budgeted Overhead Ex.pens es / Sales of Units of Production 

This method is useful for absorbing sales, distribution, research, development, 
promotion and advertising expenses. 

6.11 OVERHEAD COST CONTROL 

Tbe overhead cost control is exercised througl1 the implementation of overhead cost 
comrol account in the cost ledger. This account is debited by the respective expenses . 
brought under each category. Io the case of manufacturing overhead, the folJowing 



expense accounts are debited vfa_ indirect material, indirect labour aod indirt:el 
expenses through passing the following journal entry: 

Manufacturing Overhead Control Ne Dr. 

To Stores Ledger Control Ale 

To Wuges Control Ne 

To G~aeral Ledgt..-r Adjustment Ne 

The debit si<le of the journal entry illustrates the amount of the lotal manufacturing 
overheads incurred during the pa1ticular span by the organisation. 

Th.c recovery of such overheads is carried out by I.he following entries 

Work in process control Ale Dr. 

To Manufacturing Overhead Control Ale 

The balance of manufacturing overhead control Ale represents two difforeo1 kinds of 
absorption viz. over absorption aod undt...,- absorption. 

'heel, Your Progress 

Fill in the blanks: 

l. Salaries of foremen, supervisors and works manager arc examples of 

2. Production or Manufacturing Overhead is also known as ___ _ 

3. The .fixed overheads are also known as -----
4. ____ overhead ralcs are thuse which arc established well i,1 

advance before commeocecnent of production. 

5. Where labour is the most predominaol cost factor, adoption of 
____ method is suitable for absorbing manufacturing overheads to 
production cenlre. 

6. _____ method may b~ adopted where a standard article is produced 
requiring a constant quantily of rruiterials and labour cost. 

7. Machioe hour rate is most suitable where work is performed 
prcdominautly on ___ _ 

6.12 LET US SUM UP 

• Overhead has been defined by the Institute of Cost and Work Accountants, 
London as, Ol1e aggregate of indirect material cost, indirect wages and indirect 
exptmsesO The word indirect means one Ovhicb cannot be allocated, but wbicb 
can be apportioned Lo or absorbed by cost centre or cost unitO 

• Due to rapid industrialization and mechanization, the growth in rhe volume of 
overheads surmounted due. Due to cut throat competition, every firm desires lo 
price their products most effectively. For wruch, specific overhead accounting and 
control is required to not only allocate the overheads but also the overheadc; of rhe 
service deparrments are apportioned 10 production departments. lmmediately after 
the primary distribution, jf rhe earlier is talcing place in bet we~n production 
departments Md scrvjce departments is koown as re-apportionment of overheads. 
TJ,e oext stage io the process of overheads accounting is absorption of overheads 
which has got its own methods. Tbe popular method<; of absorptioo of overheads 
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are: Direcl Labour Method, Prime Cost Method, Labour Hours Method and 
Machine Hours Method. These methods are used lo recover the overheads through 
tl1c charge from the cost centres o,r cost units. The next important stage is to 
control the overheads through overhc.adc; control account which could be classified 
into many viz Manufacturing overhead control account and Administrative 
overhead cont.rot account to determine the over and under absorption of overheads 
of the respective departments. 

• TI1e overhead classification depends upon the type and size of the business, nature 
of product, services of the product and various policies of tbe management 
regarding product or output. The important bases of classification of overheads are 
Nature-wise Classification, Function-wise Classification, Variability-wise Classi
ficatioo, Controllability-wise Classification and Normality-wise Classification. 

• Under a normal costing approach, actual overhead costs an: never assigned to 
jobs. Overhead is applied to each individual job using a pn:deternrincd oVt.7hcad 
rate. Overhead costs flow into Work-in-process inventory via the predctcnnioed 
rate. S ince direct labour hours are used to assign overhead into production, the 
lime tickets serve as lhe source documents for assigning overhead lo individual 
jobs and to the controlling work-in-process inventory account. 

• Allocation of overhead cost refers to Ohe allotment of whole items of ovcrhe-ad 
costs to cost centre or cost uni16 Apportionment refers to the distribution of 
overheads among different departments or cost centre on suitable basis. It involves 
charging a share of tbe total overhead cost to a number of cost c<."tltres, 

• The basis of apportionment of factory overheads is Floor Ar~ of Departmental 
Buj}dings, Number of Employees in Each D epart.meat, Percentage or Proportion 
of Buildings aod Plants, Departmental Product.ion Hours and Teclmical Basis. 

• T here arc several methods io use for determining overhead rates. Fixing o f 
overhead rates is necessary for absorption of overheads to cost units ou a logical 
and equitable basis. The total overheads divided by the quantity or tbe value of the 
base selected determines the overhead rate. The following arc the overhead rates 
i.e. Actual overhead rate, Predetermined overhe.ad rate aod Standard rate. 

• The different methods of overhead absorption are: Direct Material Cost Method, 
Direct Wage Method, Direct Labour Hour Method, Prime Cost Method, Macb1nc 
Hour Rate Method and Production Unit Method. 

6.J 3 LESSON END ACTIVITY 

Critically examine bow the over/under absorption of ovc,-rheads is being determined? 

6.14 KEYWORDS 

Overhead: Tbc composition of indirect cost components of the product or service. 

Allocation: Charging the overhead without division but wholly to the respective 
functional dcpartmen1:s. 

Production Overhead: The production overhead is the indirect cost which includes 
indirect ma teria l, indirect labour and indirect factory expenses. 

Office and Administrafion Overheads: It is the indirect expenditure incurred in 
formulating the policy, directing the organisation and coot.rolling the operations of an 
undertaking which is not related directly to rcsearcl1 and development or production 
and selling activities. 



Distribution Overheads: The expenses pertaining to delivery of goods tu the 
customers fall under this distribution overhead. 

Development Cost: The development cost is the cost of the process which begins w ith 
the implementation of the decision to produce a new or improved metuod and ends 
with tlJe commencement of formal production oflhe product. 

Fixed Overheads: Fixed overlicad is one wllich tends to be unaffected by variation in 
volume of output. 

Apportionment: Dividing the overhead to tb.c various d<--partments un certain basis. 

R e-apportionment: Further dividing of earlier apportioned ovt.'rheads of the service 
deparunents to the production departments. 

Absorption: Recovery of overheads. 

Ahsorptio11 of Overheads: H means charging of overhead!- of a cost centre lo the cost 
units in such a way that the cost of each unit of production of the cost centre includes 
an equitable share of the total overhead of that cost centre. 

Overhead Absorption Rate: The rate al which overheads are 10 be absorbed in cost 
uruts is referred to as overhead absorption rate. 

Predetermined Overhead Rate: Predetermined overhea<l rates are those wbicli are 
established well in advance before commcacemcnl of production. 

Machine Hour Rate Method: Under th.is method, overhead absorption rate is 
determined by dividing the actual or predetermined overhead cost to be absorbed by 
the number ofbours for which the machine or machines are operated or expt--cted to be 
operated. 

Production Unit Method: Under this method, overheads oftbc department are divided 
by the units produced by the respective <leparlment and thus a .rate per unit is 
ascertained. 

6.15 QUESTIONS FOR DISCUSSION 

I. Wbat are overheads? How are they classified? Discuss iu detail with a chart. 

2. Describe the advantages of classification of factory overheads. 

3. Define fixed, variable and semi-variable expenses giving examples of cach. 

4. Classify the Overheads according to Nature. Functions and Variability-wise and 
explain in detail. 

5. Explain the system and basis of app011iooment of factory overheads on machines. 

6. Whal is the difference between allocation of overhead,; an<l apportionment of 
overheads? 

7 . Discuss the accounting treatment of actual overbead costs. 

8. Classify the overhead according to controllability and normality-wise. 

9 . What is meant by re-appo1iionment of overheads? What are the various methods 
available for reapportioning of overheads? 

10. What is meant by Allocation of overheads? 

1 l . What do you unders land by Machine Hour Rate? How is it calculated? Give the 
circumstances under which it may be suitably used in cost accounting. 

IS! 
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12. The following figures relate to a manufacturing concern. All jobs pass lb.rough 
two departments: 

Production Dept. Finishing Dept. 

Material used - 6,000 · 500 

Direct labour · 3,000 . 1,500 

Factory overheads · 1,800 · 1,200 

Labour hours 12,000 5,000 

Machine hours 10,000 2,000 

The following information relates to Job No. 430: 

Production Dept. Finistting Dept. 

Direct material ' 240 . 20 

Direct wages ' 130 · 50 

Labour hours 530 !40 

Machine hours 510 50 

You are required to prepare a statement showing the different cost results of Job 
No. 430 by using five differenl method of absorption of factory overheads. 

13. Calculate Mach.iI1e Hour Rate for Machine No. 5 which is one of the five 
machines in operation in a dcpartmcut of a facto ry. 

You are furu.ished with the following infonnalion: 

(a) Cost of Machine No. 5, · 1,000 

(b) Estimate<l Scrap Value at finish of working life ( IO years) · 100 

(c) Normal running hours per annum, 1,800 

(d) Machine No. 5 occupies one-fifth of tbe Ooor space of the department, the 
rent, rates, lighting, etc. of which amount lo· 350 per annum. 

(e) Charges fm Electric Power supplied to Machine No. 5. · 200 per annum. 

(f) Charges for oil, waste, etc. supplied to Machine No. 5, · 30 per annum. 

(g) Repairs and Maintenarn;e throughout working Ii fe of machine estimated at 
'360. 

(h) Cos1 of supervision and other expenses applicable Lo Machine No. 5 estirnatc,'Cl 
at· 150 per annum. 

(i) Labour cost of operating the machine is to be ignored in making your 
calculations. 

14. From the following particulars, compute Machine-hour Rate: 

Cost of Machine · 90,000 

Establishment Charges, etc. 

Life of the Machine 

Working Hours per year 

' 10,000 

10 years 

2,000 hours 

Repairs: 50% of deprt--ciation 

Consumption of Electric Powi::r 10 unit p. lJ. @ 25 pajse per uni1 

Lubricating Oil per day · 4 for 8 hours 

Consumable Stores · IO per day for 8 hours 

Wages of Operator · 12 per day for 8 hours 



15. From the following information. compute Machine Hour Rate: 

Cosl of Machine 

Scrap Value 

Working Life 

Time taken for maintenance 

Time for Settings 

Power 20 units @ l 0 paisc per unit 

Cost of Repairs 

Workers engaged on two machin<c:S 

Wages per man 

Requirement of Chemical 

Overhead Chargeable lo Ibis machine 

lnsura11ce Premium I% p.a. 

Productive Working Hours 

' 12,000 

. 500 

16,000 hours 

250 hours 

5% 

· 1,600 p.a. 

2 

· 200 p.m 

. 25 p.m. 

· 225 p.m. 

2,200 hours p.a. 

16. from the under mentioned data, calculate the Machine-hour Rate: 

Cost of Machine · 30,500 

Scrap Value · 2,500 

Estimated life of the Machine 12 years 

Working days per year 200 days of8 hours; 100 days of 6 hours 

Maintenance and Repairs 7.5% of the cost of machine 

Stores Issued 

Power Coru.umption 

Insurance Premium l % of cost of the machine 

Supcrvjsion Expenses per year 

Idle Time estimate 10% 

Check Your Progress: Model Answer 

1 . Indirect Labour 

2. Factory Ove::rhcad 

3. Period Costs 

4. Predetermined 

5. Direct labour hour 

6. Prime cost 

7. Machines 

· 1,000 

· 2 per operative hour 

· 7,500 
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7.0 AIMS AND OBJECTIVES 

Aftt-'T studying this lesson, you should be able to: 

• Understand the meaning and features of contract costing 

• Distinguish between contract and job costing 

• Describe the contract costing procedure 

• Underslanc.l the contract ledger 

• Preparation of contract account 

• ExpJain the important points in contract costing 

7. I INTRODUCTION 

In principle, contract costing is similar to j ob costing as it follows the princ iples of job 
costing. Contract costing is, therefore, a type of job costing aud the entire contract, 
.u1stead of job, coostitutes cost unit. Th.is method of costing which is also known as 
Terminal Costing is applied in industries engaged in the constructiou of buildings, 
roads, dams, bridges, banks, parks, etc. In thii. method, a separate number is allotted 
for every contract and aJl related costs are accumulated for each. contract. The person 
who undertakes the work lo complete is known as <'aon!.ractorOand the person who 
gets the work done through contractor is known as CaontracteeO 
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Tn Hus lesson, we will study I.he cotlcept of cout.racl costing and distinguish between 
contract and job costing, the contract costing procedure and tbc contract ledger. We 
wilJ also study the preparation of contract account and the important points .in contract 
cosling. 

7.2 CONCEPT OF CONTRACT COSTING 

This section will help you uu<lerst:and the meaning and features of contract costing and 
dis1inclion between contract costing and job costing. 

7 .2.1 Meaning of Contract Costing 

Ccintract costing is the method or technique of ascertaining cost of a contract. Tbc 
lC!'vfA, London defines contract costing as. •'1hatform of specific: order costing which 
applies where work is undertaken to customer's special requirements and each order 
is ol long dw·a1ion or period. ., In oti1er words, ··contract costing Ls the technique of 
ascertaining cos1 of a contract ". 

From the above definjtions, it is clear tbat contract costing is a type of specjfic order 
costiag under whicl1 there is an attribution of cosls to tlldi,~dual contrac~. The 
important objt.-clives of contract costing are to: 

• determine lbe total cost of the contracl, 

• determine the profit or loss for each Ol' every contract, anc.l 

• facilitate control of cost of each contract. 

7 .2.2 Features of Contract Costing 

The main featurt::s of contract costing are as follows: 

• A contract generally lakes mor~ than one year to complete, 

• Work is generally carried out al a site other than the contractorG own premises, 

• Each contract undertaken is treated as a cost unit, 

• Contract i~ done for a specific consideration wbicll is known as contract price, 

• Separate contract account is prepared for each contract i11 the books of contractor 
to ascertain profit or loss on each contract, 

• Most of the raw mat1:,-rials arc specially purchased for each contract, 

• The contractor is paid in installments which is <lone after the work completed has 
been certified, 

• Most expenses, such as insurance, telephone, electricity, etc. are al.c;o direct, 

• Plant, machinery and equipment may b~ purchased for the contract or may be 
hired for the duration of the conl.ract, 

• Jn case of large contracts, the contractor may employ sub-contractors for a pa.rt of 
the contract work, 

• Penalties may be incurred by the contractor for failing to complete the work 
witbin the contract period, 

• Contract costing is concerned with the costing of const.ruction work on r~air 
work and not with the costing of any goods, 

• Tbere is no heavy investments on assets initially in Ute case of contract costing, 

• Nearly all labour is direct, and 

• Each contract or work involved in contract costing is executed or done as per the 
specifications given by the contractec. 



7.2.3 Distinction between Contract Costing and J ob Costing 

The main poinls of distinc1ion between contract costing and job costing are as follows: 

• Contract is b.ig in sue wht--reas a job is small jn size. 

• Contract work is done at site whereas jobs are usually carried out in factory 
premises. 

• A contract takes more time to complete whereas a job usually takes kss lime to 
complete. 

• In contract costing, most of the costs arc chargeable direct to contract accounts, 
whereas under job costing, direct allocation to such an extent is not possible. 

• In contract costing, there is no heavy investment on assets wl1ercas job costing 
involves heavy investment on asst:ls ioi1ially. 

• Under contract costing, the price is paid in various installments depending upon 
the progress of work. In job costing, the sel ling price o f a job is paid after 
completing the job in full. 

• Contract costing pertains to construction while the job costing is confined LO 

production. 

• In contracl costing, the cost comput11tion is simple while in the job costing it is 
complex because of the overheads. 

• Contrad costing is adopted in long-term contracts whereas the job costing is 
confined to finished goods for l1 small duration of tun<,;. 

• In contract costing, the profit and loss can be ascertained iu either completed or 
uncompleted stages while in the job costing it is done only on the stage of 
completion. 

7.3 CONTRACT COSTING PROCEDURE 

The procedure for costing of contracts is as follows: 

1. Contract Account: Every contract is allotted a separate number and a separate 
account is opened for each contract. 

2. Direct Costs: Most of the costs of a contrac1 can be allocated direct to the 
contract All sucl, direct costs are debited to the conli-act acc,>unt. Direct costs for 
contracts include: 

(a) Cost of direct materials, 

(b) Cost of direct Jabour, 

(c) Cost of direct expenses, 

( d) Cost of supervision, 

(e) Deprecjation of plant and machinery, aud 

(i) Sub-contract costs. 

3. Indirect Costs: Contract account js also debited with overheads which Lend to be 
small in relation to direct costs. Indirect costs arc often absorbed 011 some arbitrary 
basis as a percentage on prime cost or materials or wages, etc. Overheads are 
normally restricted to head office and storage costs. 

4. Transfer of Materials or Plant: When materials, plan\, etc. arc transferred from 
tbe contract., the contract account is credited by that amount. 

5. Co11traC1 Price: TJ1e contract account is also credited with the contract price. 
However, when a contract is not completed at the cud of financial ye.ar, the 
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contract account is credited with the cost/value of the work-in-progress as on that 
date. Work-in-progress includes value of certified work and the cost of uncertified 
work. 

6. Profit or Loss Accoimt: Tbe balance of contract accouut represents profit or loss 
which is transferred to profit and loss account. However, when contracl 1s not 
completed within the financial period, only the parl of lhe profil arrived is taken 
into account and the remaining profit (balance profit) is kept as reserve to meet 
any contingent loss on the complete portion of the contract. 

7.4 CONTRACT LEDGER 

A contract ledger book is kept in wruch a separate account for each contract is opened. 
A contract is known by the number allottt:d to it, as for instance, Contract No. 401, 
Contract No. 402 and so on. nus numbl., and the terms and conditions of the contract 
perlai.uing to il are recorded in the contract ledger. A specimt::n of lhe contract ledger 
is given below: 

Contract Ledger 

Contract No. : .. ................ ,_ ... Contract Price •·-······ ........... .. 
Date of Completion .......... ,,. .......... T etms of Payment : •··• ····•····· .... --~· . 
Site : ···················· --· Work Cc11iticd ·••···•················ 

Remark ....................... Date ......... ···-~·-.... ·-. 

Material~ Wages 
Direct 

Plant Jo direct Total Date Particulars Charges 
(') C) f) n £J"pcnses (") 0 

Total 

Figure 7.J : Contract Ledger 

7.5 PREPARATION OF CONTRACT ACCOUNT 

In contract ledger, a separate contract account is prepared for each individual contract, 
so that for a specific contract aU costs can be accumulated at one particular place. AU 
the expenses likely to b e incurred on contract, such as direct materials, direct labour, 
direct expenses, indirect expenses, cost of specific plant, outstanding expenses, sub
contract cost and the depreciation of the common plant being used at the same time on 
other contract etc., are debited, 

[o the credit side of the contract account, the cost of raw material ret1ll'tled to supplier, 
to store, transferred to other contracts, material sold, material damaged, material jo 

ha11d, material stolen, plant returned to store, plant sold, plaot transft.'Ucd to other 
contracts, plant at sile are shown. The plant or company, in which theil has occurred, 
is considered as loss affected company and hence cost is transferred to profit and loss 
account. 
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In addition to above items, j f the contract is completed then cootracl account is 
credited by the contract price. If at the end of the financial year tbe contract remains 
iocomplete then contract account is credited by cost of work-in-progress amount. In 
work-in-progress con1ract, the costs of certified work and uncertified work are 
included. Al tbe end, the profit or loss on contract is determined as per rules ~1ated 
ahead in respect to contract account. 

A specimen of the contract account is presented showing the debit and credit items: 

The Karlik Houslnl( Construrtion Limited 

Dare S1a11c(I 
Dal~ C(>mplctod 

Place of Work 

l;.scalation Clause, if any 

Conirnd No. 

Tcn:ns of Contract 
Conir...:t Price 

Terms of Payment 
Dr. Conm,c1 Account No ....... ,.......... <.:r. 

Particulars 

To Matcriak 

• Direct mareri"I purcha.sccl 

• Issued from s1orcs 

• Transforrcd from other cvlllmct 

To Wage., 

Add: Outstanding w-.igc, 

To Din:ct Expense:$ 

To lndm:,c{ l:Xpctl$CS 

To Plant: 

• Cost of ~-pceific plan, if used in 
the 1:oalruct 

• Ocprecialioo of plant ,fu,ed m 
olhcr contracts 

• Tu Pro111 and loss account 

(profit on 'Ille of plant or 
material) 

Or 

Or 

To Cosr~ of sub-contrnct 

To Coit of extra work d,,nc 

To Profit and Loss ac,:ount tif 
the conltact is t"mple1c b31an~mg 
fit,'llrc) 

To \VIP account (if work 
ccrti!icd is le:-.., {ba11 li4&· Clf 
conh".iL1 p'icc D ba laA<.i ng ti gurc) 

To B,slance c/d (if work 
eenificd is mvre than I f,r'" vt 
contratt pl"ice) 

To Profit and lo»< accuuot 
{pro li t and loss crc<litetl al 1hc 
end of the year) 

To WI P accoum (profit kept as 
reserve) 

Amount 
C) 

-
-

Par!ltuls rs 

By Material~· 

• Rcrurncd 10 <t1ppliers 

• ReruYncd to sturcs 

• Trans fon:ed to 01her contra~-i 

• Matcrinl ~old 

• M-a1criul at ,ire/in hand 

By Plant: 

• Returned 10 store~ 

• Tran.,lcrred to other contrna 

• Pl.ml sotll 

• Plant al s1w 'in band (the 
dcprc..:1:ited value o fplam, i f 
u..:d in lhc contruct) 

By Profit and L,l.~s A~w un1: 

• Material lost, ,tuko nr 
desiroyed 

. Plant lost, ,llllcn or 
destroyed 

• Loss on sale nf plan1/ 
matctial 

• Hy Contr.icW.' oc..:c>unt 
{contract prioe in case of 
complctcd contract .+ extra 
work price) 

Or 

By WJP accuunl: 

• Value of W\>rk ceni ficd 

• Cost of work unceni ficd ( in 
case of an incomplete 
contrnct) 

Hy Balance b/d 

-

-
.., 

... 
... -

. .... 

.... 

,\mount 
() 

... 

. ... 

. ... 

.... 

. ... 

.... 
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lf.2 
Cost ACCOUI!{ in!;! 7.6 IMPORTANT POINTS IN CONTRACT COSTING 

The preparation of cootracl account is the essence of contract costing. Tile conrract 
account is prepared by the contractor in bi.:; books. In addition to this account, the 
contractor also prepares contracteeG account. The purpose of preparing a contract 
account is to know the profit or Joss 0 11 each contract executed. Some of the important 
points in contract costing arc oow discussed in detail. 

(i) Materials Cost: Materials required for the execution of contract in most of the 
cases are ordt--re<l specifically and then used on the contract. The following entries 
are passed to record th.c materia ls cost: 

• When materials are specifically purchased.for 1he contract. 

Materials ale Dr. 

To Cash or supplierG a/c 

(Nute: Usually the materials bought are sent to the store room of the 
contractor.) 

• When materials are sent to site by the contractor. 

Contract ale J)r. 

To MatcriaIB a/c 

• When any materials are sold at work site. 

Cash ale Or. 

To Contract ak 

• When materials arr? trarn.jerred.fi-om one contract to another. 

Transferee contract a/c Dr. 

To Transferor contract ale 

• When materials are senr l o st0res. 

Stores control ale J)r. 

To conlrac1 

• For recording marerials remaining at site at the end of the year. 

(a) At the end of tbe current year: 

Materials al site ale Dr. 

To Contract ale 

(b) At the beginning of the next year: 

Contract ale Dr. 

To Materials on site aic 

• For recording accidental loss of materials. 

Insurance company ale Dr. (witb lhe admitted claim) 

Profit and loss ale Dr. (with the residue) 

To Contract ale 

When materials are supplied by the cootractec, the value of such materials should not 
be charged to the contract account. Instead, a separate record for such materials should 
be kept because the unused materials will have to be returned back to the contractee. 



(ii) labQur Cost: AJI wages of workers engaged oo a particular coutracl arc charged 
direct 10 tJ1c contract accuunt. When several contracts arc running at different 
areas, payroJI is oonrially categorized so as to have separate payroll for every 
contract. Difficulties in costing may be encountered when some workers may have 
lo move from one site to another when a number of small couU'aclS l\rc 
undertaken. 

[n sucb siruatioos, ii bc.-comcs necessary to provid~ time sbce~ from which 
allocation can be made. [n order lo control Jabour utilisation aod prcven1 fraud in 
tbe paymcnl of wages, surprise visits by bead office personnel will necessary. lf 
there is any outstanding wag~, it is also charged to contract account and in 
balance sheet as a liability, ifil is required. 

(iii) Direct Expe11ses: The expeost.'S incurred exclusively for a particular contract are 
treated as direct cxpe11ses and are chargeable 10 that contract for whil:b it incurred. 
For example, a plant hired for a special contract will be charged by the hire 
charges or fees paid to expert for consulting him as regard to a specific conlrac1 
would be treated as direct expense. 

(iv) llldirect Expenses: When a contractor undc.Tlakcs more than one contract 
simultancou~ly, he wiU set up a common office and engage common supervisory 
~tafC The aumiuistratioo expenses incurred and the supcrvisorG saJary j:; 
apportioned among IJ1e contracts on some suitable basis. 

(v) Plant anti Machinery: Some of the assets that are to be dt:prt:eiatcd while on use 
OJl a cootrac1 are bulldozers, cement mixer, mobile crane. tractors, lorries and 
tilc.c;-po)ishing machines. There are two ways of dealing with the plant ancl 
machineries used on a contract 

Where a plant or machinery is spcciaUy purchased for a particular contracl lo be 
used for longer duratio.o, the contract account is debited with the value of plant Al 
th~ cod of the accounting period, the depreciated value of the plant or machinery 
is credited tc, tbe contract accouol 

Wheo rhc plant or machioery is used relatively for a shorter duration on a coolract, 
the cootracl account is charged with lhc depreciation of the plant or machinery. 

(vi) Sub-contract Cost: Work of spccialisc<l character, for which facilities are not 
internally available, is offore<l to a sub-contractor. For example, steel wor.k, glass 
work, electric fittings , <loors and furniture fittings, _painting, etc., are usually 
ca1Ticd out by the sub-contractors who arc accountable to lhc roaio contractor. The 
cost of such work is charged lo the contract account. 

(vii) Cost of Extra Work: Somt:times the contnu:tor is required to do some i..'Xtra work 
like additions or alterations in the work originally done a.<; per contract or 
agrt--emenl. The contractor will charge extra money for such extra work. The cost 
of sucb extra work or job is debited to the contract account and extra price 
re.\lised is c.TCdited to tbe contract account. 

(viii) Re1e111ion Mo11ey: Usually the conlractee stipulates in the contract deed tbat Jlc 
would withhold a part of the contract price to be paid al a later stage ai\cr 
completion of the contract. This is to make sure that the contractor bas 
performed all work relating lo contract on the most satisfactory manner and that 
no repair work arises within a presm'bed time limit. The amount so withheld by 
the cootractee is known as retention money. 1t safeguards the interesl of the 
coolractee agaiost tht: contractor, who may at times perform sub-stao<.lard work 
and gain then> from. 
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(ix) Cost of M aintenance Periods: Sometimes co11tractors are required to maintain the 
work during a specified period after cornp letion, the cost of maintenance is also 
debited to Lhe contract account. 

(x) Progress Payment: In large contract, which takes longc.r duration to complete, lbe 
conlractec pays to the contractor a certain amount from time depending upon the 
stage of satisfactory completion of work. Tbe progress of work from time to time 
will be certified by tbe architect or civil engineer of the conlractee. Thus, every 
installment of money paid by the contractec to the contractor depending upon the 
progress of work. is known as progress payment. 

(xi) Escalatio11 Clause: Tbis c lause is often provided in contracts to cover any likely 
changes in tl1c pr.ice of materials, labour, etc. Tbus, a contractor is entitled to 
suitable enhance the contract price if the cost rises beyond a given percentage. The 
objective of tb i& clause is 10 safeguard the interest of contractor against 
unfavourable changes io cost. The escalation clause is of particular importance 
where pric~ of materials and Jabour are anticipated to increase or where quantity 
of materia ls and labour time cannot be accurately estimated. 

Just as an escala tion clause safeguar<ls the interest of the contractor by upward 
revision of the contract price or contract value, a de-escalation clause may be 
inserted to look after the interesl of the contrnctce by providing for downward 
revision of the contract price or contract value in tbe event of cost going down 
beyond an agreed level. 

(xii) Cost-plus CQntrnct: T his is a modified method of contract costing. Cost-plus 
contract metl1od of costing is n:soried to when it js not possible to determine tl1e 
cost of the contract in advance with a reasonable degree of accuracy. Under such 
circumstance, tne contraclce agrees to pay to the contractor, the actual cost 
incurred together with an agreed amount of profit which the contractor earns in 
the usual course of business. This lype of contract is mos tly followed during the 
period of urgency wbcn ct--rtain lypes of product<; are lo be manufactured and 
supplied as in the case of defence products, component parts and so on. 

rl.dvamages: Cost-plus contracts offer the following advantages: 

To the Contractor: 

❖ There is no risk of loss on such contract. 

❖ There is bargain in the contract prjce in future under this type of contract. 

❖ Tt s implifies the work of preparing tenders or quotation. 

❖ Procurement of the services of the experts. 

❖ It protects him from tbe risk of fluctuations in market prices of materials, 
labour, etc. 

❖ Earliest completion of the work. 

To the Contractec: 

❖ Since the contract price is governed by the contract, the contractees will also 
not sufft.-r from risk of loss. 

❖ Under this method, the contractor can know in advance the profit that can be 
expected on successfully completion of the contract. 

❖ 1n the case of cost-p1us contracts, generally, ilic quality of the work does not 
suffer. 



❖ By giving to the contractee the right to inspect the accounting records of the 
c.:-0ntrac1or, a cost-plus contract ensur~ a fair price 10 1he contracl<::e. 

Disadvantages: The <lisadvantages of cost-plus contracts are giveo below: 

To the Contractor: 

❖ The cootractor bas lo suffer for his own efficiency. This is beca~e _profit is 
usually based on a pt:rcentage of cost and efficient working resulting lower 
cost also leads to lower profits. 

❖ The coolractor is deprived of the a<lvantage.c; which would have accrued uue to 
favourable JTiarket prices. 

To th<:! CootJ'actee: 

❖ Misuse of materials and labollr by the contractor. 

❖ The price a contractee has to pay is unknown uutil after lhe completion of 
work. 

❖ Generally, the contract price js widely increased. 

The cootractee bas to pay more for tbe efficiency of the contractor as l11e 
contractor has no ince11tive to reduce costs. 

(xiii) Worli. Certified a11d Work ll11cerlijied: Work certified represents that portion of 
the cooLract that bas been duly approved by the architect of the contraetee. This b 
denoted in tern~ of money value in contract account and appears on the credit side 
of U1c contract account. 

Work unc1:rtitied refers to Lbat portion of work completed by the contractor and 
disapproved by the architect on the ground that it has not reached a stipulawd 
stage. Tbe value of work uncertified also appears on the credit side of tl1e contract 
account. 

(x..iv) Work-in-ProgTess: TI1e work-in-progress represents the value of work which ie; 
in progrt:Ss as a contract and requires further complctioo. The value of WU> 
appears on the asset side of tbe balance sheet and is ascertained as under: 

Amount of work oertiticd 

Amoum of work unccniiied 

Less: Profit 1ransfcrred to WO" 

Less: Cash reccived 

Amount of Work-in-Progress 

(xv) Contrncree 's Account: The contractec<s account is prepared by the contractor in 
his books. Wb~n the various installments of contract price a re rnceive<l from the 
contractee, the following t.-ntry is passed: 

Casb ale Dr. 

To Coolractec<s ale 

Wbeo tht:: contract is fully completed the following entry is passed: 

ContracteeG ale Dr. 

To Co1llracl ale 

Tims, it is clear that the contra<.:tee0 account will show a debit balance indicating 
the amount due from bjm to the contractot till it is paid fully. 
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(xvi) Loss of Completed Contract and incomplete Contract: Every foss on contract, 
whether completed or incomplete, should be transferred to profil and loss 
account in full. This treatment is justified on the basis of prudence concept. 
While accounting the loss on contract., stage of completion of contract work is 
not considered. In case of incomplete contract, if it is expectt:d that in future 
also contract is subject lo losses, it is advisable to make a provision for 
contingencies . 

(xvii) Notional Profit: Notional profit is the difference between the value of work-l.n
progress certified and the cost of work-in-progress certified. It is computed as 
follows: 

l'artitulars Amount (' ) 

Value of certified work 10,00,000 

Add: Cost of work not yc1 certified 1,00,000 

t 1.00.000 

Less: Cost of work to date 9,00,000 

Notional Profit 2,00,000 

If in any year, cost of work done exceeds Ute value of certified work and 
uucertified, the result will be a .notional loss. 

(xviii)Profit 0,1 Jncomplete Contract: Profit cao be accurately calculated only when 
contract is complete. lf a contract extends two, three or more years, the 
contractor will have to wait for calculation of profit till the contract is 
completed. This is not desirable; beoct:, pro.fit has to be calculated on the 
contract even if the contract is not completed. Bul profit on i.ncompk te contract 
should be calculated after providing adequate sums for meeting unknown 
contingencies. For calculating profit on incomplete contract abundant caution 
and conservative approach are required so as to cover risk and uncertainty 
dudng the balance of period of execution of the contract. 

There are uo bard and fast rules regarding the calculation of profit of 
incomplete contract. However , profit should be taken only in respect of certifo.:d 
work and uncertified work should bt: valued at cost. When profit is based on the 
basis of certified work, it is known as (profit carnedO FoUowing rules may be 
followed for calculating profit to be taken to profit and loss account: 

(a) If the work certified is less than I/4th of the contract, no profit should be 
transferred to profit and loss account. It means that entire notional pro/it 
should be treated as reserve for future contingencies. 

( b) lf the work certified is I /4th of contract price or more but less then I /2nd of 
the contract price, the profil transferred lo profit and loss account should be 
I /3rd of the notional profit: 

Profit = Notional profit x l/3 

lf it is desired to transfer the realised profit to profit and loss account it wiU 
be calculat<.,'il as under: 

Profit "" 1/3 x Notional profit x (Cash received/Work certified) 

( c) If the work certified is 1/2 or more than of the contract price. the profit 
transferred to profit and loss account would be 213rd of the notional profit: 

Profit ""Notional profit x 2/3'd 



If it is desired to transfer the realistXI profit to profiL aod loss account, it 
will be calculated as Wlder: 

P rofit = 2/3 x Notional profit x (Cash received/W ork certified) 

(d) Sometimes a contract is abou1 to compJete, say, its physical progress is 
more than 90% and the contractor js in a position lo estimate t.h.e future 
cosL<; with lugh degree of accuracy. In such a case, it would the desirable to 
calculate the proJil with reference lo total estimated profit. Total estimalt:d 
profit is excess of contract price over total cslimalt:d cost. The profit to be 
transferred to profit and loss account will be c,;alculatcd as under: 

Profit "" Estimated profit x (Work certified/Contract prict:) 

If it is desired to transfer the realised profit to profit and loss account, it 
will be calculated as under: 

Profit = Eslimated profit x (Work certified/Contrac t price) 
x (Cash. received/W ork certified) 

Where, 

Estimated Profit : Contract price DTotal estimated cost 

Total Estimated Cost = Costs incurred up lo date + Estimaied costs for 
completion of coorracl. 

[Note: J[ oothing is given in lhe problem, students are advise<l to use the 
concept of realized profit.) 

(xix) Balance SlleeJ: At 1be time of preparation of balaoce sheet, the contractee<) 
account deserves a special ffi(.,"Jltion. The cootractet-0 account is oot lo be sJ1own 
as a debtor for lb~ full contract price unless lhc work h.as been completed. 
Likewise the sum received from the cootractee under various inslallroents should 
not be shoWll as a liability on the balance sheet. On compktion of contract, if the 
cout.ractee still owes the amount to the contractor, his account is shown as a 
debtor for the amount due from him. When the cont.ractec pays fu11 amount, his 
account is closed aod h.is account wjll not a ppear jn the balance sheet. 

(xx) Target Costing: Titls is a variatioo of cost~plus contract. Under target costing 
method, the contractee agrees 10 pay tbe profit as per tl1e agreement or contract 
on the tot.al con1ract price. ln addition to the profit, sometimes, ii is agree.cf upon 
by lhe contractor to complete the contract within a target price. 

lo ca$e if be completes the contract witbiu the iargel price, he is entitled to 
receive a bonus which is in proportion to the savin~ made, saving being 
difference between original contract price and target piicc. 

Example: Show how you would deal w:i lb plant in U<lai Contract Account with the 
following information: 

Plaot issued to contracl on lsi June, 2008 costing · 2,00,000, Plant costing 
• J 6,000 was transferred to Vtkas Contract on 30.11.2008. Plant costing · 6,000 was 
stolen and another costing · 5,000 was destroyed by fire. The plant was insured 
against fire lo the full value. P lant costing 20,000 was sold for 
· 19,000. Plant at the eud of the year was valued by cl1arging depreciation @20% per 
annum on 3 l"' March, 2009. 
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S olutwn: 
Contract Account 

Particulars Particulars 

To Plant account 2,00,000 I By V ikas Contract Account 

Plant tra,i~fcrred 

Cost 16.000 

Less: Dcp. @20% for 1,600 14,400 
6 mon1hs 

Ily Profil & loss aceouot (Plant ,tofen) 6,000 

By Fire insurance cumpany (Plaut destroyed 5,000 
by fire) 

By Sale of plnnt 19,000 

By Profit and los:. account (Los~ on plant 
sold) 

Cost 20,000 

Less: Sold 19,000 l ,000 

By Plant at sitt: 

Cost 1,53,000 
(2,00.000 047,000) 

Less: Dcp. @20% for 10 
months 25,500 1,27,500 

Example: The contract price of a contract undertaken by Kartik Limited on I" July, 
2008 was · 3,00,000. Following expeJtses were incurred on the contra.ct: 

Materials consumed 
Materials in hand on 3 I st March, 2009 
Direct wages 
Djrect expenses 
Planl purchased 

· 72,500 
· 30,000 
'4O,OO0 
· 42,000 
' 50,000 

The contract was completed on 31 •l March, 2009 and the contract price was duly 
received. Provide depreciation on plant @ 10% per year and charge indirect expenses 
@20% on direct wages. Prepare Contract At(;ouut and ConlraclecG Account i.n the 
books ofKartik Limited. 

Solution: 
Contract Account 

In the Books of Kartik Limited 

Date Particulars Date Particulars 

2008, To Plant purchased 50,000 2009. ) Dy Material 111 hand 30,000 I 
1" To Materials issued · 31'1 13y Plant in ha1)d · 
July Materials March l Cost 50.000 

consumed 72,500 
Add: Material Less: Oep 3, 750\lJ 46,250 

in hand 30,000 l,02,500 13y Contractce·~ account 3,00,000 
To Direct wages I 40,000 
To Direct cx.pcnscs 42,000 I 
To Indirect expenses 8,000 I 
(20% of direct wages) 

2009, To Profit and loss 
31st account 1,33,750 
March 

3,76.250 3.76 250 



Working note: 

1. Calculating of depreciation on plant: 

Oepn:ciation =(so,ooox~x2-}= · 3,750. 
lOO 12 

Contractee's Account 

Dal.e Pt1rticulars - Date P11rticulars 

2009, To Cont rt1ct account 3.00,000 2009, .By Cash account 
J I'' 3 1" 
March March 

J,00,000 

Example: The foJlowing exp<:.'11ses relate to a contract: 

Materials issued lo cont.racl 

Labour t-11gagt)d 

Plant al cost 

Direct expenses 

Establishment charges 

Materials returned to stores 

Work certified 

Cost of work uncertified 

Materials in hand on 31st December, 2012 

Wages accrued due al 3 1" D~cmbcr, 201 2 

Direct expens~ accrued due at 31 '' December, 201 2 

Value of plant at 3 l" December, 201 2 

' 85,349 

' 74,375 

' 15,000 

- 3, 169 

· 4, 126 

549 

1,95,000 

- 4,500 

. 1,883 

'2,400 

. 240 

· 11,000 

-

3,00,000 

3,00,000 

The contract price has been agreed at · 2,50,000. Casb received from the contractee 
was · 1,80,000. The accounting year closes on 31 ,.. December, 2012. Prepare Coutracl 
Account and Contractc<,..,O Accounl for the year 2012. 

Solution: 

Cont ract Account 

Psrticubrs - Par ticulars 

To Material 85,349 By Ma1erials rerurm:tl 549 

To LaboU( 74,375 By Materials in hand l.883 

ToPlanl 15,0{){) By Plam at site 11,000 

To Direct expcn~es 3,169 By Work-in-progress: 

To Establi!!hmenr charges 4,126 Work certified l ,95,000 

To Wages accrued 2,400 Work uncertified 4,500 

To Direct expenses accrued 240 

To Profit d d 28,273 

2, 12,932 2, 12,932 

To Profit & loss account 17.399\1 ) By Profit b/tl 28,273 

To Work-in-progress 10,874 

2&,273 28,273 
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Contractee's Account 

Particulars 

To Balance dd 1,80,00() By lfank 

1,80,000 

Working note: ( 1) Profit to profit and loss account 

= 28 273 x~x l,BO.OOO · 17,399 
' J 1,95,000 

Particular., . 

l,!10,000 

1,80,000 

Example: Mr. Saxena uudertook a contract for ' 1,35,000 which took I 3 weeks jn its 
completion. From the fo Uowing details, prepare Cootract Ac<.:ount and ContracteeG 
Account assuming the amount due from the: coutraclee to be received: 

The values of loose tools and stores returned at tbc end of the period were ' 300 and 
· 4,500 respectively. The plan( returned at the value of · 24,000 after charging 
depreciation at 20%. The value of tractor was · 30,000 on which depreciation @l 5% 
per annum was to be charged. Tile administration and office cxpc>1ses are to be 
provided at 20% on worb cost. 

Solution: 

Contract Account 

Particulars Partkuhlrs 

To Dirccr materials 30,375 By Store rcltm1c<I 4,500 

To Direct wages 23.250 By Loose 1ools rchimed 300 

T0 S1orcs issued 15,750 By Plant returned 30,000 

To Loose tools 3,600 Less: Dep. @.,20¾ 6,000 24,000 

To Tractor expenses: By Trdctor rctume<l 30,000 

fuel, etc. 3,450 Less: Dcp. @15% 

Driver's wages 4,500 p.a. for 13 weeks 1,125 2R,875 

Othc, expenses 3,975 11 ,925 By Works cost c/<I (Balancing 
figure) 87,225 

100 
ToPlanl issued 24,000x • - JO,oooni 80 

To Cos1 of1n1ctor 30.000 

1,44,900 1,44,900 

To Works cost bid 87,225 13y CoJ11rnc1ee's account (work 

! 
finishe--<l) 1,35.000 

To Administration exp. 20% of 
works cost 17,445 

To Profit & loss account 30,330 

l,35,000 1,35,000 

Working note: (l) Plant depreciated at 20% and not @20% _per annum. So, original 
cost of plant would be 24,000 x (100/80) = · 30,000. 

Contraclee's Account 

Particulars Particulars 

To C0111ract account 1,35,000 Hy Bank account 1,35,000 

1,35.000 1.35.000 
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Exumple: From lhe following data relating to a conlract extracted .from the books of a 
company, prepare Contract Account as on 31"' March, 2013: 

.Materials issued ' 1.35.<XJ<J Small plant used . 5.27S 

Wab-eS . 75,000 Contract price . 3,50,000 

Office t:xp-.-nses 20% of works cosl 

You are funher informt:d that: (a) Work commenced oo 1\1 October, 2012; 
(b) Wages or workers for one week and salary of lhe supervisory staff for one monll1 
were <.Luc at U1e end oftll c period; (c) Depreciation to be charged @ 10% per annum on 
plant; (d) Malt:rials al site on 31"' March. 2013 was of ' 6,300. 

Solution: 

Contract Account 
For tbe Year Ended 31" March, 2013 

Particulars Particula rs 

To Materials •~sued 1,35,000 By Material al site 6.300 

To Wagci. 75.000 By Plant al site 1,12,500 

To Wages accnrcd J,000<1> Less: Dcp. 

To Plant issued 1,12,500 @JO% p.a. for s:ix 
months 5,625 1,06,&7S 

To Supcrviso('s lialwy By Cuntractee's account J,50,000 

8,250 

Add; Accrued for OIIC 
1,65012) month 9,900 

To Cost of extra work done 2,500(4) 

To Sub-contract ,;ost 10,000 

To Small plan! used 5.275 

To Office expenses (20"/~ of 
. 2,40,000(,1)) 

48,000 

To Profit & loss account. 62,000 

4,6).175 4,63,175 

Working ootes: 

1. Wages accrued: Wages paid for 25 weeks· 75,000. Hence, wages for one week = 
· 75,000/ 25 = ' 3,000. 

2. Salary accrued: Salary for 5 months · 8,250. Hence, salary. for l month =
• 8,250/5 -= . 1,650. 

3 . Office expenses are 20% of works cost being [1,35,000 + 75,000 + 3,000 + 
l , l 2,500 + 9,900 + 2.500 + l 0.000 + 5,275] Df 6,300 + l ,06,875] = . 2,40,000. 

4. Cost of extra work done is · 2,500 considered as the cosl of original contract 
because i1 is very low amount in this case. 
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Check Your Progress 

Fill in the blanks: 

l. Contract costing is a basic method of ____ _ 

2. Work Certified is valued at ___ _ 

3. Cash received on co11tract is credited to ___ _ 

4. Mah.:rials returned under mate.rial return note credited to -----
5. Escalation Clause in a contract. to per fect the interest of ____ _ 

6. The degree of completion of work is determined by comparing the work 
certified with ------

7.7 LET US SUM UP 

• Jn principle. contract costing is similar to job cosling as it follows the principles of 
job costing. Contract costing is, therefore, a type of job costing and the entire 
contract, instead of job, conslitu\es cost unil. T his method of costing which is also 
koown as Tcnuinal Costing is applied fo industries engaged in the construction of 
buildings, roads, dams, bridges, banks, parks, etc. In this method, a separate 
nulnber is a lloned for every cont.rac1 and all rela ted costs are accumulatt:d for eac h 
contract. 

• A contract gen(.,-rally lakes more than one year to t:om.plete. Work is generally 
carried out at a site other than the cont.rac torG own premise.<: and each contract 
undertaken is treated as a cost unit. Contract is done for a specific consideration 
which is known as contract price and separate contract account is prepar~d for 
each contract in the books of contractor to ascertain profit or loss on each contract. 
Most of the raw materials arc specia lly purchased for each contract. 

• Under co utract costing , the price is paid in various installments dq>ending upon 
the progress of work. In job costing, the selling price of a job is paid after 
completing the job in full. The preparation of contract account is the essence of 
contrnct costing. TI,e contract account is prepared by the contractor in his books. 
In addition to th.is account, the contractor abo prepart:S contractce<J account. The 
purpose of preparing a contract account is to know the profit or loss on each 
contract execut~d. 

• All wages of workers engaged on a particular contract are charged direct to the 
conlJ"act account. When several contracts arc running at different areas, payroll is 
normally scclfonalised so as to have separate payroll for every contract. When a 
<.;Ontrador undertakes more than one contract simultane011sly, he wiJI set up a 
common office and engage common supervisory staff. The administration 
exp<.-·nscs incurred and the supcrvisorG salary are apportioned among the contracts 
on some suitable basis. 

• Target Costing is a variation of cost-plus contract. Un.der target costing method, 
the contractce agrees to pay the profit as per the agreement or contract on the total 
contract price. Ta addition to the profit, somctim~, it is agreed upon by the 
contractor to complete the contract within a target price. 



Particulars SUMO 160 GB . BRA YON 320 Gn . 

Materials 54,600 2,17.360 

Labour 31,200 1,25.840 

Works overhead is charged at 80% on Jabour and office overhead is taken at 15% 
on works cost. The selling p1ice of both bard disk driv~s amou.n1e<l to · 2,000;..~56 
SUMO 160 GB ru1d 572 BRA YON 320 GB }lard disks were sold. '\ 

9. From the following information, prepare lbc balanc~ sl1ee1 fi-om tht: cost records 
of Aditya C11em.icals Ltd. for 1993. 

Par1iculars 

Finishc<l goods on 1-1-1993 S0.000 

Raw matclial on 1-1-1993 10,000 

Work in progress l •J-1993 14,000 

Direct labour 1,60.000 

Purchase of row ma\crfal 9X,000 

lndirccl labour 40,000 

Heat, light and power 20,000 

faetory, Jnsurnnce and Taxes 5.000 

Repairs lO pJill\( 3,000 

Factory ~upphes S,000 

Depreciation Efac1ory building 6.000 

Deprccia1ion Q,la!ll 10,000 

Fac1orycos1 of goods produced in 1993 2,80,000 

Raw material consumed in I 9x3 95,000 

Cos1 ofgoo<lssolJ in l9x3 l,6O,000 

No office and administration expenses were incurred during the year 1993. 
Prepare a statement of cosl for 1l1e year ending l 993 giving maximum possible 
infom,ation and its break up. 

10. Discuss analytically, direct aml indirect costing. 

11 . Whal is Tender or Quotation sheet? 

12. Explaio on what basis tender sheet is prepared. 

I 3. Write a l-horl uote oo manufacturing account. 

14. FoJlowing are the particulars for the production of 2000 sewing machines of ABC 
Co Ltd. for the year 2JJ07: 

Cost of materials · l ,&0,000; Wages · 3,40,000; Manufacturing expeID>~ 
· 1,20,000; Salaries · l ,00,000; Rent, Rates anti Insurance · 40,000; Selling 
expenses · 40,000; General expenses · 30,000 and SaJes · 9,00,000. 

Prepare cost sheet al a profit of 10% of selling prict:. 

15. The accounlS of Pleasant Company Ltd. show detai Is for the year 2004: 

Materials 

Labour 

Factory overhead 

Administration overhead 

. 550000 

· 300000 

. 70000 

. 59080 
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W11at price should the company quote for a refrigerator? It is estimated that 
' 2000 in materials and · 900 jn labour will be required for one refrigerator. 
Absorb factory overhead on the basis of labour and administration overheads on 
the basis of works cost A profit of 10.5% on selling price is required. 

Check Your Progress: Model Answer 

I . Indirect costs 

2. Factory cost or works cost 

3. Cost of production 

4. Cost of sales 

5. Raw materials 

6. Finished goods 

7. I ndircct expenses 
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6.0 AIMS AND OBJECTIVES 

After studying tbis lesson, you should be able to: 

• Understand the concept of overheads 

• Discuss the procedure for accounting an<l control of overheads 

• Explajn the allocat..ion aod apportionment of expenses 

• Learn tbc apportionment of service department costs lo production department 

• Uoderslanu the meaning of absorption of overhei:lds 

• Discuss the determination of overhead_ rates 

• Describe the different method.:: of absorption of overheads 

6.1 INTRODUCTION 

Overheads are those costs required to run a business, but which cannot be directly 
attributed to aoy specific busioess activity, product or service. Overhead expenses arc 
all costs ou tbc income statement except for direct labour, direct materials and direct 
expenses. Overhead costs do not directly lead lo the generation of profits. Overliead is 
stiU a.ccessary, since it provides critical support for tlte gi:meration of profit-making 
activjties. The cost of any product is normally classified into two main segments viz 
Direct and Indirect Cost. The entire segments of indirect costs are known as 
overheads, which normally include indirect mawrial, indirect labour and indirect 
expenses for the benefit of many cost centres. The indirect cost component is a 
component of cost which cannot be easily or conveniently identified for a particular 
product is known as overhead. ln geoeral, any expense which is incurred over and 
above the prime cost of the product is known as overhead.:: viz. Factory overheads, 
Administrative overheads, Selling and Disuibution overheads. These overheads are 
nothing but indirect expeoses at every level not only for the manufacture of the 
products but also for selling and distribution of products in the market. 

In this lesson, we will study the c011ccpt of ov1.:rhcads, classification of overheads, 
procedure for accounting and control of overhe<1ds. We will also study the al1ocation 
and apportionment of expenses and at the end, we will study tbc apportionment of 
service department cosrs to production departments. 

6.2 CONCEPT OF OVERHEAD 

Overhead has been defined by the Institute of Cost and Work Accountants, London as, 
Ohc aggregate of indirect material cost, indirecl wages and indirect expenscs6 13y 
indirect, it means one Ovhich cannot be aHocate<l, but which can be apportioned lo or 



absorbed by coRt centre or coRI uuit6 Overheads arc those indirect costs which canno1 
be directly related to any product, job or process, because they Cltlll10l be directly 
attached to production activities. A major part of the total cost is overheads. The total 
cost is divided into: Prime Cost, Factory Cost and Administrative Cost. Overhead 
compris~ indirect material, indirect labour and indirect expenses. 

Blocker bas defined lhc overhead costs as, .. Operating of a butiness enterprise which 
cannot be rrac:ed dfrectly to o particular unit of outpuJ ". Overheads a re tbc indirect 
costs which cannot be directly a llocated to any particular job and production aclivily 
or proc~s as they are not capable of being specifically identified to any particular 
activity. 

6.2.J Elements o f Overheads 

Overheads J1ave tlu·ee in<lirecl elements of cost. The three elements 11rc: 

• J ndircct material 

• Indirect labour 

• Jndirccl expeas~ 

Tb~c indirect clements of cost have no bearing whatsoever with U1c level of activity 
or volume of production. 

6.2.2 Importance of Ove rhead Costs 

Due Lo rapid industrialilation, huge expenses were incurred by lhe industries, which 
were nol able chargi:: for a particular unil. These expenses play significant part in Lhe 
total cost of a product, which warrants careful analysis not on1y to know the reasons 
for ascertainmeJ1l but a lso to control them Normally, the overheads caul.lOt be 
a llocated but Uiey arc suilably apportioned and absorbed through suitable method,;. 

ls a11 increase i11 Ille overhead a11 i11dication of inefficiency? 

No, an iocreaRe in the overhead may be due to many reasons, but not due to 
ine fficiency of the organisation. The hike in the volume of overhead.:; owing to lhc 
following reasons: 

I. Dut: to mechani7ed large scale ofprodut"tion 

2. Due lo increa:sc in the e fficiency of the labour force which may in tum iocrcase 
the level of productivity of the orgarusation 

3. Due to application of capital intensive technology rather than labour intensive 
technology 

4 . More use of mechanized devices leads to incur greater amount of overheads due 
to gi-eater depreciation, majntenance charges, fuel. oil. power and so on. 

5 . The methods of work study paves way for Ute organisation to brin.g down onJy the 
direct cost compooeot of tbc product but not the overhead The reduction of direct 
cost compooent due lo work-study leads to increase in lbe volume of indirect 
u.ninteotionally and unknowingly. 

Tha1 is wily. the overhead costing plays vital role in ilic costing and management 
accounting. 

6.3 CLASSIFICATION OF OVERHEADS 

The overbead clussificatfon depends upon the type and size of Lhe business, nature of 
product, services of ti.le product and variom; policies of the managemcol regarding 
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product or outpul. The following arc the important bases of classification of 
overheads: 

(i) Nature-wise Classification, 

(ii) Function-wise Classification, 

(iii) Variability-wise Classifaatioo, 

(iv) Controllability-wise Classification, aod 

( v) Nonnality-wisc Classiiication. 

The following chart shows their classification at a glance: 

i 
Nature-wise 
Classification 

l 
Indirect 
Material 

Indirect 
Labour 

Indirect 
Expenses 

Classification of Overheads 

i 
Function-wise 
Classification 

l 
Production or 
Manufacturing 
Overheads 

Office and 
Administration 
Overheads 

Selling 
Overheads 

Distribution 
Overheads 

Research and 
Development 
Overheads 

~ 
i 

Variability-wise 
Classification 

l 
Fixed 
Overheads 

-Variable 
Overheads 

Semi
variable 
Overheads 

i 
Controllability-wise 
Classification 

l 
Controllable 
Overheads 

Uncontrollable 
Overheads 

Figure 6.1 : Classification of Overheads 

6.3.1 Naturc~wise Classi tkation 

l 
Normality-wise 
Classification 

l 
Normal 
Overheads 

Abnormal 
Overheads 

Under this classification, expenditures arc classified inlo three categories: 

• Indirect Material: Indirect matl"rials which are used in the manufacturing process. 
which cannot be aUocatcd to a particular job or production but is absorbed by cost 
ceotrcs or cost units. The examples of indirect materials are consumable stores, 
lubricating oil, loose tools, conon waste, etc. 

• Indirect Labour: ft includes such wages which cannot be allocated, but which can 
be a-pportioned by cos1 centre or cost unit. Th.c examples of indirect labour are 
salary of forem1.,'Tl, supervisors, works manager, store-keepers, wage of 
maintenance, idle time cost, holiday pay, workers compensation, employerG 
contribution to provident fund, overtime wages, elc. 

• Indirect Expenses: Tbe expenses which canno! be aUocated directly but which 
can be apportioned to or absorbed by cost centre or cost unit. The examples of 
jndirect expenses are factory rent charge, charges of lighting and heating, 
depreciation, insurance, factory expenses, adnrinistration, selling and distribution 
expenses, etc. 



6.3.2 Function-wise Classification 

Und1...T this classification, tl1e various ftmctions performed by the industry or 
organisation. In this classification, overl1eads arc classified as follows: 

• Produdio1t or Manufacturing Overheads: It is al.so known as factory overhead, 
works overhead or manufacturing overhead. The production overl1~d is lhc 
indirect cost which inc ludes indirect material, indirect labour and in<lfrect factory 
expenses. It includes alt overheads incurred from the stage of productim1 of 
materials till the completion of tlie manufacture. Following arc the production 
overheads e.g. rent, municipal taxes, depreciation, insurance of the factory, 
machines and equipments, factory lighting, beating and air-conditioning, fueJ and 
power, drawing expenses, factory manager salary. consumable stores. small tools, 
repairs of factory buildings, plant, machines and equipmenl, store-keepiJ1g 
expenses, cost of idle time, overtime, ho liday pay, workersO!rain-ing and welfare 
expenses, inspection, factory telephone and stationery expenses. 

• O.fflce and Adminlstratioti Overheads: These are also known as general 
overheads. Jt is the -indirect expen<titure incurred in formulating the po licy, 
d irecting the organisation and controlling the operations of an undertaking which 
is not related directly to research and development or production and selling 
activities. The administrative overhead costs may include the followiJig: acco011t 
office expenses, audit foes, office staff salaries, postage, stationery, telephone and 
telegrams, legal expenses, depreciation, insurance, reul of the office building, 
office equipments and office furniture, bank charges, salary to general manager 
and office electricity expenses. 

• Selling Overheads: lt is the expenditure incurred in promoting sales and retaining 
customers. It includes: advertisement, bad debt<;, quotations, price lists, salaries 
and commission of salesmen, selling agents, travellin g expenses, postage, 
telephones, stationery of sales office, salary of saJes manager and sales office 
staff, window-dressing expeDScs, etc. 

• Dislribution Overheads: The expenses pertaining lo de livery of goods lo the 
customers fall under this distributfon overhead. It includes: packing material and 
expenses, carriage outward, transport expeoses, maintenance, repairs, dcpreciatiou 
of deli very vans, depreciation, repairs of the warehouse, salary of warehouse staff, 
insurance of warehouse, losses in warehouse, wastage of finished good.-:, etc. 

• R esearch and Development Overheads: The research expenses arc the cost of 
searching for new and improved products, new applications of products and 
improved methods and techniques. The development cost is the cost of the process 
which begins with the implementation of the decision to produce a new or 
improved method and ends with the commencement of formal production of th!;;: 
product. 

6.3.3 Variability-wise C lassification 

The overhead<; can be classified according to variability into: 

• Fixed Overheads: Fixed overhead is one which tends to be unaffected by 
variation in volume of output. But tl1ey arc fixed up to a level of production. The 
fixed overheads are related to the periods, and so the fixed costs are also known as 
Period Costs. The examples of fixed overheads are: rent and taxes of the factory 
and office buildings, insurance charge of plant, machine and building of fact0ty 
and office, depreciation of building and machine of factory and office, sala1ies of 
foreman, works manager and other manageri11l staff, inleresl on capital, 
watchmanG salary, monthly repairing charges, fixed charges of telephone, 
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depreciation of office furniture, salari<.,'S of pcrmanenl Slaff of sales department, 
rent and depreciation of the sak-s office or the warehouse, depreciation on delivery 
vans, fixed expenses of guest house, etc. 

A feature of lbe fixed overb(,-ad is that I.he rate of output per unit reduces as ilie 
production increases and vice versa. For example, the fixed overhead cost is 
· 4,000. If I 00 units are produced, the cost per unit will be · 40 and if the 
production increases to 200 units, the cost per-unit wiU go down to · 20 p1.,-r unit. 
The cost per unit chaogcs but the total cost remains the same. 

y 

soo-

... 6b0-
. 5 
iii 
8 400-

Fixed Overbead 

200 

I 

l 
0 I 

10 
I 

2D 
I 

JO 
I 

4£1 
I .X 

50 
Units of Producilon 

Figure 6.2: Fixed Overheads 

• Variable Overheads: These costs change ju the same ratio in wl1ich the output 
changes. It means the variable overhead is one which tends to vary directly with 
volume of output. The variable cost increases io direct proportiou with the 
increase in production aud decreases in the same proportion with decrease in 
production. 1t is known as direct cost. The examples of variable overhead arc: fuel 
and power, lighting, hearing, overtime, small tools, store expenses, postage, 
stationery, salesmaoG commission, discounts to customers, bad debts, branch 
expenses, travelling salesmaoG expenses, packing charges, carriage uutwarc~ 
variable expenses on delivery vans, etc. 

y 

800 
Vsi\a.ble.Cvllrhead 

2.00·-4--.,c.----- ---- - Fixed Overhead 

0 
1.0 20 30 40 50 

Units of Prodllcilon 

Figure 6.3: Variable Overheads 

On making a comparison bet ween fixed cost aud variable cost, we fiod that the 
total fixed cost (emains constant, while lhe tolal variable cost changes 
proportionately. 

• S emi-variable Overheads: Semi-variable overheads arc also koowo as semi- fixed 
overhea<.L-;. It is an overhead which is partly fixed and parrly variable. T here is 
hardly any difference 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 par~ ii may be called semi-var iable. 



Examples of semi-variable overhead<: are charges of telephone aud electric ity. The 
following figure shows U\e semi-variable overheads: 

y 

800 

"' 600 

--
...---- Semi-variable Overheads 

~ 400 

200 
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Units ot Output 

Figure 6.4: Semi-va riable Overheads 

6.3.4 Controllability-wise Classification 

On the basis of con1roUability, overl1cads may be classiCied inlo 1wo categories. They 
are as follows: 

• Cnntro/lahle Overheads: Those overhead costs which can b~ con1rolle<l by 
managerial influence fall under I.bis category. All variable cc,sts are contro llable. 

• Uncontrollable Overhead: The overhead costs which are bcyoud the cootrol of 
m;mageriul decis ioos are uncontrollable cost<:. All fixed overhl:ad costs fall u nder 
this category. 

6.3.5 Normality-wise C lassification 

On the basis of normality, overheads may be classified iuLo two categories. Tltey arc 
as follows: 

• N ormal Overheads: Normal overheads refer to such overheads which are 
expected to be incurred in attaining a given output. T hese overheads are 
unavoidable. They are, therefore, induded in production cost.s. 

• Abnormal Overheads: They refer to those overhead cos1s whic h arc not expected 
10 be incurred in a ttaining a given output. e.J<., co~, of abnorma l idle time. S uch 
costs an:: charged to costing profit and loss account. 

6.4 PROCEDURE FOR ACCOUNTING AND CONTROL OF 
OVERHEADS 

Under a normal cos1ing approacb, actual overhead costs are never assignt:d to jobs. 
Overhead is applied to caclt individual job u sing a predetermined overhead ra1e. Even 
with this system, however, a company must still account for acrual overhead costs 
incurred. Thus, we will first describe how to accoun.t for applied ovcrhend and then 
discu ss accounting for actual overhead. 

6.4.1 Accounting for Overhead Application 

Assume t hat Bob J1as estimated overhead cos1s for the year at · !l,600. Additionally, 
since he expects business to increase throughout lhc year as be becomes establisl1ed, 
he estimates 2,400 total dirc..-ct Jubour hours. According ly, the prcdett--nniocd overbead 
rate is as follows: 

Overhead rate= · 9,600/2,400 .hrs."' · 4 per direct laboUJ' hour 
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Ovt.7hcad costs flow into work-in-process invcutory via the predetermined rate. Since 
direct labour hours are used to assign overhead into production, the time tickets serve 
as the source documents for assigning overhead to individual _jobs aud to the 
controlliog work-in-process inventory account. 

For Job l 0 l , with a total of 60 hours worked, the amount of overhead cost posted is 
· 240 (" 4 x 60). For Job 102, the overhead cost is · 100 C 4 x 25). A summary entry 
reflects a total of · 340 (i.e. all overheads applied lo jobs worked on during Jaouary) 
in applied overhead. 

Work-in-Process inventory 340 

Overhead Control 340 

Tb.c credit balance in the overhead control account equals the total applied overhead at 
a given point in time. Io oormal costing, only applied overhead ever enters tl1e work 
in-process inventory account. 

6.4.2 Accounting for Actual Overhead Costs 

To iJlustrate how actual overhead costs are recorded, assume that A II Signs Company 
incurred the following indirect costs for January: 

Lease payment · 200 

Utilities 50 

Equipment depreciation l 00 

Indirect Labour ~ 

Total Overhead Costs · 415 

TJ,e usual procedure is to record actual OV(.,'Thcad costs on the debit side of the 
overhead control account. For example, the actual overhead costs would be recorded 
as follows: 

Overhead Control · 415 

Lease Payable 200 

Utilities Payable 50 

Accumulated Depreciation- Equipment 100 

Wages Payable 65 

Thus, the amount of the debit side of the overhead control gives tbe total actual 
overhead costs at a given point in ti.me. Since adual overhead costs are on the debit 
side of Otis account and applied overhead costs are on the credit side, tbe balance in 
overhead control is the overhead variance at a given point in time. For All Signs 
Company, at the end of January, the act11al overhead of · 4 J 5 and applied ovediead of 
· 340 emerge s under applied overhead variance of · 75 C 415- 340). 

6.5 ALLOCATION AND APPORTIONMENT OF 
OVERHEADS 

This section will help you undt--rstand the meaning of allocation and apportionment of 
overheads, cliffercnce between allocation and apportionment of overhead~ and basis of 
apportjonmeot of factory overheads. 



6.5.1 Allocation of Overhead 

Allocation of overhead cost refers lo Cl.he allotmeoi of whole items of overhead costs 
lo cost centre or cost unit6 Jn otht.-r words, allocation implies l11e identification of the 
overhead costs with reference lo particular cost cencre, i.e., productiou and service 
departments to wbich they relate. ll involves charging to a cost centre those overheads 
which arise solely from the exisknce of that centre. Obviously, prior 10 charging 
overhead ro a particular departrnenl or cost centre or cost unit, tbe exact amount of 
overhead. expense attributable to it musl be known allocation of overheads. Allocation 
of overheads is, ll1ercfore, the process uf distribution of overhead expenses on a 
department.al basis. Some items like wages paid to maintenance workers cannot be 
directly attributed to product but can be spt-cifically auributed to tbe maintt:nance 
service department. Sucl1 items of cost as indirect matcriaL., indirect labour, elc., can 
also be allocated lo differeot departments or cost ceu1re. 

Cost allocation is the allotment of whole item of cost-to-cost ct:ntres or cost units. It 
means tJ1at tht: chru·ging of expenses is whoUy allotted witl1 a particular departmeul or 
cost cenlre. 

For example, overtime wages paid to the workers E) nonnalJy could be ideutified 
through lbc payment, which bas been made to whom. 17tis could be easily identified 
that overtime wagl.'S are paid to the workers of the particula.r Ut,-parlment. 

ln a nul~hell, the a llocatio11 of overheads could be registered as an allot1nent of whole 
item of overheads without any break ups to a particular dcpar1r.nent or cosl centre is 
known as allocatioo of overheads 

6.5.2 A.pportionmenl of Overhead 

Apportionment refers to tl1e distribution of overbt-~dds among different departments or 
cost centre oo suitable basis. It involves charging a share of the total overhead cost to 
a number of cost centres, il1dircc1 expenses sucl1 as rent, lighting aod telephone 
charges, general manager's salary, etc., iocumxl for the entire factory need to be 
apportioned between different production and service departments 011 an equitable 
basis. The seniice dcpartmCTII overhead costs, in rurn, need to be apportioned among 
tbc production departments. Finally, the aggregate overhead cost of eac)1 production 
depar~nt is charged to the cos1 ceutre or cost ttnit, i.e., products, processes or jobs. 
This type of apportionment is knowu as absorptioll of overhead. 

Cost apportionmeot is the: alloLment of overhcaru, to various cost c<:nln:s or cost units, 
wJtich cannot be easily idcnli(ied exclusively for a particular cost centre or cost unit 11 
normally arises to the expenses, which are genera] in character not only to a parlicular 
cost centre but also for many in numbers, attained through division of expenses. 

6.5.3 Distinction between Allocation and Apportionmen1 

The terms aUocatiou and apportiowneot are oHcn used interchaogeably. Although, tlie 
purpose of botl1 is the identi fi cation and aUotment of overhead.~ to cost centre or cost 
unit, buc there is difference between lhc two. The following points will make the 
distinct ion clear: 

(i) Allocation refers to the distribution of overheads on departmental basis, wlrile 
apportionment is a process of <listribulion of overhead costs o( one department to 
the other department. 

(ii) Allocation is a much wider term than apportionment, as it leads Lo apportionment. 
Overheads caODot be usually allocated lo products as thc:y cannot be identified 
easily, but they can be a.ppor110ued to products on some equitable basis. 
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(iii) Certain overheads like telephone and clect.1icity charges can only be allocated to 
products, if they are apportioned on sound equitable basis. 

(iv) AJlocation needs no basis for the distribution of overheads among production and 
service departments, while apportionment need,; an ettuitable basis for the 
distribution of one department overhead cost lo other departments or cost centres 
or cost units. 

(v) Cost allocation deals with whole items, whereas cost apportionment is concerned 
with charging a share of the aggregate overhead lo a number of departments or 
cost centres or cost units. 

Thus, both allocation and apportionment are concerned with the distribution of 
overl1eads. Whereas allocation is the <lircct allotment of identifiable overheads to the 
relevant cost centre, apportionment is the proportionate allotmcnl of one department 
overhead to other departments on an equitable basis. 

6.6 BASIS OF APPORTIONMENT OF FACTORY 
OVERHEADS 

The following are t.be bases of apportionment of factory overheads: 

(a) Floor Area of Departmental Buildings: The overheads are apportioned on the 
basis of floor area occupied by each department. This is a simple and better 
method. The values of the buildings arc not uniform to cover expenses like 
lighting, healing, rent, elc. 

(b) Number of Employees in Each Departme/11: Overheads iikc canleeo expenses, 
labour, labour wclfa.n.: expenses, wages of time-kee pers, wages of factory 
manager, dispensary expenses, elc., arc apportioned on the basis of number of 
employees in each department. 

(c) Percentage or Proportion of Buildings and Plants: Overheads related to 
buildings and plants arc apportioned in the ratio of their values, e.g. depreciation, 
insurance, rent, interest 011 capital, e tc . 

(d) Departmental Production Hours: The overheads are apportioned on the basjs of 
production hours worked in each department. These hours may be machine hours 
or the direct Jabour hours. The expenses of factory management, administratjou, 
supe1-v1sion, research and development, etc., are ap_po11ioned 011 this basis. 

(e) Technical Basis: Technical basis is applied to apportion the following expenses: 
Expenses of clectricily, air, gas, sleam and water. 

(i) Electricity expenses can be apportioned on the basis of number of bulbs, tube
lights, fans or watts of electricity used in cacb department. Jf the departments 
have their separate mctt..'TS, the expenses of electricity can be apportioned in 
the ratio of separate meter readings. 

(ii) Air, Gas, Stearn and Water expenses can also be apportioned on technical 
basis .in the ratio of meter readings . 



The following is a list of r.nore conventional basis of apportionment commonly used in 
manufacturing organisations or industries: 

Table 6.1: List of more Collvcotional Basis of Apportionment 

S.No. O vcrhcHd Cost Bui.s of Appnrtionmc,u 

(i) rcrwnncl Department Number of employees in each di:partmcot or 
Lttbow- hours worked. 

(ii) fimc-kccpmg Depanmcnl Number ofworker-s in e.ioh dcpar1mcn1 Macliinc 
hours or Total labour. 

(iii) Maiotennncc Departmcnl Hours used, No. of cards punched, c1c. 

(iv) SrOfc-kccping f')cp.lnrnmt Qwmtity or Cost of inatcrinls used or No. of 
requisitions. 

(v) Purchase DepartmC'!'\t Co~, of material purchased or No. of purchase 
orders placed. 

(vi) Building Service Dcpnnmcnt Space occupied by each dcpurtmcnt. 

(vii) f'ocwry Rent, Rates and Taxes, Heating Floor !>"J)Oec occupied or Floor area. 
and Lighting, Rcp.,ir;:, .DcpreLintion and 
Insurance of Factory l:3ni!dings. 

(viii) Air Condi1ioni11g Floor space occupied. 

(ix) Depreciation and lnsur,mcc of Plant, Capital value ofm:ichinery. 
Machinery and Equipmmt. 

(x) Elee1ric Power Horse power, kwh, HP mullip\icd by h~. 
machine capacities. 

(x1) Eloc1nc ught Number of light pointS. floor space occupied, 
boors used, or walls if SCparlllC l1lCI en; are 
avaifablc. 

(xii) S1enm Based oo a conStuoprioo return or po1cn1ial 
consumption. 

(xiii) Canteen Expcns~, Labour Welfare Number of workers or wages for C:\Ch 

Expenses, T1me-kcepi_ng and Other depanmcn1. 
Oencfits. 

(x.iv) Machine Shop Machine hours, Labour hours. 

(xv) Delivery E"<penscs Weight, volume, ton.mile, etc. 

(xvi) Jnrcmal Tr.msport Weight or Value of products handled. 

(xvii) A11di1 fee~ Sales or Total wst. 

(xviii) Tabulation ExpCMcs Hours used, Number of cards punched, etc. 

Example: The K11.rlik Company is divided into four departments. A, 8 and C are 
production departmcnls, and D is a service department. Tbe actual costs for a period 
are as follows: 

Expenses 

Rent 

Repairs 

Depreciation of p}anl 

Ligh1 expenses 

Supervisioo 

Fire insurance 

Power 

EmployerG liability insurance 

10.000 

6,000 

4,500 

1,000 

5,000 

5,000 

9,000 

1,500 
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The foUowing information is available in respect of the four departments: 

Dcp~rtmeuts 
<\rea No. of Total Wnge~ Value of Plant Value of 

Sq. fl. Employees C) C) Stock C) 

A 1,500 200 60.000 2,40,000 l,50,000 

B I, 100 150 40.000 1,80,000 90,000 

C 900 lOO 30.000 1,20,000 60,000 

l) 500 50 20,000 60,000 f) 

Apportion the co:sts to the various departments on the most equitable method 

Solution 

Statemeat of Departmental Overhead Primary Distribution 

Production Departments 
Total I 

Jtems of£ Xf)enscs Basis of Service 
Apportionment A n C 

Dept D 
Cl C) () 

C) 

Rt.'111 floor area 3.750 2,750 2,250 1,250 10,000 

Repairs of Plant Planr value 2.400 l ,l\00 l,200 600 6.000 

Dept of Plant Plan< vnlue l,800 1,350 900 450 4,500 

Light exp. Floor area 375 275 225 125 1,000 

Supervision N"o. of employees 6,000 4,500 3,000 l ,500 15,000 

Fi re Jnsurance Stock value 2,500 1,500 1,000 f) 5,000 

Power Plant value 3,600 2,700 1,800 900 9,000 

Einploycr() Liability Total wages 600 300 400 200 1,500 
Tnsurance 

T otal 21,025 15,275 10,675 5,025 52,000 

Working ,wte: Lighting should always be apportioned on the basis of the number of 
light poiots. 1n the absence of this information, the floor space occupied may be used 
as the basis. In this case, fire insurance is assumed to relate to only stock and has been 
apportioned on the basis of va Jue of stock. 

6.7 PRINCIPLES OF APPORTIONMENT 

The principles of apportionment are given below: 

(i) Service or use or benefit accrued: The apportionment of overheads should be 
carried out on the basis of benefits extracted or used or accrued. The maintenance 
cliarges/ex_penscs are normally apportioned on the basis of the worth of machines 
involved or on the basis of machine hours. 

(ii) Ability to pay method: The overheads a re apportioned on I.he basis of ability of the 
departments i.e. ability to earn. The department, which bas greater ability 10 earn, 
should be apportioned more ovcrbe.:1ds than the departments which have lesser 
ability lo earn. This method of apportionment is lalang place a t tl1e cost of the 
efficient tinns. 

(iii) Efficiency method: The apportionment of overheads is taking place on the basis 
of efficiency of the d.epart1m.'Uts. 

(iv) Survey metltod: Il is mosl important method which facilitates the organisation to 
apportion the overheads not on the basis of benefits accrued. The measurement of 
benefits may be subject to variability, which is normally carried out through the 
survey. The surveys arc conducted to know the extent of various factors of 
influence in apportiorung the overbeam;, more particularly in terms of benefits. 



Example: Tltc woolen compaoy is divided into four departmcntc; viz W, X, Y are the 
producing dcparonems and Z is a serV1ce depar~ent. The actual cosl for a period is as 
follows: 

rftrticulars . 
Particulars . 

Rent 1,000 Supervision 1,500 

Rcpail'll 10 -phuu 600 Fire insurance in respect o f stock 500 

Depreciation of plant 450 Power 900 

F.mployersCLinbili1y for msurancc 150 Llghl 120 

The following information is available in respect of the four departmentc:: 

Partk uhl r~ Dept W (} Dept. X C) Dept. V ( ) Oept. Z C) 

Arca(Sq. meters) 1,500 1,100 900 sou 
Number of employees 20 15 10 s 
Total wages 6,000 4,000 3,000 2.000 

Value of plant 24,000 18,000 12,000 6,000 

Value of stock 15,000 9,000 6,000 - ·--- · 
H. P. of Plant 24 18 12 6 

Apportion the costs to the various departments on the most equitable basis 

S. No. Hem Basis of Tot al l'roduct ioo Scr"ic_c 
1ppor tionmcnt Amount Depar1ment Oepartmcnr 

C) wn xn YC) z C) 

I Rent Floor Aica 1,000 375 275 225 125 

2. Repairs 10 Pinnt value 600 24() 180 120 60 
plant 

3. Depreciation Plant value 450 l &O 135 90 45 

4. Ugh1 J-'loor ar<.'a 120 45 33 27 15 

5. l'ower H.P. of Plant 900 360 270 1110 90 

(,, Sup()l"Vision No or employees 1,500 600 450 300 150 

7 Fire insuranct Srock value 500 250 150 100 

8. Employct() No of employees 150 60 45 30 15 
Liability for 
insurance 

Tohtl 5,220 2 ,110 1,531! 1,072 500 

6.8 RE-APPORTIONMENT OF OVERHEADS OF SERVICE 
OEP ARTMENT TO THE PRODUCTION DEPARTMENT 

I 

The service department costs are normally apportioned to tbe production departmeuts 
at where rJ1e production is taking place. This apportionment of overheads of the 
service depart01en1 to production departments immediately after the primary 
distribution overheads is known as secondary distribution of ovcrl:tcads, in other 
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word-;, as Re-apportionment of overheads. For re-apportioning the overheads, the 
following bases are considered. 

SI. Service Departmen t cost Basis of Apportionment 
~u 

L Mainlenance Department Hours of service rendered for each dcpartrneni 

2. Pay roll department No. of employees in each department 

3. Store keeping dcpanment Value of materials of stored by each ckpanrncnl 

4. Personnel department No. of employees in each dcpanment 

5. Welfare and other amenities No. of employees in each department 

6. Purchase dcpartrncnt No. of purchase orders or value of inatcrials required 
by each deparrmcnl 

7. Civil engineering department No. of buildinf,'S/Rclativc area occupancy of the 
buildiJ'lg 

ll. Internal transport service Weight and value of the goods transported or Weight 
and distan<:c carried out 

9. Transport department Ci:ane hours, mile-age, truck mileage, tonnage han<llc<l, 
number of packages 

tO. Power house Floor area, cubic content 

There arc various renowned re-apportionment methodi;, which are mentioned as 
following: 

• Direct distribution method 

• Step method 

• Reciprocal Service method 

6.8.1 Direct Distribution Method 

Under this methodolO!,')', the apportionment of overheads of the service department is 
taking place directly to the production departments without considering the services 
reodcrcd by one service department to another. This method is apportioning tbe 
overheads not scientifically to the production departments, which leads to either the 
overcharge or W1dercharge of overheads in addition to the primary distribution of 
overheads. This does not pave way for rbe accurate computation of the overheads of 
each department due to inadequate importance is given to the service deparlmcots. 

Example: In a XYZ engineering factory, the following particulars have been colkcte<l 
for three months period t--nded on 31st March 2007. You are required lo prepare 
product.ion overheads distribution summary mustrating dearly the basis of 
apportionment where !.bat is required. 

The expenses for the period were: 

Motive power · 1,100; Lighting power · 200; Stores overheads · 800; Amenities to 
staff · 3,000; Depreciation · 30,000; Repairs and maintenance · 6,000; General 
overheads· 12,000 and Rent and Taxes · 550 

Apportion the above expenses of service department E in proportion of 3:3:4 and 
those of service department D in the ratio of 3: l: l to departments A, B, and C 
respectively. 



It em 

Dirc;ct wages C) 

J)irccl material C ) 

Staff Nos. 

Electricity Kwh 

Light Points Nos. 

Asset value C) 

Area occupied 

Sq.m 

SI. Particul11rs 
No 

1. Direct wages 

2. Direct material 

3. Motive power 

4. Lighting power 

5. Stores 
overheads 

6. Amenities Lo 

staff 

7. Dcpreciarion 

8. Repairs and 
maintenance 

9. General 
Overheads 

10. Rent and Taxes 

I 1. Total 

12. Dcp1. E (3:3;4) 

13. Dept. D (3:1 :I) 

14. 

Production Dcpartmenh Service Departments 

2,000 1,000 4,000 l ,000 2,000 

1,000 2,000 2,000 1,500 1,500 

100 150 150 50 50 

4,000 3.000 2,000 1.00<) 1,000 

10 )6 4 6 4 

60,000 40.000 30,000 10.00U 10.000 

J50 250 50 50 50 

Prod uction overhead distribution summary 
for the quarter ending 31st Mar, 2007 

P roduct ioo Departments Service Tota l 
Depa rt ments 

A B ( D E 

1,000 2,000 3,000 

1,500 1,500 3.000 

400 300 200 100 100 1,100 

50 XO 20 30 20 200 

100 200 200 JSO 150 soo 

600 900 900 300 300 J ,000 

12,000 8,000 6,000 2.000 2,000 30,000 

2,400 1,600 1,200 400 400 6.000 

2,000 3,000 4,000 1,000 2,000 12,000 

ISO 250 so 50 50 550 

17,700 14,330 12,570 6,530 8,520 59,650 

2 ,556 2,556 3,40X (8,520) 

3.9)8 1,306 1,306 (6,530) 

24,174 IX,192 l7,2X4 --··-- -·~-- 59,650 

The next method is step met11od in re-apportioning the ov(:.'Theads. 
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6.8.2 Step Method 

Under tbis method, the overheads of the serviceable departments a.re considered for 
apportionment. The costs of the first service department are apponiooed to the 
remaining service and production departments. Tbis process is CV<..T going proct::ss till 
the cost.s of the last service department are apportioned to all production departments . 

6.8.3 Reciprocal Service Method 

Under this method, the service rendered to the other service departments a.re 
considered unlike the earlier i.e. step method. For charging the ovcrliead 10 service 
departments, if there are t wo service department.s, each deparlmcnl should be in a 
position to render service to the other. 

The following arc I.he various methodologies: 

• Simultaneous Equation M ethod 

• Repeated Distribution Method 

• Trial and Error Method 

Simultaneous Equation M.etliod 

Under trus method, the original cost of the service departments arc ascertained at first, 
and then those are appor1ione<l to the various departments in accordance wi1h the 
given percentage. lt is being determined by way of establishing the simultaneous 
equations among the serv1ce departmt.nts. 

Repeated Distribution Method 

Under this method, the volume of overheads of the various service departmt:nls is 
apportioned to the production d<--panments according to the certain percentages until 
the figures become smaller not further having the possibility to apportion the 
overheads. 

Trial and Error Method 

Uadc.-r this method, the overheads of tbe first service department are apportioned to 
another cost centre. The cost of another service centre and lhe share received from the 
fust service centre is to be appo1tioned to the other cost centres. This process has to be 
prolo11ged till the overheads oftbc service departments arc negligihlc in volume. 

6.9 DETERMINATION OF OVERHEAD RA TES 

The rate at which overheads are to be absorbed in cost uoits fa referred to as overhead 
absorption rate. There are several mctJ1ods iu use for determini.og overhead rates. 
Fixing of overhead rates is necessary for absorption of overheads lo cost units on a 
logical and equitable basis . The total overheads divided by the quantity or the value of 
the base selected deten.nines the overhead rate. Tbe following are the overhead rates: 

(i) Actual overhead rate, 

(ii) Predetermined overbe<id rate, and 

(iii) Standard rate. 

(i) Actual overhead rate: Actual overhead rate is determined by dividing the 
overhead expenses incurred during tJ1e accounting period by the actual quantum of 
the base selected, such as unit of products, direct wages, direct material cost, 
labour hours or machine hours. The basic principle in costing is that the recovery 



of overl1ead s h.ould be made on actual basis, as far as possible, so thal overheads 
may be direclly charged to jobs, pr()C(,'SSes, operations or products. 

A IR t 
Actual overhead expenses incurred during a period 

crua a e = - -----~-- ------=---=-----
Actual quantity or value of the base for the period 

OR 

A I R 
Actual overhead,; 

ctua ate= - ----
Actual base 

Actual overhead rate method is not he lpful as the actual rate can be ascertaine tl 
only after lbe accounting period is over when the actual figures would be 
available. This ca lculatio.n causes deh1y in finding out the costs of present 
production. 

(ii) Predetermilted overhead rate: Predetermined overl1ead rates are tbose which are 
established well in advance be fore commencement of production. Predetermined 
overhead rate is computed by dividing the budgeted overhead expenses by the 
budgeted base. Prcdetcrmination o f ov<..-rhcad rates js of practical use in regard to 
managerial control over cosL'i. On the basis of predetermined overhead rates, 
prompt p repa ra tion of cost estimate and quotations as well as fixation of sales 
prices is possible. Adoption of predetermined overl,ead absorption rates is 
practically useful in organisations foUowing a budgetary contro l system. 

Estimated factocy ov~rhead for the budgeted period x 
100 

Eslimated direct material cost of produ ction 

Predt:termined overhead rate is practically used in costing. Predetermined 
ovcrh1:ad rale is calculated as follows: 

P ed 
. c.1 Ra Estimated or Budgeted overheads 

r eterm1oe te = - -----~- ---
Estimated or Budgeted base 

(ili)Standard raie: Standard rate is used in place of predetcnninetl rate and calculated 
from the following formula: 

S d d R 
Standard overheads 

tau ar ate = S d rd b tan a ase 

6.10 METHODS OF ABSORPTION OF OVERHEADS 

The next importaot step is to accouut the apponioned overhead'-. The metbod of 
overhead absorption could be explained that Glow to recover the cost from the cost of 
productioo6 The method of apportionment of overhead expenses 10 lbe cost centres or 
cost units is known as overhead absorption. 11 is nothing but tl1e process o f including 
the share of overhead expenses of one unit in the charge of101al cost of a single unil. 
In simple sense, the absorption i.s distributing the overht:ads allotted lo a particular 
department over the unils manufactured in lbe department. 

Tht:re are some important rm:thods to absorb the ovcrht:ads, which are as follows: 

• Direct Material Cos1 Method 

• Direct Labour C()St Method 

• Primt Cost Method 

• Direct Labour Hour Metboll 

• Machine Hour Rate Method 
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• Rate per Unit of Production 

• Sale Price Method 

Let us discuss the methods of absorption of manufacturing overhead one after the 
other. 

6.10.l Direct Material Cost Method 

In this method, factory expenses a.re denomina(cd in terms of materials consumed jn 
production and calculated as percentage to absorb manufacturing overhead'>. 

0 h d 
Overhead expenses (Dudge1ed) 

ver ea rate = ----------
Anticipated direct material cost 

For example, if the anticipated factory expcusc$ of the organisation are ' 50,000 and 
the expected materials l:0Sl js · 1,00,000, Overhead rate = 50%, which means that the 
factory expenses arc required to absorb out of lhe materials cost. 

For example, the anticipalcd owrhead expenses of a department arc · 20,000 and the 
estimated cost of direct materials is · 80,000, 1l1en the overhead rate as a percentage of 
direct materials would be 25% or (20,000 08,000) x I 00 == 25% . 

This method is mosl suitable for the factories, which have:: greater stability in the price 
of materials as well as only one product in its product line. 

6.10.2 Direct Labour Cost Method/Direct Wage Method 

This is another easiet method to foIJow is Direct Labour Cosl method, which is 
considered as renowned method of absorbing the over beads in terms of Labour. Under 
this method, wages are adoplc<l as the base for the absorption of overhead costs. Tile 
overhead absorptiou rate b usually exprcsi;ed as a percentage of cfuect labour cost or 
direct wages, and is obtained by dividing the total OV\..-rbead expenses by the aggregate 
of direct labout cost of a cost centre and multiplying the result by lO0. 

For example. i f the estimaled overhead of a department is ' 5,000 and tbe direct wages 
are ' l0,000, the overhead absorption rate would be 50% or (5,000010,000) x 100-= 
50%. 

This method is suitable for industries where direc! labour cost is predominant and the 
rates of pay and the method of payment are the same for majority of workers in the 
organisation. 

lt is most ideal tool where the performance of the workers is remaining constant as 
well as the mix in between the skilJed aod unskilled workers. 

It is suited for the organisatiom. which have greater stability in the rate of labour 
charges than the cost of materials. 

6.10.3 Prime Cost Method 

Under this method, pdme cost is adopted as the basis of overhead absorption.. Cn order 
to overcome, the disadvantages of the direct materials and direct labour cost 
absorption method, prime cost is taken as the basis of absorption of overhead costs. 
Under this method, the absorption overhead is made through an aggregate of direct 
materials and direct labour of all products of a cost centre. 

Since, prime cost gives rise to ovcrhcad, there is some logic ia adopting second 
methods. Overhead absorption related js obtained by dividing the overhead cost of a 
cost centre by its prime cost and by multiplying I.he result by 100, so as to express the 
same in percentage. This method may be adopted where a standard article is produced 
requiring a constant quantity of materials and labOlir cost. This metbod is simple aod 



easy to operate, since tbc basi<.: data require computing lhe overhead rate is readily 
available. Tbc formula for calculating the rale can be expressed as: 

0v h d R 
Esti ma1ed factory overheads for the budgeted period x 

100 er ea ate = -----~------ - ~---
Estimated prime cost for normal output 

This method is considered lo be best melhod among the early two due to nullifying the 
drawbacks of the prime cost metl1od 

6.J 0.4 Direct Labour Bour Method 

The rccovety rate of overhead,; is computed by dividing the overhead cxpeoses by the 
summation of productive hours of the direct workers. Where labour is the most 
predominant cost factor, adoption of this method is suitable for absorbing 
manufacturing overheads 10 production centre. Since, roost of the overheads like rent, 
deprt-ciatioo, supervision, lighting, power, laxes, insw-aoce, repairs, etc., accroe on the 
basis of time, lhe most equitable basis for their absorption shouJd accessa1i ly be the 
time factor involved iu production. The rate is detennincd by dividing the overhead 
cost by the total production hours of din:ct Jabour. The formula for direct labour hour 
rate can be expressed as: 

R t P H f D
. L b Estimated factory overheads for the budget period 

a e er our o irect a our = ----------------------
Estimated direct labour hours 

rt is a method sui1ablc for lhe organisation, which gives greater .importance to labour. 

This method never gives room for the fluctuation in the rate of labour but gives greater 
imponaoce to lhc ti.mt: factor. 

Example: ln a factory, there are three production departments Pl. P2, P3 an<l one 
servjce department S I. The following figures are available for oue month of 25 
working days of 8 hours each day. All departments work aJI these with full a1teadance. 

f.xpcnscs Total Service l)cpt Production Production .Production 
SJ(") ,Dept. PJ (") Dept. P2 (') Dept. l'J f ) 

Power and 2.200 480 400 600 720 
Ligh1i11g 

Supervisor<) 4,000 E) f) D f) 

Salary 

Reru 1000 D E) 0 E) 

Welfare 1.200 E> E> D D 

Otheri. 2,400 40{) 400 800 800 

10,800 

l'artic:ula.rs SI Pl P2 PJ 

Supcrvisortl Salary 20% 30"/4 30% 20% 

Number ofwOfkers 10 30 40 20 

Floor area io square 500 600 800 600 
metres 

Service rcmdcrcd by ----·-- 50% 30% 20% 
service dept. 10 
pnxiuct,on dc:p!. 

Calculate labour hour rate for each oftl1e departments Pl, P2, P3. 
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Overhead Distribution Summary 

Items Basis Total Service Production Production Production 
Dept. Dept. J Dept. 2 DcpL 3 

Power and Direct (as 2,200 4&0 400 600 no 
Lighting illustrated) 

SupcrvisorG Ace lo ratio 4,000 800 1,200 1,200 800 
Salary given 

Reni Floor area )000 200 240 320 240 
Welfare No.of 1,200 120 360 480 240 

workers 

Others 2,400 400 400 800 800 

l0,!100 2000 2.600 3,400 2.800 

Allocation of 5:3:2 -2,000 l .000 600 200 
service 
department 

(i) 10,800 - ··-· 3,600 4,000 3,000 

Tornl labour hours 6.000 8,000 4.000 
X x 25 -" 200 Hrs x No. of 
workers (ii) 

Labour hour rate i/ii .60 P .SOP .75P 

Example: From the following particulars find out CDirect Labour Rate6 

(a) Total number of labourers working in the department 400 

(b) Total working days in a year 300 

(c) Number of working hours per day 8 

( <l) Total departmental ovt.'t'beads per yfar · 1,82,400 

( e) Normal idle time allowed. 5% 

Solutiort 

Calculation of Direct Labour Rate for Departmental Ov<.:rheads 

Total working days in a year 

Number of working bnurs per day 

Total working hours available per worker per year (300 x 8) 

Less: normal i<llc time allowed (5% of 2,400 hrs) 

Effective working hours per worker per year (2400 D {20) 

Number of workers working in the depanment 

Total effective working hours in the departmt:nt (2280 x 400) 

Total departmental overheads per year 

Direct Labour Rate for absorpt'ion of overheads per hour 

C 1&2.40009, 12,000 hrs.= · 0.20) 

6.10.5 Machine Hour Rate Method 

300 

8 

2,400 

120 

2,280 

400 

9, 12,000 

' 1,82,000 

. 0.20 

Under th.is method, overhead absorption rate is determined by tlividi.ng the actual or 
predetermined overhead cost to be absorbed by the number of hours for: which the 
machine or machines are operated or expected to be operated. It is cost of running a 
machine per hour and the factory expenses are absorbed through the production. It is 
most useful for the organisation, which greatly applies the capital intensive technology 



rathtrr th.an t.hc labour in1cnsivc t~hnology. This method fae;Jjt.a1~ 1he organisation, 
which maiJlly rclit:s upon the machines and also incurs overhead expenses due lO the 
operations of the same machines. In such cases, the overheads are allocated tu the 
departments on the basis of operating hours of the machines. 

lt is very simple to compute the machine hour rate tbat total expellSCS incurre<l for 
machinery for running is divided by the number of working hours of the macb.ine. 

This method is mos1 suitable: 

• Where work is performed predominantly on machloe, 

• Where the produc1jo11 is not uniform or continuous during the period, and 

• Where it is da;ired to charge each individual job with its share of indirect 
expenses. 

The procedure adopted for the machine-hour rate is as follows: 

(i) The various factory overheads s,1ch as rent, repairs. depreciation, insurance, 
power, lighting, consumable stores, supervision, etc., are departmentalized oo 
same equitable basis. 

(ii) The share of factory overheads chargt::d to each deparlment is furlber apporlioned 
different machines or groups of machines on some suilable basis, treating each 
much.inc or a group o f machines as a cost centre. While computing !he rate for a 
group of macwnes, ii is assumed that all the machines are similar al\d hear tbc 
same cost of operation. 

(iii) Maclline-hour rates may be computed separately for fixed and variable overhead 
expenses pertaining co lhe particular machine cost centre. TI1is would enable the 
absorption of idle time cost in the machine hour rate. The need for a separate 
machine-hour rate for fixed aod variable cost arises due to the facl that cerlain 
items of overhead like supervision, rent, insurance, taxes, etc., are fixed in nature 
aod arise even when the machines are idle, whereas olbcr variable owrl1euds like 
depreciation, repairs, power, consumable stores, etc., are du·1..><:tly related to 
machine operation. 

(iv) TI1e working nuurs for wwch a machine is expected to run are calculated for the 
period for which overheads are to be apportioned and absorbed. While coinputjng 
the number of hours for the given period, an aJlowancc is made for the idle time or 
hours lost due to tool-setting, maclline,cleaoing, etc. TI1e cost of idle 1imc is either 
~ read over the jobs actually completed, or s1.:parate rat.es are computed for tJ1e 
Gunning timcO or Gelling upOtime. This ensures the absorption of idle lime 
overhead cost by the machine cost centre. 

(v) Where a job is perfonned by a single machine, the overhead cost chargeable to the 
job is calcula1ed by multiplying the hours spent on that macrune for completing 
the job by the machine-hour rate. If a job is worked by two or more machines, I.be 
hours worked on eacb. machine are .lllllhiplied by the corresponding rates of each 
machine and tbe aggregate overhead cost of all machines constitutes the overhead 
cbargeable to the job. 

Example: The foUowing annual charges are incurred wilh respecl of a machine jn a 
shop where manual labour is almost zero and the work is done by means of five 
machines of exaclly similar type of specification: 

(i) Rcnl and Races (iu terms of floor space occupied) for the shop 

(ii) Depreciation on each machine 

(iii) Repairs and maintenance of the .five macrunes 

· 9,600 

1,000 

2,000 

)41 
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(iv) Power consumed (as per mcler) @ 5 _paise per unit for 1h.c shop 6,000 

(v) Electric charges for light in the shop 1,080 

(vi) Attendants: There arc two attendants for the five machines and both are eacb 
paid ' 120 per month 

(vii) Supervision: For the five machines in the shop there is one supervisor whose 
emoluments are ' 500 per month. 

(viii) Sundry supplies such as lubricaots, jute and cotton waste etc. for the shop · 900 

(ix) Hire-purchase installment payable for the machine (including · 600 as interest) 
2,400 

The machine uses JO units of power per hour. Calculate the machine hour rate for the 
machine for the year. 

Solution: 

Total annual working hours of the machines are computed as follows: 

Total amount oflhc power consumed by the machines == • 6,000 

Rate of power 

Total working hours of the machines == · 6,000/.50 paisc 

Working hours p<;.7 machine == 12,000 Hours/ 5 

== .50 paise ao hour 

= 12,000 Hrs. 

= 2,400 Hrs. 

Calculation of Macbine Hour Rate 

Particular~ 
. 

Standing charges: 

Rc111 and Ral'cs ( l/5 of ' 9,600) !,920 

Lighting charges ( 1/5 of · 1.0k(}) 216 

A.ttenllan1s0;.11ary for machine ( 1/ 5 of· 2,880) 51() 

Supcrvis,on per machi11c ( l/5 of · 6 ,000) 1,200 

Sundry supplies to a machine ( J/5 of· 900) 18() 

4,092 

Hourly r:ite of standing charges 1.705 
'-' 4,092, 2.400 hrs 

Machi11c expenses: 

Depreciation • I ,000/2,400 Hr::; .4167 

Repair, and maintenance .167 
2,000/5"' . 400/2.400 

Power ( 10 uni1s of powcr @5 paisc per unit) .50 

Machine hour rate 2.7887 

6.10.6 Rate per Unit of Production/Production Unit Method 
lt is the simpl~t of all the methods. The overheads of the department arc divided by 
the unit~ produced by the respective department and thus a rate per unit is ascertained. 
This melhod is good. The overhead absorption rate is obtained by clividiog the 
overheads to be absorb~d by the number of units produced. lt is expressed in the form 
of formula as follows: 

0 l d R 
Overhead to be absorbed 

Vt-'T 1ea ate = -----. ----
No. of unlls produced 

Or 

0 R 
Overhead expenses 

verhcad ale "" ------"--
Budgeted production 



Jt is moi.t suitable ro rhe industries of mining, brick manufacturing, and foondrie.,; for 
calculating tile overhead rate. It is mostly adopted in the organisations where only one 
product is being manufactured; otherwise il is not rrruch mcaruogfuJ technique 10 study 
the overhead rate. 

Example: From lhe budgeted figures of Gwalior Soap Factory: 

(i) Prepare Normal Ovti·head Application Rates using the: 

(a) Direct Labour Rate Method 

(b) Direct Labour Cost Method, and 

(c) Machine Hours Rate Method. 

Budgelt:d fi.1:,rures for the year: 

Estimated factory overheads 

Estimated direct labour hours 

Estimated di(ect labour cost 

Estimated Ma1.:hine-bours 

58,000 

l,34,600 

97,800 

50,500 

(ii) Prepare a comparative statement of cost showing the result of tbc application of 
each of tbe above rates of Dat1.:h No. 488 from the data given below: 

Direct materials consumed · 42 

Direct Jabour · 45 

Direct labour hours 30 

Machloe hours 20 

Solution: 

(i) Computation ofNormal Overhead Application Rates from the following methods: 

(a) Direct Labour Hour Rate Method: 

Estimated .Factory Overht.-ads 

Estimated Direct Labour Hours 

· 58,000 

l ,34,600 

Overhead Application Rate = 
58

,
000

0 
= · 0.431 

1,34,60 

(b) Direct Labollr Cost Method: 

Estimated Factory Overheads 

Estimated Labour Cost 

· 58,000 

· 97,800 

Owrhead Application Rate= SS,OOO x 100 == 59.3% 
97,800 

(c) Machine Hour Rate Method: 

Estimated Factory Overheads 

Eslimated Machine Hours 

• 58,000 

· 50,500 

Overhead Application Rate= S&,OOO = · 1.149 
50,500 
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(ii) Comparative Statement of Cost ofDatch Nu. 488 

Particulal"!I Direct Lahour RJ1te Direct Labour Machioe Hour 
Method Cost Method Rate Method 

Direct Materials Co1Jsumod 42 42 42 

J)ircct Labour 45 45 45 

/ PrimeCosc 87 87 87 
I Factory Overhead 12.93 26.68 22.98 

I 99.93 l l3.6R l09.9l\ 

Example: The following annual expenses are incurre<l in respect of a machine where 
annual labour is almost zero and where the work is d<>nc by means of five machines of 
exactly similar type and specifications. 

• Rent an<l r:ates (Proportioned 10 the floor space occupied for the shop} 

• Depreciation on each machine 

• Repairs and maintenance for five machines 

• Power (as per metre)@ - J per 16 units consumed for the shop 

• Electric cbargt.--s for light in the shop 

• Attendant: There arc two attendants for tbe five machines and they 
are each paid · 60 per month 

4,830 

500 

1,000 

3,750 

540 

• Supervision: There is one supervisor for 1he five machines whose salary 
is - 250 per month 

• Sundry supplies, such as lubricants, jule and cotton waste, etc., for the shop 494 

• Hire-purchase installment payable for the machit1es (includjog · 300 
as interest) 

• The machine uses l 0 units of power per hour l ,200 

From the given. information, calculate machine hour rate. 

Solution: 

Computation ofMachioe Hour Rate 

Particulars A111ount (') 

(A) Standing Otar!,'CS: 

Rent and Rate~ per machine C 4,830 05 machines) 961 

Lighting char1:,res in shop per machine C 540 0 5) lOS 

A!tcndants salary per machine C 60 x 2 x 12 65) 288 

Supervision per machine C 250 x 12 C S) 600 

Sundry supplies per machine ( 494 0 5) 90 

Hi re-purchase intcr-:st per machine ( · 300 6 5) 60 

Total Standing Charges 2,1 !6 

Hourly Rate for Standing Charges 

C 2, 116 (J J ,200 n.ours) ,: 1.76 1.76 

(13) How·Jy Machine fapenscs: 

Depreciation C 500 ◊ I ,200 hours) 0.42 

Rcpaics and Maintenance C 200 0 1,200 houis) O.J 7 

Power C 750 0 l.200 hours) 0.62 

Machine Hour Rate 2.97 



Note: It is objected to include higher-purchase installment and interest in computing 
machine-bour ralc. as these ar~ matters of financial nature. Thus, excluding · 60 
toward~ hire-purchase; lbc machine-hour ralt: would be · 1.92. 

Working notes: 

(a) Working !tours of the machine bave been calculated as under: 

• I is incurred for coos\imiog 16 un..ilS of power. 

· 3,750 'r\rill bavc to incur for consuming C 3,750 x 16 Wtits) 60,000 unit~. 

But, these 60,000 unils a.re for al) tbe five machines. 

Power consumption per machine = 60.000 units Os = 12,000 uruts 

Since, machine commmes 10 units per hour 

The number of machinc-bours worked during the year 

=- 12,000 units ◊ IO units per how· 

"" 1,200 hours. 

{b) Houcly rate of pow<.-r constunption is calculated as follows: 

Power coosumplioo per machine during the yt:ar 

= · 3,750 (J5 = · 750. 

Hourly power coru;umption by the machine during I.he year 

= · 750 0 12,000 hou~ = · 0.62 

Example: A machine costing • l0,000 is expected to mo for I 00 yearn al tbe end of 
wl1icb period its scrap value is likely Lo be · 900. Repairs during the whole life of the 
machine are expected lo ht! · l ,800 and the machine is expected to run 4,380 per hours 
per year on ao average. 11s electricity con.sumption is l5 units per hour, 1l1e rate per 
unit being 5 paisc. The 0\3chinc occupies one-fourth of the area of the depart.ment, and 
has two poinl.S out of a totaJ of 10 for lightiug. Tbe foreman l1as lo devote about one• 
third of hls time LO the machine. Tbe monthly rent of the department is • 300 and the 
lighting charges amount of · 80 per month. The foreman is paid a monthly salary of · 
480. 

Compute the Machine Hour Rate assuming insurance at J % per annum and tbc 
expenses oa. oil etc. are · 9 per mo1nh. 

Solution: 

Computation of Machine Hour Rate 

l'articuh1rs Amount () 

(A) Standing Charges (Annual): 

Rcnl (' 300 >< l2 mooth >- l/4'h area occupied) 900 

ligh1ing ( 80 >< 12 mo,\ths x 2/10111 light points) 192 

Foreman~ Salary C 4110 x 12 monlhs >, 1/3 timcocwpied) J.920 

ln~urancc (10¾ on 10,000) 100 

Expc~ on Oil, etc. ( 9 x 12 rnon1h.,) 1011 

Tural Standing Qiarges 3,220 

Contd .. 
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C 3,220 64,380 hour.-) 0~ 0.73 

(B) Variable Charges: 

Depreciation 

Repairs and Maintenance 

Elcctrici1y(IS units per hour (i1;1 - 0.05) 

Machine Hour Rate 

Working uotes: 

( I) Hourly Rate ofDcp. = Cost of Machinef)Scrap value 
Total life x Yearly no. of working hours 

- 10,000 - - 900 =- _ 0.21 
J0 x 4,380 

(2) Hourly Rale of Repair and Maintenance: 

Cost of repairs during the working life 
Hours of working li.f e 

-· . l ,800 "' - 004 
IOx4,380 . 

Example: Compute a machine hour rate from the following particulars: 

0.73 

0.21 (I) 

o.o4m 

0.75 

l.73 

(i) Cost of machine: · I 0,000; Estimated life: lO years; Estimated Scrap value: 
- 1,000; Estimated working hours: 50 weeks of 44 hours per year of which 
maintenance is expected to take up 200 hours. No other loss of working time is 
expected. Tl1e setting up time is estjmated a l 5% of tbe total producti.ve time. No 
power is necessary for maintenance and setting up. 

(ii) The machine us~-s IO units of power per hour at l O paisc per un.it. 

(iii) The machine requires a chemical solution which is replaced at the end of each 
week at a cost of - 20. 

(iv) The estimated cost of maintenance is · ! ,200 per ann.um 

(v) Two operators control the machine together with 5 other identical machines in 
the shop, each getting wages of - 60 per week. 

(vi) Insurance of the machine is 1 % per annum. 

(vii) The -rent of the machine shop is · 1,200 per amrnm. 

( viii) Departmental over bead apportioned to this machine amount to · 1,250 per 
annum. 

(ix) Repairs of the machine are estimated at 50% of depreciation. 



Solution: 

Computation of Machine Hour Rate 

P l\rticulan 

(A) Stant.ling Charges (Annual): 

Insurance of (I% of · I 0.000) 

Rent ofmachme shop C 1,200 06 machines) 

Dcpanmenl overhead 

Operator<a wages C 60 x 2 x 50 weeks) 66 machines 

Chemical ~olution ( 20 x 50 weeks) 

Total Standing Charges 

Hourly Rate for Standing Charges 

C 3.500 0 I ;JOO hours)-= I .&7 

(Bl Machine EJ\pCnscs: 

Depreciation- · 10,000 I)' 1,000 

10 years ~ 1,900 hours 

Powi:r 010 um1s per hour @· 0. 10 per hour 

Maintenance C 1.200 01.900 hour~) 

Repairs (50% of Deprecia11on i.e.½ of' (1.47) 

Machine Hour Rate 

Working note: 

Estimated working hours are ca1culatcd as follows: 

50 week of 44 hours per year 

Less: Mamteoancc hours lost 

Normal Productive hours 

Less: Selling up lime: 

2,200 Hours 

= 200 Hours 

= 2.000 Hours 

@ 5% of 200 hours "" I 00 Hours 

Productive or Effective working Lime -== 1,900 Hours 

Amount C) 

100 

200 

1,250 

1,000 

1,000 

3,550 

1.&4 

0.47 

1.00 

0.63 

0.23 

4.17 

Example: Compule the comprebensivc Machine Hour Rate from the following data: 

Total machine cost to be depreciated 

Life of the machine 

Depreciation OTJ straight Jine 

Departmental annual overheads 

(a) Rent ' 50,000 

(b} Heating and lighting · 20,000 

(c) Supervision · 1,30,000 

Departmental area 70,000 sq. ft. 

Machine area 2,500 sq. ft. 

26 machines in the department 

· 2,30,000 

10 years 
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Annual cost of reserve equipment for the machine 

Hours nin on production 

Hours for sctljng and adjusting 

Power cost · 0.50 per hour of running time 

Labour: 

FulJ time attention 

· 1,500 

1, 800 

200 

(a) When setting and adjusting 

(b) When macbiuc is producing 

Labour Rate 

One man looks after 3 machines 

· 600 per hour 

Solution: 

Computation of Comprehensive .Machine Hour Rate 

I Annual 

! Purticulars 
C) 

I (A) Standing Charges: 
I Depr~eiation (2,30,000 E>st.np ni!) (>10 years 23,000.00 

I l{enl C S<l.000 " 20,500 sq. fl. / 70,000 sq. ft .) 1,785.71 

I 
l-lea[ing and Lighting(' 20,000 x 2,500 sq. JI. 7 l4.28 

/ 70,000sq. ft.) 

Supervisi01) C 1.30.000 0 26 machines) 5,000.00 

Reserve Equipment ( 1.500 626 machines) 57.69 

Labour cost: Setting & ;\djusting time 1,200.00 

(200 hours ff!) • 6) 

I Tocal Standing Charges for the Year 3 I ,757.(ill 

Hour~ Rale of Standing Charges: 

(31,757.6801 ,&00hours) 

(!3) Variable Charges: 

Power C 50 per hour (or running lime) 900 

Labour cost : Running time 3,600 

(1.800 hours x · 6 03 machines) 

Total Variable Charge, 4,500 

Hourly Rale for Variable Charges (4,500 0 J ,800 hours) 

Machine Hour Rate (composite or comprehensive) 

6.10.7 Sales Price Method 

Per Hours 
() 1 

17.64 

2.50 

20.14 

Under th.is method of absorption of overhead, we calculate the rate of overhead on the 
basis of sales of units and budgeted overhead cost. Same rate is used for absorption. 

Overhead Rate = Budgeted Overhead Ex.pens es / Sales of Units of Production 

This method is useful for absorbing sales, distribution, research, development, 
promotion and advertising expenses. 

6.11 OVERHEAD COST CONTROL 

Tbe overhead cost control is exercised througl1 the implementation of overhead cost 
comrol account in the cost ledger. This account is debited by the respective expenses . 
brought under each category. Io the case of manufacturing overhead, the folJowing 



expense accounts are debited vfa_ indirect material, indirect labour aod indirt:el 
expenses through passing the following journal entry: 

Manufacturing Overhead Control Ne Dr. 

To Stores Ledger Control Ale 

To Wuges Control Ne 

To G~aeral Ledgt..-r Adjustment Ne 

The debit si<le of the journal entry illustrates the amount of the lotal manufacturing 
overheads incurred during the pa1ticular span by the organisation. 

Th.c recovery of such overheads is carried out by I.he following entries 

Work in process control Ale Dr. 

To Manufacturing Overhead Control Ale 

The balance of manufacturing overhead control Ale represents two difforeo1 kinds of 
absorption viz. over absorption aod undt...,- absorption. 

'heel, Your Progress 

Fill in the blanks: 

l. Salaries of foremen, supervisors and works manager arc examples of 

2. Production or Manufacturing Overhead is also known as ___ _ 

3. The .fixed overheads are also known as -----
4. ____ overhead ralcs are thuse which arc established well i,1 

advance before commeocecnent of production. 

5. Where labour is the most predominaol cost factor, adoption of 
____ method is suitable for absorbing manufacturing overheads to 
production cenlre. 

6. _____ method may b~ adopted where a standard article is produced 
requiring a constant quantily of rruiterials and labour cost. 

7. Machioe hour rate is most suitable where work is performed 
prcdominautly on ___ _ 

6.12 LET US SUM UP 

• Overhead has been defined by the Institute of Cost and Work Accountants, 
London as, Ol1e aggregate of indirect material cost, indirect wages and indirect 
exptmsesO The word indirect means one Ovhicb cannot be allocated, but wbicb 
can be apportioned Lo or absorbed by cost centre or cost unitO 

• Due to rapid industrialization and mechanization, the growth in rhe volume of 
overheads surmounted due. Due to cut throat competition, every firm desires lo 
price their products most effectively. For wruch, specific overhead accounting and 
control is required to not only allocate the overheads but also the overheadc; of rhe 
service deparrments are apportioned 10 production departments. lmmediately after 
the primary distribution, jf rhe earlier is talcing place in bet we~n production 
departments Md scrvjce departments is koown as re-apportionment of overheads. 
TJ,e oext stage io the process of overheads accounting is absorption of overheads 
which has got its own methods. Tbe popular method<; of absorptioo of overheads 
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are: Direcl Labour Method, Prime Cost Method, Labour Hours Method and 
Machine Hours Method. These methods are used lo recover the overheads through 
tl1c charge from the cost centres o,r cost units. The next important stage is to 
control the overheads through overhc.adc; control account which could be classified 
into many viz Manufacturing overhead control account and Administrative 
overhead cont.rot account to determine the over and under absorption of overheads 
of the respective departments. 

• TI1e overhead classification depends upon the type and size of the business, nature 
of product, services of the product and various policies of tbe management 
regarding product or output. The important bases of classification of overheads are 
Nature-wise Classification, Function-wise Classification, Variability-wise Classi
ficatioo, Controllability-wise Classification and Normality-wise Classification. 

• Under a normal costing approach, actual overhead costs an: never assigned to 
jobs. Overhead is applied to each individual job using a pn:deternrincd oVt.7hcad 
rate. Overhead costs flow into Work-in-process inventory via the predctcnnioed 
rate. S ince direct labour hours are used to assign overhead into production, the 
lime tickets serve as lhe source documents for assigning overhead lo individual 
jobs and to the controlling work-in-process inventory account. 

• Allocation of overhead cost refers to Ohe allotment of whole items of ovcrhe-ad 
costs to cost centre or cost uni16 Apportionment refers to the distribution of 
overheads among different departments or cost centre on suitable basis. It involves 
charging a share of tbe total overhead cost to a number of cost c<."tltres, 

• The basis of apportionment of factory overheads is Floor Ar~ of Departmental 
Buj}dings, Number of Employees in Each D epart.meat, Percentage or Proportion 
of Buildings aod Plants, Departmental Product.ion Hours and Teclmical Basis. 

• T here arc several methods io use for determining overhead rates. Fixing o f 
overhead rates is necessary for absorption of overheads to cost units ou a logical 
and equitable basis. The total overheads divided by the quantity or tbe value of the 
base selected determines the overhead rate. The following arc the overhead rates 
i.e. Actual overhead rate, Predetermined overhe.ad rate aod Standard rate. 

• The different methods of overhead absorption are: Direct Material Cost Method, 
Direct Wage Method, Direct Labour Hour Method, Prime Cost Method, Macb1nc 
Hour Rate Method and Production Unit Method. 

6.J 3 LESSON END ACTIVITY 

Critically examine bow the over/under absorption of ovc,-rheads is being determined? 

6.14 KEYWORDS 

Overhead: Tbc composition of indirect cost components of the product or service. 

Allocation: Charging the overhead without division but wholly to the respective 
functional dcpartmen1:s. 

Production Overhead: The production overhead is the indirect cost which includes 
indirect ma teria l, indirect labour and indirect factory expenses. 

Office and Administrafion Overheads: It is the indirect expenditure incurred in 
formulating the policy, directing the organisation and coot.rolling the operations of an 
undertaking which is not related directly to rcsearcl1 and development or production 
and selling activities. 



Distribution Overheads: The expenses pertaining to delivery of goods tu the 
customers fall under this distribution overhead. 

Development Cost: The development cost is the cost of the process which begins w ith 
the implementation of the decision to produce a new or improved metuod and ends 
with tlJe commencement of formal production oflhe product. 

Fixed Overheads: Fixed overlicad is one wllich tends to be unaffected by variation in 
volume of output. 

Apportionment: Dividing the overhead to tb.c various d<--partments un certain basis. 

R e-apportionment: Further dividing of earlier apportioned ovt.'rheads of the service 
deparunents to the production departments. 

Absorption: Recovery of overheads. 

Ahsorptio11 of Overheads: H means charging of overhead!- of a cost centre lo the cost 
units in such a way that the cost of each unit of production of the cost centre includes 
an equitable share of the total overhead of that cost centre. 

Overhead Absorption Rate: The rate al which overheads are 10 be absorbed in cost 
uruts is referred to as overhead absorption rate. 

Predetermined Overhead Rate: Predetermined overhea<l rates are those wbicli are 
established well in advance before commcacemcnl of production. 

Machine Hour Rate Method: Under th.is method, overhead absorption rate is 
determined by dividing the actual or predetermined overhead cost to be absorbed by 
the number ofbours for which the machine or machines are operated or expt--cted to be 
operated. 

Production Unit Method: Under this method, overheads oftbc department are divided 
by the units produced by the respective <leparlment and thus a .rate per unit is 
ascertained. 

6.15 QUESTIONS FOR DISCUSSION 

I. Wbat are overheads? How are they classified? Discuss iu detail with a chart. 

2. Describe the advantages of classification of factory overheads. 

3. Define fixed, variable and semi-variable expenses giving examples of cach. 

4. Classify the Overheads according to Nature. Functions and Variability-wise and 
explain in detail. 

5. Explain the system and basis of app011iooment of factory overheads on machines. 

6. Whal is the difference between allocation of overhead,; an<l apportionment of 
overheads? 

7 . Discuss the accounting treatment of actual overbead costs. 

8. Classify the overhead according to controllability and normality-wise. 

9 . What is meant by re-appo1iionment of overheads? What are the various methods 
available for reapportioning of overheads? 

10. What is meant by Allocation of overheads? 

1 l . What do you unders land by Machine Hour Rate? How is it calculated? Give the 
circumstances under which it may be suitably used in cost accounting. 
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12. The following figures relate to a manufacturing concern. All jobs pass lb.rough 
two departments: 

Production Dept. Finishing Dept. 

Material used - 6,000 · 500 

Direct labour · 3,000 . 1,500 

Factory overheads · 1,800 · 1,200 

Labour hours 12,000 5,000 

Machine hours 10,000 2,000 

The following information relates to Job No. 430: 

Production Dept. Finistting Dept. 

Direct material ' 240 . 20 

Direct wages ' 130 · 50 

Labour hours 530 !40 

Machine hours 510 50 

You are required to prepare a statement showing the different cost results of Job 
No. 430 by using five differenl method of absorption of factory overheads. 

13. Calculate Mach.iI1e Hour Rate for Machine No. 5 which is one of the five 
machines in operation in a dcpartmcut of a facto ry. 

You are furu.ished with the following infonnalion: 

(a) Cost of Machine No. 5, · 1,000 

(b) Estimate<l Scrap Value at finish of working life ( IO years) · 100 

(c) Normal running hours per annum, 1,800 

(d) Machine No. 5 occupies one-fifth of tbe Ooor space of the department, the 
rent, rates, lighting, etc. of which amount lo· 350 per annum. 

(e) Charges fm Electric Power supplied to Machine No. 5. · 200 per annum. 

(f) Charges for oil, waste, etc. supplied to Machine No. 5, · 30 per annum. 

(g) Repairs and Maintenarn;e throughout working Ii fe of machine estimated at 
'360. 

(h) Cos1 of supervision and other expenses applicable Lo Machine No. 5 estirnatc,'Cl 
at· 150 per annum. 

(i) Labour cost of operating the machine is to be ignored in making your 
calculations. 

14. From the following particulars, compute Machine-hour Rate: 

Cost of Machine · 90,000 

Establishment Charges, etc. 

Life of the Machine 

Working Hours per year 

' 10,000 

10 years 

2,000 hours 

Repairs: 50% of deprt--ciation 

Consumption of Electric Powi::r 10 unit p. lJ. @ 25 pajse per uni1 

Lubricating Oil per day · 4 for 8 hours 

Consumable Stores · IO per day for 8 hours 

Wages of Operator · 12 per day for 8 hours 



15. From the following information. compute Machine Hour Rate: 

Cosl of Machine 

Scrap Value 

Working Life 

Time taken for maintenance 

Time for Settings 

Power 20 units @ l 0 paisc per unit 

Cost of Repairs 

Workers engaged on two machin<c:S 

Wages per man 

Requirement of Chemical 

Overhead Chargeable lo Ibis machine 

lnsura11ce Premium I% p.a. 

Productive Working Hours 

' 12,000 

. 500 

16,000 hours 

250 hours 

5% 

· 1,600 p.a. 

2 

· 200 p.m 

. 25 p.m. 

· 225 p.m. 

2,200 hours p.a. 

16. from the under mentioned data, calculate the Machine-hour Rate: 

Cost of Machine · 30,500 

Scrap Value · 2,500 

Estimated life of the Machine 12 years 

Working days per year 200 days of8 hours; 100 days of 6 hours 

Maintenance and Repairs 7.5% of the cost of machine 

Stores Issued 

Power Coru.umption 

Insurance Premium l % of cost of the machine 

Supcrvjsion Expenses per year 

Idle Time estimate 10% 

Check Your Progress: Model Answer 

1 . Indirect Labour 

2. Factory Ove::rhcad 

3. Period Costs 

4. Predetermined 

5. Direct labour hour 

6. Prime cost 

7. Machines 

· 1,000 

· 2 per operative hour 

· 7,500 
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7.1 1 Suggested Readings 

7.0 AIMS AND OBJECTIVES 

Aftt-'T studying this lesson, you should be able to: 

• Understand the meaning and features of contract costing 

• Distinguish between contract and job costing 

• Describe the contract costing procedure 

• Underslanc.l the contract ledger 

• Preparation of contract account 

• ExpJain the important points in contract costing 

7. I INTRODUCTION 

In principle, contract costing is similar to j ob costing as it follows the princ iples of job 
costing. Contract costing is, therefore, a type of job costing aud the entire contract, 
.u1stead of job, coostitutes cost unit. Th.is method of costing which is also known as 
Terminal Costing is applied in industries engaged in the constructiou of buildings, 
roads, dams, bridges, banks, parks, etc. In thii. method, a separate number is allotted 
for every contract and aJl related costs are accumulated for each. contract. The person 
who undertakes the work lo complete is known as <'aon!.ractorOand the person who 
gets the work done through contractor is known as CaontracteeO 
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Tn Hus lesson, we will study I.he cotlcept of cout.racl costing and distinguish between 
contract and job costing, the contract costing procedure and tbc contract ledger. We 
wilJ also study the preparation of contract account and the important points .in contract 
cosling. 

7.2 CONCEPT OF CONTRACT COSTING 

This section will help you uu<lerst:and the meaning and features of contract costing and 
dis1inclion between contract costing and job costing. 

7 .2.1 Meaning of Contract Costing 

Ccintract costing is the method or technique of ascertaining cost of a contract. Tbc 
lC!'vfA, London defines contract costing as. •'1hatform of specific: order costing which 
applies where work is undertaken to customer's special requirements and each order 
is ol long dw·a1ion or period. ., In oti1er words, ··contract costing Ls the technique of 
ascertaining cos1 of a contract ". 

From the above definjtions, it is clear tbat contract costing is a type of specjfic order 
costiag under whicl1 there is an attribution of cosls to tlldi,~dual contrac~. The 
important objt.-clives of contract costing are to: 

• determine lbe total cost of the contracl, 

• determine the profit or loss for each Ol' every contract, anc.l 

• facilitate control of cost of each contract. 

7 .2.2 Features of Contract Costing 

The main featurt::s of contract costing are as follows: 

• A contract generally lakes mor~ than one year to complete, 

• Work is generally carried out al a site other than the contractorG own premises, 

• Each contract undertaken is treated as a cost unit, 

• Contract i~ done for a specific consideration wbicll is known as contract price, 

• Separate contract account is prepared for each contract i11 the books of contractor 
to ascertain profit or loss on each contract, 

• Most of the raw mat1:,-rials arc specially purchased for each contract, 

• The contractor is paid in installments which is <lone after the work completed has 
been certified, 

• Most expenses, such as insurance, telephone, electricity, etc. are al.c;o direct, 

• Plant, machinery and equipment may b~ purchased for the contract or may be 
hired for the duration of the conl.ract, 

• Jn case of large contracts, the contractor may employ sub-contractors for a pa.rt of 
the contract work, 

• Penalties may be incurred by the contractor for failing to complete the work 
witbin the contract period, 

• Contract costing is concerned with the costing of const.ruction work on r~air 
work and not with the costing of any goods, 

• Tbere is no heavy investments on assets initially in Ute case of contract costing, 

• Nearly all labour is direct, and 

• Each contract or work involved in contract costing is executed or done as per the 
specifications given by the contractec. 



7.2.3 Distinction between Contract Costing and J ob Costing 

The main poinls of distinc1ion between contract costing and job costing are as follows: 

• Contract is b.ig in sue wht--reas a job is small jn size. 

• Contract work is done at site whereas jobs are usually carried out in factory 
premises. 

• A contract takes more time to complete whereas a job usually takes kss lime to 
complete. 

• In contract costing, most of the costs arc chargeable direct to contract accounts, 
whereas under job costing, direct allocation to such an extent is not possible. 

• In contract costing, there is no heavy investment on assets wl1ercas job costing 
involves heavy investment on asst:ls ioi1ially. 

• Under contract costing, the price is paid in various installments depending upon 
the progress of work. In job costing, the sel ling price o f a job is paid after 
completing the job in full. 

• Contract costing pertains to construction while the job costing is confined LO 

production. 

• In contracl costing, the cost comput11tion is simple while in the job costing it is 
complex because of the overheads. 

• Contrad costing is adopted in long-term contracts whereas the job costing is 
confined to finished goods for l1 small duration of tun<,;. 

• In contract costing, the profit and loss can be ascertained iu either completed or 
uncompleted stages while in the job costing it is done only on the stage of 
completion. 

7.3 CONTRACT COSTING PROCEDURE 

The procedure for costing of contracts is as follows: 

1. Contract Account: Every contract is allotted a separate number and a separate 
account is opened for each contract. 

2. Direct Costs: Most of the costs of a contrac1 can be allocated direct to the 
contract All sucl, direct costs are debited to the conli-act acc,>unt. Direct costs for 
contracts include: 

(a) Cost of direct materials, 

(b) Cost of direct Jabour, 

(c) Cost of direct expenses, 

( d) Cost of supervision, 

(e) Deprecjation of plant and machinery, aud 

(i) Sub-contract costs. 

3. Indirect Costs: Contract account js also debited with overheads which Lend to be 
small in relation to direct costs. Indirect costs arc often absorbed 011 some arbitrary 
basis as a percentage on prime cost or materials or wages, etc. Overheads are 
normally restricted to head office and storage costs. 

4. Transfer of Materials or Plant: When materials, plan\, etc. arc transferred from 
tbe contract., the contract account is credited by that amount. 

5. Co11traC1 Price: TJ1e contract account is also credited with the contract price. 
However, when a contract is not completed at the cud of financial ye.ar, the 
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contract account is credited with the cost/value of the work-in-progress as on that 
date. Work-in-progress includes value of certified work and the cost of uncertified 
work. 

6. Profit or Loss Accoimt: Tbe balance of contract accouut represents profit or loss 
which is transferred to profit and loss account. However, when contracl 1s not 
completed within the financial period, only the parl of lhe profil arrived is taken 
into account and the remaining profit (balance profit) is kept as reserve to meet 
any contingent loss on the complete portion of the contract. 

7.4 CONTRACT LEDGER 

A contract ledger book is kept in wruch a separate account for each contract is opened. 
A contract is known by the number allottt:d to it, as for instance, Contract No. 401, 
Contract No. 402 and so on. nus numbl., and the terms and conditions of the contract 
perlai.uing to il are recorded in the contract ledger. A specimt::n of lhe contract ledger 
is given below: 

Contract Ledger 

Contract No. : .. ................ ,_ ... Contract Price •·-······ ........... .. 
Date of Completion .......... ,,. .......... T etms of Payment : •··• ····•····· .... --~· . 
Site : ···················· --· Work Cc11iticd ·••···•················ 

Remark ....................... Date ......... ···-~·-.... ·-. 

Material~ Wages 
Direct 

Plant Jo direct Total Date Particulars Charges 
(') C) f) n £J"pcnses (") 0 

Total 

Figure 7.J : Contract Ledger 

7.5 PREPARATION OF CONTRACT ACCOUNT 

In contract ledger, a separate contract account is prepared for each individual contract, 
so that for a specific contract aU costs can be accumulated at one particular place. AU 
the expenses likely to b e incurred on contract, such as direct materials, direct labour, 
direct expenses, indirect expenses, cost of specific plant, outstanding expenses, sub
contract cost and the depreciation of the common plant being used at the same time on 
other contract etc., are debited, 

[o the credit side of the contract account, the cost of raw material ret1ll'tled to supplier, 
to store, transferred to other contracts, material sold, material damaged, material jo 

ha11d, material stolen, plant returned to store, plant sold, plaot transft.'Ucd to other 
contracts, plant at sile are shown. The plant or company, in which theil has occurred, 
is considered as loss affected company and hence cost is transferred to profit and loss 
account. 
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In addition to above items, j f the contract is completed then cootracl account is 
credited by the contract price. If at the end of the financial year tbe contract remains 
iocomplete then contract account is credited by cost of work-in-progress amount. In 
work-in-progress con1ract, the costs of certified work and uncertified work are 
included. Al tbe end, the profit or loss on contract is determined as per rules ~1ated 
ahead in respect to contract account. 

A specimen of the contract account is presented showing the debit and credit items: 

The Karlik Houslnl( Construrtion Limited 

Dare S1a11c(I 
Dal~ C(>mplctod 

Place of Work 

l;.scalation Clause, if any 

Conirnd No. 

Tcn:ns of Contract 
Conir...:t Price 

Terms of Payment 
Dr. Conm,c1 Account No ....... ,.......... <.:r. 

Particulars 

To Matcriak 

• Direct mareri"I purcha.sccl 

• Issued from s1orcs 

• Transforrcd from other cvlllmct 

To Wage., 

Add: Outstanding w-.igc, 

To Din:ct Expense:$ 

To lndm:,c{ l:Xpctl$CS 

To Plant: 

• Cost of ~-pceific plan, if used in 
the 1:oalruct 

• Ocprecialioo of plant ,fu,ed m 
olhcr contracts 

• Tu Pro111 and loss account 

(profit on 'Ille of plant or 
material) 

Or 

Or 

To Cosr~ of sub-contrnct 

To Coit of extra work d,,nc 

To Profit and Loss ac,:ount tif 
the conltact is t"mple1c b31an~mg 
fit,'llrc) 

To \VIP account (if work 
ccrti!icd is le:-.., {ba11 li4&· Clf 
conh".iL1 p'icc D ba laA<.i ng ti gurc) 

To B,slance c/d (if work 
eenificd is mvre than I f,r'" vt 
contratt pl"ice) 

To Profit and lo»< accuuot 
{pro li t and loss crc<litetl al 1hc 
end of the year) 

To WI P accoum (profit kept as 
reserve) 

Amount 
C) 

-
-

Par!ltuls rs 

By Material~· 

• Rcrurncd 10 <t1ppliers 

• ReruYncd to sturcs 

• Trans fon:ed to 01her contra~-i 

• Matcrinl ~old 

• M-a1criul at ,ire/in hand 

By Plant: 

• Returned 10 store~ 

• Tran.,lcrred to other contrna 

• Pl.ml sotll 

• Plant al s1w 'in band (the 
dcprc..:1:ited value o fplam, i f 
u..:d in lhc contruct) 

By Profit and L,l.~s A~w un1: 

• Material lost, ,tuko nr 
desiroyed 

. Plant lost, ,llllcn or 
destroyed 

• Loss on sale nf plan1/ 
matctial 

• Hy Contr.icW.' oc..:c>unt 
{contract prioe in case of 
complctcd contract .+ extra 
work price) 

Or 

By WJP accuunl: 

• Value of W\>rk ceni ficd 

• Cost of work unceni ficd ( in 
case of an incomplete 
contrnct) 

Hy Balance b/d 

-

-
.., 

... 
... -

. .... 

.... 

,\mount 
() 

... 

. ... 

. ... 

.... 

. ... 

.... 
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lf.2 
Cost ACCOUI!{ in!;! 7.6 IMPORTANT POINTS IN CONTRACT COSTING 

The preparation of cootracl account is the essence of contract costing. Tile conrract 
account is prepared by the contractor in bi.:; books. In addition to this account, the 
contractor also prepares contracteeG account. The purpose of preparing a contract 
account is to know the profit or Joss 0 11 each contract executed. Some of the important 
points in contract costing arc oow discussed in detail. 

(i) Materials Cost: Materials required for the execution of contract in most of the 
cases are ordt--re<l specifically and then used on the contract. The following entries 
are passed to record th.c materia ls cost: 

• When materials are specifically purchased.for 1he contract. 

Materials ale Dr. 

To Cash or supplierG a/c 

(Nute: Usually the materials bought are sent to the store room of the 
contractor.) 

• When materials are sent to site by the contractor. 

Contract ale J)r. 

To MatcriaIB a/c 

• When any materials are sold at work site. 

Cash ale Or. 

To Contract ak 

• When materials arr? trarn.jerred.fi-om one contract to another. 

Transferee contract a/c Dr. 

To Transferor contract ale 

• When materials are senr l o st0res. 

Stores control ale J)r. 

To conlrac1 

• For recording marerials remaining at site at the end of the year. 

(a) At the end of tbe current year: 

Materials al site ale Dr. 

To Contract ale 

(b) At the beginning of the next year: 

Contract ale Dr. 

To Materials on site aic 

• For recording accidental loss of materials. 

Insurance company ale Dr. (witb lhe admitted claim) 

Profit and loss ale Dr. (with the residue) 

To Contract ale 

When materials are supplied by the cootractec, the value of such materials should not 
be charged to the contract account. Instead, a separate record for such materials should 
be kept because the unused materials will have to be returned back to the contractee. 



(ii) labQur Cost: AJI wages of workers engaged oo a particular coutracl arc charged 
direct 10 tJ1c contract accuunt. When several contracts arc running at different 
areas, payroJI is oonrially categorized so as to have separate payroll for every 
contract. Difficulties in costing may be encountered when some workers may have 
lo move from one site to another when a number of small couU'aclS l\rc 
undertaken. 

[n sucb siruatioos, ii bc.-comcs necessary to provid~ time sbce~ from which 
allocation can be made. [n order lo control Jabour utilisation aod prcven1 fraud in 
tbe paymcnl of wages, surprise visits by bead office personnel will necessary. lf 
there is any outstanding wag~, it is also charged to contract account and in 
balance sheet as a liability, ifil is required. 

(iii) Direct Expe11ses: The expeost.'S incurred exclusively for a particular contract are 
treated as direct cxpe11ses and are chargeable 10 that contract for whil:b it incurred. 
For example, a plant hired for a special contract will be charged by the hire 
charges or fees paid to expert for consulting him as regard to a specific conlrac1 
would be treated as direct expense. 

(iv) llldirect Expenses: When a contractor undc.Tlakcs more than one contract 
simultancou~ly, he wiU set up a common office and engage common supervisory 
~tafC The aumiuistratioo expenses incurred and the supcrvisorG saJary j:; 
apportioned among IJ1e contracts on some suitable basis. 

(v) Plant anti Machinery: Some of the assets that are to be dt:prt:eiatcd while on use 
OJl a cootrac1 are bulldozers, cement mixer, mobile crane. tractors, lorries and 
tilc.c;-po)ishing machines. There are two ways of dealing with the plant ancl 
machineries used on a contract 

Where a plant or machinery is spcciaUy purchased for a particular contracl lo be 
used for longer duratio.o, the contract account is debited with the value of plant Al 
th~ cod of the accounting period, the depreciated value of the plant or machinery 
is credited tc, tbe contract accouol 

Wheo rhc plant or machioery is used relatively for a shorter duration on a coolract, 
the cootracl account is charged with lhc depreciation of the plant or machinery. 

(vi) Sub-contract Cost: Work of spccialisc<l character, for which facilities are not 
internally available, is offore<l to a sub-contractor. For example, steel wor.k, glass 
work, electric fittings , <loors and furniture fittings, _painting, etc., are usually 
ca1Ticd out by the sub-contractors who arc accountable to lhc roaio contractor. The 
cost of such work is charged lo the contract account. 

(vii) Cost of Extra Work: Somt:times the contnu:tor is required to do some i..'Xtra work 
like additions or alterations in the work originally done a.<; per contract or 
agrt--emenl. The contractor will charge extra money for such extra work. The cost 
of sucb extra work or job is debited to the contract account and extra price 
re.\lised is c.TCdited to tbe contract account. 

(viii) Re1e111ion Mo11ey: Usually the conlractee stipulates in the contract deed tbat Jlc 
would withhold a part of the contract price to be paid al a later stage ai\cr 
completion of the contract. This is to make sure that the contractor bas 
performed all work relating lo contract on the most satisfactory manner and that 
no repair work arises within a presm'bed time limit. The amount so withheld by 
the cootractee is known as retention money. 1t safeguards the interesl of the 
coolractee agaiost tht: contractor, who may at times perform sub-stao<.lard work 
and gain then> from. 

163 
Con1m:1 CoS1in11 



IM 
Cost AC<--ounti,ng 

(ix) Cost of M aintenance Periods: Sometimes co11tractors are required to maintain the 
work during a specified period after cornp letion, the cost of maintenance is also 
debited to Lhe contract account. 

(x) Progress Payment: In large contract, which takes longc.r duration to complete, lbe 
conlractec pays to the contractor a certain amount from time depending upon the 
stage of satisfactory completion of work. Tbe progress of work from time to time 
will be certified by tbe architect or civil engineer of the conlractee. Thus, every 
installment of money paid by the contractec to the contractor depending upon the 
progress of work. is known as progress payment. 

(xi) Escalatio11 Clause: Tbis c lause is often provided in contracts to cover any likely 
changes in tl1c pr.ice of materials, labour, etc. Tbus, a contractor is entitled to 
suitable enhance the contract price if the cost rises beyond a given percentage. The 
objective of tb i& clause is 10 safeguard the interest of contractor against 
unfavourable changes io cost. The escalation clause is of particular importance 
where pric~ of materials and Jabour are anticipated to increase or where quantity 
of materia ls and labour time cannot be accurately estimated. 

Just as an escala tion clause safeguar<ls the interest of the contractor by upward 
revision of the contract price or contract value, a de-escalation clause may be 
inserted to look after the interesl of the contrnctce by providing for downward 
revision of the contract price or contract value in tbe event of cost going down 
beyond an agreed level. 

(xii) Cost-plus CQntrnct: T his is a modified method of contract costing. Cost-plus 
contract metl1od of costing is n:soried to when it js not possible to determine tl1e 
cost of the contract in advance with a reasonable degree of accuracy. Under such 
circumstance, tne contraclce agrees to pay to the contractor, the actual cost 
incurred together with an agreed amount of profit which the contractor earns in 
the usual course of business. This lype of contract is mos tly followed during the 
period of urgency wbcn ct--rtain lypes of product<; are lo be manufactured and 
supplied as in the case of defence products, component parts and so on. 

rl.dvamages: Cost-plus contracts offer the following advantages: 

To the Contractor: 

❖ There is no risk of loss on such contract. 

❖ There is bargain in the contract prjce in future under this type of contract. 

❖ Tt s implifies the work of preparing tenders or quotation. 

❖ Procurement of the services of the experts. 

❖ It protects him from tbe risk of fluctuations in market prices of materials, 
labour, etc. 

❖ Earliest completion of the work. 

To the Contractec: 

❖ Since the contract price is governed by the contract, the contractees will also 
not sufft.-r from risk of loss. 

❖ Under this method, the contractor can know in advance the profit that can be 
expected on successfully completion of the contract. 

❖ 1n the case of cost-p1us contracts, generally, ilic quality of the work does not 
suffer. 



❖ By giving to the contractee the right to inspect the accounting records of the 
c.:-0ntrac1or, a cost-plus contract ensur~ a fair price 10 1he contracl<::e. 

Disadvantages: The <lisadvantages of cost-plus contracts are giveo below: 

To the Contractor: 

❖ The cootractor bas lo suffer for his own efficiency. This is beca~e _profit is 
usually based on a pt:rcentage of cost and efficient working resulting lower 
cost also leads to lower profits. 

❖ The coolractor is deprived of the a<lvantage.c; which would have accrued uue to 
favourable JTiarket prices. 

To th<:! CootJ'actee: 

❖ Misuse of materials and labollr by the contractor. 

❖ The price a contractee has to pay is unknown uutil after lhe completion of 
work. 

❖ Generally, the contract price js widely increased. 

The cootractee bas to pay more for tbe efficiency of the contractor as l11e 
contractor has no ince11tive to reduce costs. 

(xiii) Worli. Certified a11d Work ll11cerlijied: Work certified represents that portion of 
the cooLract that bas been duly approved by the architect of the contraetee. This b 
denoted in tern~ of money value in contract account and appears on the credit side 
of U1c contract account. 

Work unc1:rtitied refers to Lbat portion of work completed by the contractor and 
disapproved by the architect on the ground that it has not reached a stipulawd 
stage. Tbe value of work uncertified also appears on the credit side of tl1e contract 
account. 

(x..iv) Work-in-ProgTess: TI1e work-in-progress represents the value of work which ie; 
in progrt:Ss as a contract and requires further complctioo. The value of WU> 
appears on the asset side of tbe balance sheet and is ascertained as under: 

Amount of work oertiticd 

Amoum of work unccniiied 

Less: Profit 1ransfcrred to WO" 

Less: Cash reccived 

Amount of Work-in-Progress 

(xv) Contrncree 's Account: The contractec<s account is prepared by the contractor in 
his books. Wb~n the various installments of contract price a re rnceive<l from the 
contractee, the following t.-ntry is passed: 

Casb ale Dr. 

To Coolractec<s ale 

Wbeo tht:: contract is fully completed the following entry is passed: 

ContracteeG ale Dr. 

To Co1llracl ale 

Tims, it is clear that the contra<.:tee0 account will show a debit balance indicating 
the amount due from bjm to the contractot till it is paid fully. 
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(xvi) Loss of Completed Contract and incomplete Contract: Every foss on contract, 
whether completed or incomplete, should be transferred to profil and loss 
account in full. This treatment is justified on the basis of prudence concept. 
While accounting the loss on contract., stage of completion of contract work is 
not considered. In case of incomplete contract, if it is expectt:d that in future 
also contract is subject lo losses, it is advisable to make a provision for 
contingencies . 

(xvii) Notional Profit: Notional profit is the difference between the value of work-l.n
progress certified and the cost of work-in-progress certified. It is computed as 
follows: 

l'artitulars Amount (' ) 

Value of certified work 10,00,000 

Add: Cost of work not yc1 certified 1,00,000 

t 1.00.000 

Less: Cost of work to date 9,00,000 

Notional Profit 2,00,000 

If in any year, cost of work done exceeds Ute value of certified work and 
uucertified, the result will be a .notional loss. 

(xviii)Profit 0,1 Jncomplete Contract: Profit cao be accurately calculated only when 
contract is complete. lf a contract extends two, three or more years, the 
contractor will have to wait for calculation of profit till the contract is 
completed. This is not desirable; beoct:, pro.fit has to be calculated on the 
contract even if the contract is not completed. Bul profit on i.ncompk te contract 
should be calculated after providing adequate sums for meeting unknown 
contingencies. For calculating profit on incomplete contract abundant caution 
and conservative approach are required so as to cover risk and uncertainty 
dudng the balance of period of execution of the contract. 

There are uo bard and fast rules regarding the calculation of profit of 
incomplete contract. However , profit should be taken only in respect of certifo.:d 
work and uncertified work should bt: valued at cost. When profit is based on the 
basis of certified work, it is known as (profit carnedO FoUowing rules may be 
followed for calculating profit to be taken to profit and loss account: 

(a) If the work certified is less than I/4th of the contract, no profit should be 
transferred to profit and loss account. It means that entire notional pro/it 
should be treated as reserve for future contingencies. 

( b) lf the work certified is I /4th of contract price or more but less then I /2nd of 
the contract price, the profil transferred lo profit and loss account should be 
I /3rd of the notional profit: 

Profit = Notional profit x l/3 

lf it is desired to transfer the realised profit to profit and loss account it wiU 
be calculat<.,'il as under: 

Profit "" 1/3 x Notional profit x (Cash received/Work certified) 

( c) If the work certified is 1/2 or more than of the contract price. the profit 
transferred to profit and loss account would be 213rd of the notional profit: 

Profit ""Notional profit x 2/3'd 



If it is desired to transfer the realistXI profit to profiL aod loss account, it 
will be calculated as Wlder: 

P rofit = 2/3 x Notional profit x (Cash received/W ork certified) 

(d) Sometimes a contract is abou1 to compJete, say, its physical progress is 
more than 90% and the contractor js in a position lo estimate t.h.e future 
cosL<; with lugh degree of accuracy. In such a case, it would the desirable to 
calculate the proJil with reference lo total estimated profit. Total estimalt:d 
profit is excess of contract price over total cslimalt:d cost. The profit to be 
transferred to profit and loss account will be c,;alculatcd as under: 

Profit "" Estimated profit x (Work certified/Contract prict:) 

If it is desired to transfer the realised profit to profit and loss account, it 
will be calculated as under: 

Profit = Eslimated profit x (Work certified/Contrac t price) 
x (Cash. received/W ork certified) 

Where, 

Estimated Profit : Contract price DTotal estimated cost 

Total Estimated Cost = Costs incurred up lo date + Estimaied costs for 
completion of coorracl. 

[Note: J[ oothing is given in lhe problem, students are advise<l to use the 
concept of realized profit.) 

(xix) Balance SlleeJ: At 1be time of preparation of balaoce sheet, the contractee<) 
account deserves a special ffi(.,"Jltion. The cootractet-0 account is oot lo be sJ1own 
as a debtor for lb~ full contract price unless lhc work h.as been completed. 
Likewise the sum received from the cootractee under various inslallroents should 
not be shoWll as a liability on the balance sheet. On compktion of contract, if the 
cout.ractee still owes the amount to the contractor, his account is shown as a 
debtor for the amount due from him. When the cont.ractec pays fu11 amount, his 
account is closed aod h.is account wjll not a ppear jn the balance sheet. 

(xx) Target Costing: Titls is a variatioo of cost~plus contract. Under target costing 
method, the contractee agrees 10 pay tbe profit as per tl1e agreement or contract 
on the tot.al con1ract price. ln addition to the profit, sometimes, ii is agree.cf upon 
by lhe contractor to complete the contract within a target price. 

lo ca$e if be completes the contract witbiu the iargel price, he is entitled to 
receive a bonus which is in proportion to the savin~ made, saving being 
difference between original contract price and target piicc. 

Example: Show how you would deal w:i lb plant in U<lai Contract Account with the 
following information: 

Plaot issued to contracl on lsi June, 2008 costing · 2,00,000, Plant costing 
• J 6,000 was transferred to Vtkas Contract on 30.11.2008. Plant costing · 6,000 was 
stolen and another costing · 5,000 was destroyed by fire. The plant was insured 
against fire lo the full value. P lant costing 20,000 was sold for 
· 19,000. Plant at the eud of the year was valued by cl1arging depreciation @20% per 
annum on 3 l"' March, 2009. 
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S olutwn: 
Contract Account 

Particulars Particulars 

To Plant account 2,00,000 I By V ikas Contract Account 

Plant tra,i~fcrred 

Cost 16.000 

Less: Dcp. @20% for 1,600 14,400 
6 mon1hs 

Ily Profil & loss aceouot (Plant ,tofen) 6,000 

By Fire insurance cumpany (Plaut destroyed 5,000 
by fire) 

By Sale of plnnt 19,000 

By Profit and los:. account (Los~ on plant 
sold) 

Cost 20,000 

Less: Sold 19,000 l ,000 

By Plant at sitt: 

Cost 1,53,000 
(2,00.000 047,000) 

Less: Dcp. @20% for 10 
months 25,500 1,27,500 

Example: The contract price of a contract undertaken by Kartik Limited on I" July, 
2008 was · 3,00,000. Following expeJtses were incurred on the contra.ct: 

Materials consumed 
Materials in hand on 3 I st March, 2009 
Direct wages 
Djrect expenses 
Planl purchased 

· 72,500 
· 30,000 
'4O,OO0 
· 42,000 
' 50,000 

The contract was completed on 31 •l March, 2009 and the contract price was duly 
received. Provide depreciation on plant @ 10% per year and charge indirect expenses 
@20% on direct wages. Prepare Contract At(;ouut and ConlraclecG Account i.n the 
books ofKartik Limited. 

Solution: 
Contract Account 

In the Books of Kartik Limited 

Date Particulars Date Particulars 

2008, To Plant purchased 50,000 2009. ) Dy Material 111 hand 30,000 I 
1" To Materials issued · 31'1 13y Plant in ha1)d · 
July Materials March l Cost 50.000 

consumed 72,500 
Add: Material Less: Oep 3, 750\lJ 46,250 

in hand 30,000 l,02,500 13y Contractce·~ account 3,00,000 
To Direct wages I 40,000 
To Direct cx.pcnscs 42,000 I 
To Indirect expenses 8,000 I 
(20% of direct wages) 

2009, To Profit and loss 
31st account 1,33,750 
March 

3,76.250 3.76 250 



Working note: 

1. Calculating of depreciation on plant: 

Oepn:ciation =(so,ooox~x2-}= · 3,750. 
lOO 12 

Contractee's Account 

Dal.e Pt1rticulars - Date P11rticulars 

2009, To Cont rt1ct account 3.00,000 2009, .By Cash account 
J I'' 3 1" 
March March 

J,00,000 

Example: The foJlowing exp<:.'11ses relate to a contract: 

Materials issued lo cont.racl 

Labour t-11gagt)d 

Plant al cost 

Direct expenses 

Establishment charges 

Materials returned to stores 

Work certified 

Cost of work uncertified 

Materials in hand on 31st December, 2012 

Wages accrued due al 3 1" D~cmbcr, 201 2 

Direct expens~ accrued due at 31 '' December, 201 2 

Value of plant at 3 l" December, 201 2 

' 85,349 

' 74,375 

' 15,000 

- 3, 169 

· 4, 126 

549 

1,95,000 

- 4,500 

. 1,883 

'2,400 

. 240 

· 11,000 

-

3,00,000 

3,00,000 

The contract price has been agreed at · 2,50,000. Casb received from the contractee 
was · 1,80,000. The accounting year closes on 31 ,.. December, 2012. Prepare Coutracl 
Account and Contractc<,..,O Accounl for the year 2012. 

Solution: 

Cont ract Account 

Psrticubrs - Par ticulars 

To Material 85,349 By Ma1erials rerurm:tl 549 

To LaboU( 74,375 By Materials in hand l.883 

ToPlanl 15,0{){) By Plam at site 11,000 

To Direct expcn~es 3,169 By Work-in-progress: 

To Establi!!hmenr charges 4,126 Work certified l ,95,000 

To Wages accrued 2,400 Work uncertified 4,500 

To Direct expenses accrued 240 

To Profit d d 28,273 

2, 12,932 2, 12,932 

To Profit & loss account 17.399\1 ) By Profit b/tl 28,273 

To Work-in-progress 10,874 

2&,273 28,273 
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Contractee's Account 

Particulars 

To Balance dd 1,80,00() By lfank 

1,80,000 

Working note: ( 1) Profit to profit and loss account 

= 28 273 x~x l,BO.OOO · 17,399 
' J 1,95,000 

Particular., . 

l,!10,000 

1,80,000 

Example: Mr. Saxena uudertook a contract for ' 1,35,000 which took I 3 weeks jn its 
completion. From the fo Uowing details, prepare Cootract Ac<.:ount and ContracteeG 
Account assuming the amount due from the: coutraclee to be received: 

The values of loose tools and stores returned at tbc end of the period were ' 300 and 
· 4,500 respectively. The plan( returned at the value of · 24,000 after charging 
depreciation at 20%. The value of tractor was · 30,000 on which depreciation @l 5% 
per annum was to be charged. Tile administration and office cxpc>1ses are to be 
provided at 20% on worb cost. 

Solution: 

Contract Account 

Particulars Partkuhlrs 

To Dirccr materials 30,375 By Store rcltm1c<I 4,500 

To Direct wages 23.250 By Loose 1ools rchimed 300 

T0 S1orcs issued 15,750 By Plant returned 30,000 

To Loose tools 3,600 Less: Dep. @.,20¾ 6,000 24,000 

To Tractor expenses: By Trdctor rctume<l 30,000 

fuel, etc. 3,450 Less: Dcp. @15% 

Driver's wages 4,500 p.a. for 13 weeks 1,125 2R,875 

Othc, expenses 3,975 11 ,925 By Works cost c/<I (Balancing 
figure) 87,225 

100 
ToPlanl issued 24,000x • - JO,oooni 80 

To Cos1 of1n1ctor 30.000 

1,44,900 1,44,900 

To Works cost bid 87,225 13y CoJ11rnc1ee's account (work 

! 
finishe--<l) 1,35.000 

To Administration exp. 20% of 
works cost 17,445 

To Profit & loss account 30,330 

l,35,000 1,35,000 

Working note: (l) Plant depreciated at 20% and not @20% _per annum. So, original 
cost of plant would be 24,000 x (100/80) = · 30,000. 

Contraclee's Account 

Particulars Particulars 

To C0111ract account 1,35,000 Hy Bank account 1,35,000 

1,35.000 1.35.000 
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Exumple: From lhe following data relating to a conlract extracted .from the books of a 
company, prepare Contract Account as on 31"' March, 2013: 

.Materials issued ' 1.35.<XJ<J Small plant used . 5.27S 

Wab-eS . 75,000 Contract price . 3,50,000 

Office t:xp-.-nses 20% of works cosl 

You are funher informt:d that: (a) Work commenced oo 1\1 October, 2012; 
(b) Wages or workers for one week and salary of lhe supervisory staff for one monll1 
were <.Luc at U1e end oftll c period; (c) Depreciation to be charged @ 10% per annum on 
plant; (d) Malt:rials al site on 31"' March. 2013 was of ' 6,300. 

Solution: 

Contract Account 
For tbe Year Ended 31" March, 2013 

Particulars Particula rs 

To Materials •~sued 1,35,000 By Material al site 6.300 

To Wagci. 75.000 By Plant al site 1,12,500 

To Wages accnrcd J,000<1> Less: Dcp. 

To Plant issued 1,12,500 @JO% p.a. for s:ix 
months 5,625 1,06,&7S 

To Supcrviso('s lialwy By Cuntractee's account J,50,000 

8,250 

Add; Accrued for OIIC 
1,65012) month 9,900 

To Cost of extra work done 2,500(4) 

To Sub-contract ,;ost 10,000 

To Small plan! used 5.275 

To Office expenses (20"/~ of 
. 2,40,000(,1)) 

48,000 

To Profit & loss account. 62,000 

4,6).175 4,63,175 

Working ootes: 

1. Wages accrued: Wages paid for 25 weeks· 75,000. Hence, wages for one week = 
· 75,000/ 25 = ' 3,000. 

2. Salary accrued: Salary for 5 months · 8,250. Hence, salary. for l month =
• 8,250/5 -= . 1,650. 

3 . Office expenses are 20% of works cost being [1,35,000 + 75,000 + 3,000 + 
l , l 2,500 + 9,900 + 2.500 + l 0.000 + 5,275] Df 6,300 + l ,06,875] = . 2,40,000. 

4. Cost of extra work done is · 2,500 considered as the cosl of original contract 
because i1 is very low amount in this case. 
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Check Your Progress 

Fill in the blanks: 

l. Contract costing is a basic method of ____ _ 

2. Work Certified is valued at ___ _ 

3. Cash received on co11tract is credited to ___ _ 

4. Mah.:rials returned under mate.rial return note credited to -----
5. Escalation Clause in a contract. to per fect the interest of ____ _ 

6. The degree of completion of work is determined by comparing the work 
certified with ------

7.7 LET US SUM UP 

• Jn principle. contract costing is similar to job cosling as it follows the principles of 
job costing. Contract costing is, therefore, a type of job costing and the entire 
contract, instead of job, conslitu\es cost unil. T his method of costing which is also 
koown as Tcnuinal Costing is applied fo industries engaged in the construction of 
buildings, roads, dams, bridges, banks, parks, etc. In this method, a separate 
nulnber is a lloned for every cont.rac1 and all rela ted costs are accumulatt:d for eac h 
contract. 

• A contract gen(.,-rally lakes more than one year to t:om.plete. Work is generally 
carried out at a site other than the cont.rac torG own premise.<: and each contract 
undertaken is treated as a cost unit. Contract is done for a specific consideration 
which is known as contract price and separate contract account is prepar~d for 
each contract in the books of contractor to ascertain profit or loss on each contract. 
Most of the raw materials arc specia lly purchased for each contract. 

• Under co utract costing , the price is paid in various installments dq>ending upon 
the progress of work. In job costing, the selling price of a job is paid after 
completing the job in full. The preparation of contract account is the essence of 
contrnct costing. TI,e contract account is prepared by the contractor in his books. 
In addition to th.is account, the contractor abo prepart:S contractce<J account. The 
purpose of preparing a contract account is to know the profit or loss on each 
contract execut~d. 

• All wages of workers engaged on a particular contract are charged direct to the 
conlJ"act account. When several contracts arc running at different areas, payroll is 
normally scclfonalised so as to have separate payroll for every contract. When a 
<.;Ontrador undertakes more than one contract simultane011sly, he wiJI set up a 
common office and engage common supervisory staff. The administration 
exp<.-·nscs incurred and the supcrvisorG salary are apportioned among the contracts 
on some suitable basis. 

• Target Costing is a variation of cost-plus contract. Un.der target costing method, 
the contractce agrees to pay the profit as per the agreement or contract on the total 
contract price. Ta addition to the profit, somctim~, it is agreed upon by the 
contractor to complete the contract within a target price. 



7.8 LESSON END ACTIVITY 

Rajendra took a contract on l" April. 2007. The contract price was ' 7,50,000. The 
expenses were wade up to irs completion Le. 301

h September. 2008 a.s follows: 

Mat~rial purchased. 50,000 Establishment charge 

Material issued from stores 1,50,000 Plant issued 

Materials from other contract 1,00,000 Material returned to stores 

Wag1.-s 2,50,000 Material at tht: end 

Direct expenses I 0,000 Plant in the e11d 

7.9 KEYWORDS 

6,000 

3,00,000 

20,000 

R.000 

2,00.000 

Co11tractor: Tbc person who under1akes the work to complete is known as 'contructol''. 

Contractee: The person who gets the work done through contractor is known as 
CaontractceO 

Co,rtracl Costing: Conuact costing is the technique of ascertaining cost of a contract. 

Co,uract Price: Contract is done for a specific consideration which is known as 
contract price. 

Co11traCI Account: Tn contract ledger, a separate contract account js prepared for each 
individual contract, so that for a specific contract all costs cau be accumulated at ooc 
particular place. 

Materials Cost: Materials required for tile execution of contract in most o f the cas~ 
are ordered specifically and then 11Sed on the contract. 

7.10 QUESTIONS FOR DISCUSSION 

I. Whal is contract costing? To which industries is il found suitable? 

2. What <lo you understand by contract costiug? How docs it <liffec from jot, costing? 
DisC'Uss contract costing procedure in detail. 

3. Explaiu the various features of contract costing. 

4 . Wbat are lh.e main features of cost-plus contract? Discuss 11s advantages and 
disadvantages. 

5. Write s hor~ not~ on the following: 

(a) Cost-plus contract 

(b) Escalation clause 

(c) Sub-contract cost 

(d) Work-in-progress 

6. What is the 1:1:eatmeot of sub-contract cost rn. contract account? 

7 . Explain lhc different methods of computing profits in conrract accounts. 
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Check Your Progress: Model Answer 

1. Specific order costing 

2. Cost price 

3. Contractee's Account 

4. Contract account 

5. Contraclee 

6. Contract price 
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8.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Understand the meaning and features of job cosling 

• Explain tbc objectives, advantages and disadvantag<--s of job costing 

• Describe lhc pr~edure of job costing 

• Preparation of job cost sheet 

8.1 INTRODUCTION 

Job costing is a metbod of costing applied in industries where production is measured 
in terms of completed jobs. Industries where job costing is g~ncrally applied are 
printing press, ship building, repair workshops, foundry, automobi1e garage and other 
similar manufacturing units whicb manufacture to customerG specific requirements. 
Under batch costing, the cost of a batch or group of p{Oducts is ascertained. The u.nit 
of cost is a batch or group of identical products, instead of a single job, or<ler or 
contract. The method ls applicable co general e.ogiueeriug industries which produce 
components io convenient economical batches for subsequent assembly or 
manufactw·c on mass scale. comparatively small item~ of products. Except for the 
diffel'ence that in batch costing, a batch instead of a job constitutes the cos! unit for 
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which costs are compiled. the procedure for batch costing is similar to tha1 of job 
costing. Separate job cost sheets are maintained for each batch of components 
manllfactured and for lhe assembly of finished products. When products are slocked 
for sale, a greater degree of control is required. 

In this lesson, we will study the concept of job costing, the procedure of job costing 
and the preparation of job cost sheet. 

8.2 MEANING AND DEFINITIONS OF JOB COSTING 

CJ MA terminology defines j ob costing ai; "a form of specific order costing which 
applies where work is undertaken lo customer 's special requirement. As dislinct from 
contract co.tting, each Job is a comparatively shon duration"_ (t implies that under job 
costing, production is always against the cuslomerO special requirement. 

Kohler in his ffiictionary for AccountsOdcfines j ob costing as ' 'a method of cost 
accounting whereby cost is compiled for a spec~fic quantity of product, equipment, 
repair on other service thor moves through rhe produ,:tion process as a continuously 
identifiable unit, applicable material, direct labour, di.reel expense and usually a 
calculated portion of the overh1.:ad being charged to a job order''. 

From the above definition, it is clear that job costing is a method of costing under 
wbicl1 the cost of eacll job is ascertained separate ly. It is Lha( form of specific order 
costing which applies where work is undertaken to customerG special reqlli.rements. 

8.2.1 Features of Job Costing 

The main features of job costing are as under: 

I. The production is generally against customer0 order and 001 for stocks. 

2. Under job costing m ethod, production is intermittent and not continuous. 

3. Each job has ils own characteristics and ueeds special treatment. 

4. Each job is treated as a cost uuit under this method of costing. 

5. The work-in-progress differs from period to pcriod according to the number of 
jobs is hand. 

6. There is oo wti.formity in the flow of production from department to department. 

7 . The emphasis is on division the direct and ind.iJ:cct expenses are laid upon. 

8. Job costing is adopted by manufacturing organisations as well as non
manufacturing organisations. 

9. Under this method, tl1e profit and loss can be ascertained in respect of each job. 

10. Each job is distinctively identified by a produc1ion order throughout the 
production stage. 

8.2.2 Objectives of Job Costing 

The following are the main objectives of job costing: 

1. The important objective of job costing is to ascertain the cost as well as tbe profit 
or loss for each job. 

2. Tl provides a basis for determining the cost of similar jobs undertaken in future. lt, 
thus, helps in future production planning. 

3. Job costing is to find out hose jobs which are more profitable, not profitable or 
less profitable. 



4. IL helps the management in controlling costs by comparing the actual costs wi.th 
the budgeted costs. 

8.2.3 Advantages of Job Costing 

The various advantages of job costing are as follows: 

I. Job costing js useful in quoting cos! plus contract. 

2. Job costing facilitates identification ancl control of spoilages and defectives. 

3. Job costing facilitates estimation of cost of similar jobs. 

4. It hel{'S the management to know about the profitability of the jobs. 

5. Job costing i.s helpful to ascertain the cost as well as the profit or loss for each job 
separa1ely. 

6 . The data o f the job costing are quite helpful for the future planning. 

7 . Job costing helps in making detailed analysis of cost of materials, labour, direct 
expenses and overheads. 

8.2.4 Disadvantages of Job Costing 

The disadvantages or weaknesses of job costing are as follows: 

I. It is expen.c:;ive to opcratt.: a s jt requires considerable detailed official or clerical 
work. 

2. With the increase iu the official or clerical works the chances of errors or mistakes 
arc jncreased. 

3. Job costing does not facilitate conlrol of cost llll1ess it is used with standard or 
budgetary costing. 

4. Job costing cannot be efticicntly operated without highly developed production 
control system. The job costing method requires intricate factory organisation 
system. 

5. To get accurate results, job costing requires some prerequisites. In its absence job 
costing will no! give accurate r<-"SUlts. 

6. It is expcmive as cos1 is accumulated and ascertained for each job separateJy. 

7. When drastic economic changes Lake place cost comparison becomes difficult. 

8.3 PROCEDURE OF JOB COSTING 

The procedure that is commonly applicable to a uomial sale transaction equally 
applies in case of job costing. The procedure for job costing involves the following: 

l. Receiving an Enquiry: First of all a customer seeks an enquiry about the price, 
quality and other terms and conditions of the job before placing an order. 

2. Estimation of the Price of the Job: The cost accountant cstjmates the cost of j ob 
after considering the various elements of cost and keeping in mind the 
specification of customer. This is hased on th.e cost of execution of similar job in 
the yester y ears and considering the possible chaugcs in the various elements of 
the cost. Estimated costs arc a lso compared with the ai;tual costs to find out the 
variation io the aclual profit. 

3. Receiving of Order: The customer wiU then place the order if he is satisfied with 
the quotation price, other tenns and coudition:s of executing the job. 
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4. Job Order Number: When an order is received from the customer, it is allotted a 
certain number. Evt-ry job order is known by its number: throughout its production 
process. 

5. Production Order: When a job is accepted, the production planning department 
prepares a production order or job order. Production order or job order is a written 
order issued to the manufacturing department to proceed with the job. A specimen 
of production order is given below: 

Serial No. Description of Job : ., .. .................... . 

Name of Customer : ......................... Quantity Ordered 

Customer's Reference No. : .................. ·-··· Operntion Nos. . .......... .. ............ . 

Dale . .................... ..... Materials Requ1sitio11 No. . ........................ . 

Date of Cornmcnccruent : .... .. ................... Dale ofComptction: ........................ . 

Clock Time 
Operation 

l\o. 

Ordered by: ..................... . 

Dept. Operation Quantity 

No. Details .Produced Rcjetted 

Checked by: ........ ................. Approved by: ..................... . 

Figure 8.1 : Production Order 

Production order contains all the information regarding production. Several copies 
of production order are prepared. Thi.-se copies arc generally in different colours 
so as to dis tinguish them more easily. Copies of production order are sent to 
production department. stores departmeut, cost department, etc. 

6. Recording of Costs: Cost is ascertained for each job separately. Costs are 
collected and recorded for each job. The costing department collects the costs and 
records them in the job cost sheet. The sources of colleclion of various costs may 
be as under: 

(a) Material Cost: MaH.-rials are clas!>ificd into din:ct aod indirect oo the basis of 
traceability of materials to the job. Material~ may have to be purchased or 
requisitioned from the stores. The documents necessary for collection of costs 
arc the bills of materials, suppliers' invoices, good received notes, material 
requisition notes, material returned back, material transfer notes, etc. 

(b) Direct Labour Cost: Direct labour costs are collected from operation 
schedule, job can! or labour/wages analysis sheet, etc. 

( c) Direct Expenses: Direct expenses arc collected from various expenses 
vouchers and o!hcr records of job. 

(d) Overheads. Overheads or indirect expenses are apportioned to the job in the 
usual manner. 

7. Completion of the Job: On completion of a job, the production department sends 
a completion report of job to the costing department. On the basis of the report, 
the costing department completes the job cost sheet and calculates profit or loss on 
each job. Actual cost recorded io the job cost sl1cet is compared with the budgeted 
cost so as to reveal the efficiency or in.efficiency of operations. 

8. Dispatch of Goods: The finished products are then packed and delivered to the 
customer as per the delivery schedule. Payment is settled as p er the agreed mode 
of payment. 



8.4 PREP A RA TJON OF JOB COST SHEET 

A separate job cost sheet is prepared for every job undertaken. This i" to facilitate the 
calculation of cost of the job separately. The main idea of preparing job cost sheet is to 
show in detail tbe cost components or elements of lhc total cost of executing a job. Job 
cost sheet is us\Xl 10 record direct materials, direct wages and overheads applicable to 
the job. 

A job cost s1lt:1et facilitates Lhc determmation of profit or loss on every job. Estimated 
costs are also recorded on the job cost sheet which facilitates comparison o( actual 
costs wi1h the estimated cost and variation in the cost is known. 

A. specimen form of job cost sheet is given below: 

ABC Compauy Limited 

Job Cost Sheet 
.Job No. . ........................ Quaotity . ·············•·"••······ 
.lob Descripllon • ••••••• ••••••oo••••on,,. Date of Completion . ........ , ........... ..... 
Name of rhc Customer ...................... , ... Date of Commenccmcnl : ......................... 
J>.in1cular.. of Job . ........................ Produe1ion Order No. .......................... 

M,ueriHI Cost Labour Cost Overbcnds 

J\IR Amt. Time 
Amt Jlatc Amt. l>:itc DepL 

' fo. 0 
02 LC Dept Ticket 

() 
D11te n cpt. 

C) (') 
No. 

Total 

Summary ofCo:;1 

I J:::srim:Hed Cost n Actual Cost C) Variance () (+)/(-) 

I Material COSI 

Labot1r co.~• 
Overhead!-

Total 

Explanation of Variance: ................................... i>repa.red by . .............................. .. ... 
Remarks ,.,,, "••••••• •••u•"••••--•~•••t Checked by , •••u•••••••0♦,,.,., ,.,,.,.,.,,,.,, 

Figure 8.2: Job Cost Sheet 

Example: The following information is extracted from the job ledger of Neelam 
Enterprises io res~t of Job Number 510: 

Malerials - 7,000 

Wages 100 hours @ · 7 

Variable overheads incurred for all jobs · 15,000 for 5,000 labour hours. 

Find the profit if lbe job is billed for · 9,000. 
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Solution 

Job Cost Sheet for Job No. 510 

Particulars Amount(" ) 

Materials 7,000 

Wages I 00 hours @ • 7 700 

Variable overheads : l 00 hmlrs @ · 301 300 

Tota l Cost 8,000 

Profi t 1,000 

Ilillcd A1nount 9,000 

Working note: ( I) Rate of variable overheads per hour::: 15,000/5.000 = · 3 

£ --cample: 1l1e following iufonnation has bet:n obtained from 1J1e costing records of 
Karlik Meta l in respect of Job No. 264: 

Materials · 5,200 

Wages: 

Department X 180 hours @ · 3 per hour 

Department Y I 20 hours @ - 5 per hour 

Department Z 60 hours @ - 2 per hour 

Variable Overheads: 

Department X I 0,000 for 5,000 direct labour hours 

Department Y · 9,000 for 3,000 direct labour hours 

Department Z · 4,000 for 2,000 dir<..-ct labour hours 

Fixed Overheads: 

Estimated · 30,000 for 10,000 normal working hours 

Ca lculate the cost of .T ob No. 264 and also find the price to be charged so as to earn a 
profit of 25% on sclliug price. 

Solutiv11 
Job Cost Sheet for Job No. 264 

Pllrticula~ Amount C) 
Materials 5,200 

Wages: 

l)eparlmcnt X 180 hrs. ". 3 540 
Dcpanmcnt Y 120 hrs. x • 5 600 
Departmeot Z 60hrs. x ' 2 120 1,260 

Prime Cost 6,460 

OvC1'h;;ads : 

Variable · 

Department X 180hrs. @ . 2 360 

Department Y 120 hrs. @ . 3 360 

Depanment Z 60 hrs. @ · 2 120 840 

Fixed : 360 hours @ · Jf2> per hr. 1,080 

Total Cost 8,380 

1 
Profit (25% on selling price or 33-- % on Cost !?rice) 

3 
2,793 

SeUin g Price ll ,l73 
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Working notes: 

1. CalcuJation of variable overheads: 

Departmenl CXO Total Overbeads/f otal Direct Labour Hours 

· 10.000/5,000 hrs. = · 2 per hour 

Depar1rncnt Q'(J · 9,000/3,000 hrs. == • 3 per hour 

Deparnnent cz.O · 4,000/2,000 hrs. == · 2 per hour 

2. Calculatioo of fixed overheads = Total Fixed Overheads 
Total Direct Hours 

== 30,000/10,000 = · 3 per hour 

Example: The inform,ition given below has been taken froJn the cos1 records of 
Boiani Engineedng Works i11 respect of the job number 224: 

Materials · 3,200 

Wages: 

Ot:partmeot A 60 hours@ · 2 per hour 

Department B 40 hours @ · 5 per hour 

Department C 20 hours @ • 3 per hour 

The overhead expenses are as follows: 

Variable: 

Department A · l 0,000 for 5,000 hours 

Department 8 · 4,500 for 1,500 hours 

Department C · 1,500 for 500 hours 

Fixed expenses: · 30,000 for l 0,000 workiug hours 

Calculate the cost of the Job No. 224 and the price from the job to give a profit of 25% 
ou the seHing price. 

Solutio11 

,Job Cost Sheet for J ob No. 224 

ParticulJlrs /\mount r) 

M:ucrials 3.200 

Wages: 

Department A 60x • 2 120 

Dcpilrtmcnl B 40 x . S 200 

Ocparunem C 20"' . 3 60 380 

Prime Cost 3.SRO 

Overheads expenses : Fi;,ccd 360171 

Variable. 

Department A 60 h.rs.1!9 . 2 120 

Dcpartmcnl 0 40hrs.@ · 3 120 

DcpnnrncntC 20 hrs.@ · 3 60 JO{) 

Totul Cost of the Job 4 ,24() 

l'Tofil (25% on selling price) 1,413 

Selling Price S,653 

ll<I 
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W orking notes: 

l. Variable overhead rates have been arrived at as follows : 

D A 
Overheads for department A =: l 0,000 = _ ? cpartment = ----- ~ '-- - -

Direct labour hours 5. 000 -

D lm t B OverheadsfordepartmentB 4,500 , 
3 epar eo = - - - - - --='-- - - = - - = 

Direct Jabour hours I , 500 

D t C Ovcrheadsfordepartment C 1, 500 , 
3 cpartmen = Direct labour hours = 500 = 

_ . Fixed expenses 
2 . Fixed overhead rate has been ascerta!Ilcd as = - - ~-

Working hours 

= 30,000 = . 3 
10,000 

Fixed overhead for the job would be ' 3 x 120 (60 + 40 + 20) = · 360 

3. Pro.fit Oil sale = l/4 = Profit Oil cost = 1/3 

Example: A factory uses a job costing system. TIJe following u1st data are available 
from U1c books for the year ended 31 s, March, 2008: 

Direct materials 

Direct wages 

Profit 

Selling and distribution overhead 

Administrative overhead 

Factory overhead 

Required: 

90,000 

75,000 

60,900 

52,500 

42,000 

45,000 

l . Prepare a cost sheet indicating the prime cost, works cost, production cost. cost of 
sales and sales value. 

2. ln 2008-09, the factory has received an ord1;.'T for a number of jobs . It is estimated 
that the direct materials would be · 10,00,000 and direct lab{)ur would cost 
· 6,00,000. What would be the price for these j obs if tb.e factory intends to earn 
the same rate of profi1 on sales, assuming !bat U1e selling aud distribution 
overhead has gone up by 15%. The factoL"y recovers factory overhead as a 
percentage of direct wages and administration and selling and distribution 
overheads as percL11tagc of works cost based on the cost rates prevalent in tht: 
previous year. 
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Solution 

J ob Co.~t Sheet for the Year Ending 31" M11rch, 2008 

rnrticulars Amount ( ) 

Direct material$ 90.000 
Direct wage.-. i5,000 

Prime Cost 1,65,000 
Factory overhead 45,000 

Wot'ks or Factory Cost 2,10,000 

Admimstrat100 overhead 42,000 

Cost of Prod11ct ion 2,52,000 
Selling and Distribution ovcrbcad 52,500 

Cost of Sa lcs 3.D4,500 
Profit 60,900 

Sales 3,65,400 

Working notes: 

Overbead recovery rat~ hove been ascertained as under: 

. 45 000 
J. Percentage of factory overhl!lld on <.hrect wages = - '-- 100 = 60% 

75,000 

2. Percealage of adminiJ;trative overhead on works cosl "" 
42• OOO x J 00 = 20% 

2,10,000 

3. Perceotage of selling aod distribution overhead on work.~ cost = 52
• 5oo x I 00 

2,10, 000 

= 25% 

P f fi I 
60, 900 2 

4. ercentagc o pro I oo sa es=--->< 100= 16- % 
3,65,400 3 

Job Cost Sheet for the Year '2008-09 

r articuhtrs Amount (' ) 

Di reel material 10,00,000 

Direct labour 6,00,000 

Prime Cost 16,00,000 

Factory overhead (6(l"/o on di reel wages) 3,60,000 

factory or Works Cosl 19,60,000 

Administrnt.ioo overheads (21J'/4 on works cos1) 3.92,000 

Cost of Production 23,52,000 

Sl'lling and Dismlnnion overhead (25% on works cost + I 5% of 5,63,500 
• 4,90,000) 

Coslof Saks 29, 15,500 

Profit (20"/4 of cost on sales ur 16 2/3¾ of sales value) 5,83,100 

Sales 34.98,600 
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Example: In respect of a factory, the following figures have been obtained for the year 
2008: 

Cost of materials · 1,00,000; Direct labour · 90,000; Factory overhead · 50,000; 
Administrative overhead · 77,200; Selling expcnse..c, · 54,800; Dis tribution charges 
· 38,000; Profit · 84,000. 

A work order has been executed in 2009 and the following expenses have beeu 
incurred; Materials · 40,000 and Labour · 25,000. Assuming lllat in 2009 the rate of 
F actury charges bas increased by 20%; Distribution charges have gone dowl\ by I 0% 
aod SelJing and Admiuis1Tation charges have each gone up by 12½ %; at what price 
should the product b e sold so as earn the same rate of profit on the selliog price as in 
2008? 

Factory overhead is based oo direct wages, while ail other overheads are base<l on 
factory cost. 

Solution 

Statement of Cost for the Year 2008 

Particulars Amount C) 

Cost ofmarcrials 1,00,000 

Direct labour 90,000 

Prime Cost 1,90.000 

Factory overhead 50,000 

Works Cost 2.40,000 

Administrative overhead 77,200 

Cost of Production 3,17,200 

Seiling and Distribution overheads: 

Selling cxpeoses 54,800 

Distribution charges 311,000 92,800 

4,10,000 

Profit (20% on cosr) 84,000 

Selling Price 4,94,000 

Statement of Cost of a Work Order for the Year 2009 

Particular~ Amount (" ) 

Mmcrials 40,000 

,Labour 25,000 

Prime Cost 65,000 

f actory overhead (55.55% of wages + 20%,, lhacof i.e 66.66 011 labour) 16.665 

Works Cost 81,665 

Administrative overhead (32.17% of factory cost + 12½%, rhcreof I e. 36.19% on 29,555 
factory cost) 

Cost of Production 1,11,220 

Selling expenses (22.83% of fact.ory cost , . 12½%, thereof i.e. 25,69% on factory 20,9!\0 
cost) 

Distribution charges ( 15.83% of factory cost f}I0"/4,, thcn:o( i.e 14.25% on factory 11 ,637 
cost) 

Total Cost l ,43,837 

Profit (20% on cos() 2R,767 

Selling Price I ,72,604 



Check Your Pro~ress 

Fill in the blanks: 

L ____ helps the management to know about the profitability of the 
jobs. 

2. Under job costing each job is treated as a - ----
3. The cost accountant est.imaies the cost of j ob afh:r considering the various 

elements of cost and the specification of _ ___ _ 

4. ___ are classified into direct aod indirect on the basis of traceability of 
materials to tile job. 

8.5 LET US SUM UP 

• Job costing is usually adopted by the concerns where a specific job is done for a 
stipulated price. ClMA terminology defines job costing as Qi fonn of specific 
order costing which applies where work is undertaken to customerG special 
requirement. As distinct from contract costing, each job is a comparatively short 
duration6 LI implies that under job costing, production is always against the 
customer~ special requirement. 

• Job costing is useful jn quoting cost plus contract; it facilitates identification and 
control of spoilages and defectives, estimation of cost of similar jobs. lt helps the 
management to koow about the profitability of the jobs and is he1pful to ascertain 
the cos1 a<; well as the profit or loss for each job separately. The data of the job 
costing are quite helpful for the future planning, and helps io making detailed 
ana1ysis of cost o f materials, labour, direct expenses and overheads. Job costing 
cannot be efficiently operated without highly developed production control 
system. The job costing method requires intricate factory organisation system. 

• A job cost sheet facilitates the ds::termination of profit or loss oo every job. 
Estimated costs are also recorded on the job cost sbce1 which facilitates 
comparison of actual costs with the estimated cost and variation in the cost is 
known. 

8.6 LESSON END ACTIVITY 

The following information was obtained from the books of Kartik. Company in resp ect 
of Job No. 222: 

Materials · 10,000 

Wages: 

Dept. X: 

Dept. Y: 

Dept. Z: 

81 hours @ · 4 per hour 

54 hours @ · 3 per hour 

27 hours @ · 3 pc.:r hour 
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Dept. X: 

Dept. Y: 

Dept. Z: 

5,400 man hours' 10,800 

2,000 man hours · 4,000 

1,000 mao hours · 1,000 

Fixed overhead:;: · 6,000 for 12,000 man hours worked normally. 

Calculate cosl of Job No. 222 and also its selling price if profit is ass\Jmed to be 10% 
oo selling price. 

8. 7 KEYWORDS 

Job Costing: Job costing is Qi. melbo<.I of cost accountiug whereby cost is compiled 
for a specific quant ity of product, equipment, repair on other service thal moves 
through t11e production process as a continuously identifiable unit, applicable materia l, 
direct labour, direct expense and usually a calculated portion of the overhead being 
cba rged to a job order6 

Joh Order Number; When an order is received from the cus tomer, it is allotted a 
certain number. Every job order is known by its number tllrou ghout its pro duction 
process. 

Productiou Order: P~·oduclion order or job order is a written order issued to the 
manufacturing department to proceed wi1b the job. 

Job Cost Sheet,: A job cost sheet faci lilatcs the determination of profit or loss on every 
job. Estimated costs are also recorded on the job cost sheet which facilitates 
comparison of actual cost<; with the estimated cost and variation in the cost is known. 

8.8 QUESTIONS FOR DISCUSSION 

I. Define job costing. 

2. What are the main features of job costing? Give a proforma of cost sheet under 
such a system 

3. Wbat is the concept of job costing? Discuss its advantages and limitations. 

4. What is a job cost sheet? What kind of data does generally appear on job cost 
sheet? 

5. Wbat is contract costing? How does it differ from contract costing? Explain. 

6. What is job costing? H ow docs it differ from job costing? Explain. 

7. Write an explanatory note on job cost sheet by providing a proforma cost sheet. 

8. Briefly explain the purpose of job costing and the procedure for ascertaining the 
job costs. 

Check Your Progress: Model Answers 

l . Job costing 

2. Cost 

3. Customer 

4. Materials 
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9.0 AIMS AND OBJECTIVES 

After studying this !~ son, you should be able to: 

• Understand the meaning of operating costing, its features and objectives 

• Discuss classification of se(Vices under opera ting costing 

• Describe lhc selection of cost under operating costing 

• Explain the preparation of cost sbcel under operating costing 

• Understand the concept of transport costing 



9.1 l NTRODUCTlON 

Operation costing is not a new method but it js the technique to use tb1:: m~thod of job 
costi.ng. batch costing and process costing for calculating the cost o f those business 
products whose production is operating <lay and night. So, aJI expenses in operation 
costing are recurring in nature. Operation costing is also useful where uuiLc; of 
products are same aud one or two types of products arc being produced. 

9.2 MEANING OF OPERATING OR SERVICE COSTING 

Cost Accounting has been traditionally associated with manufacturing compani~. 
However in the modem competitive market, cos t accounting has been increasingly 
applied in service industries like banks, insurance companies, transportation 
organisations, electricity generating companies, hospitals, passenger Lran~port a nd 
railways, hotels. road maintenance, educational institutions, road lighting, canteens, 
port lnlsts and several other service orgaoisalions. The costing mctliod applied iu th~ e 
industries is kuowo as <lDperating CostingO 

Operating costing is an extension and refined form of proc~s costing. ll is a lso more 
or less very similar to single or output costing. The operating costing give,c; more 
emphasis on providing scrvict::S rather than the cost of manufacturing an article. The 
services provided may be for sale to lhe general public or they may be provided witl.iin 
ao organisation. 

The opt!rating costing is also called as service costing, period costing or Lermioal 
cost.iog. Service costing is concerned to rendering service to the public or Lo an 
organisation for wh.ich cost is accumulated and calculated. :Period costing means Che 
costs daca collected and calculated for a specific period. Tenninal costing means a bus 
or truck of a transport undertaking charrered for a specific tcip. 

According to CJMA [London] operating costing is, "that form of operating costing 
which applies where standardized services are provided either by on undertaking or 
by a service cost center within cm undertaking". 

Operation costing is a mix of job costing and process costing, and is used in either of 
the following situations: 

• A produce initially uses different raw materials, and is then finii;hed using a 
common process that is the same for a group of products; or 

• A product initially has identical processing for a group of products, 11ud is Lllen 
finished using more product-specific pTOcedures. 

In both cases, you use a mix of job costing and process costing to compile the cos< of n 
product; this mixed costing environment is called operation costing. The job costing 
e lement is based on the concept that you can assign costs lo specific producls, which 
is the case when somctbi.ng is produced in units of oae or in very small qua ntities. The 
process costing element is based on the concept !hat the cosl of producing a large 
group of products is allocated equally to all the products in that group . si11ce they are 
manufactured in an ide.utica1 manner. 

ln short, operation costing is most applic~ble to the more complex manufacruriug 
environments that require a mix of different types of production processes in order to 
create goods. 

For example, a company maoufacllJTes watches in lots o f 1,000. The watch casi.J.lgs 
and workings for all 1.000 unitS are identical. so the company simply adds up the cost 
of the production mo and divides by 1,000 units to arrive at the per-uni1 cost. In 
addition, watch bands are custom- made for the wrist size of lhe cus tomt:r, and use a 
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variety of unique materials. These costs arc compiled for each individua I watch. Thus, 
we have process costing for one -portion of the production process (the watch ca~ings 
and workings) and job costing for another portion (the watch bands). When combined, 
this is operational costing. 

An example of the reverse situation is when a product initially bas unique raw 
materials, but is then finished using a common process. For example, a company 
builds uuiquc, custom-desigued race cars. rr uses job costing to compile the cost of 
each car. However, all cars are then run through a paint shop, which is essentially a 
fixed cost. The cost of the paint booth is alJocated equally to all of the cars run 
through it, which is process costing. Thus, we use:: job costing for the first part of the 
pxoduetion process and process costing for ti.le second part. Again, this is ~n example 
of operation costing. 

Tt is a method of ascertaining costs of providing or operating a service. This method of 
costing is applied by those undertakings which provide services rather lhan production 
of commodi1ies. The emphasis under operating costing is on the ascertainment of cost 
of services rather than oo t11e cost of manufacturing a product. This c<1sting method is 
usually made use of by transport companies, gas and water works deparlments, 
electricity supply companies, canteens, hospitals, theatres, schools, etc. 

For computing the operating cost, it is necessary to decide first, about the unit for 
which the cost is to be computed, this may often require llie sn1dy of some technical 
and operating dala, for finding out the factors which have a bearing on cosl. The cost 
uwts usually used in the following service undertakings arc as below: 

Transport service Passcn1,>er km., quintal km., or tonne km. 

Supply service Kw hr .. Cubic metre, per kg .. per li1re. 

Hospital 'Paticnl per day, room per day or per bed. per operal\ou etc. 

Canteen Per item, pee meal etc. 

Cinema Per ticket 

9.2.l Features of Operating Costing 

The basic features of opt--raling costjng are presented below: 

l . Uniform service is provided to all Ute customers. 

2. The costs arc classified into fixed and variable. 

3. The fixed and variable cost classification is necessary to ascerlain tJ1e cost of 
service and lhe unit cost of service. 

4. There i.s no physical stock of article if an undertaking render.; a service. 

5 . If a cost centre is operating for an undertaking, there is no sale of service but 
render the service. ln otb1:,-r words, if a cost centre is operating for public it sells its 
service to the public. 

6. The cost unit may be simple in certaio cases or composite or compound in other 
cases like transport undertakings. 

7 . Tota I costs are averaged over the total amount of service rendered. 

8. The costs arc co)lected from the authentic documents like daily log sheet, 
operating cost sheet, boiler house cost sheet, canteen cost sheets, etc. 

9. Operating cost is the cost of rendering service. 



I 0. Operating costing is the method of a<;certainiog costs. 

11. The productive enterprises can quote prices by asci::rtaining cost data. 

9.2.2 Application of Operating Costing 

Operating costing is applied by an organisation, which provides service to the public 
as a whole instead of manufactudng an article, and sells the same. for example, 
transport undertakings, electricity, theatre, hospitals, schools and the like. Sim.ilarJy, 
the same type of organisation or cost centre renders service to production uepanments, 
for example, electricity, powerhouse, canteen, etc. 

The service cost iu operating cost sllould be find out to understand whether an 
organisation or cost centre renders s1::rvices to others or sells Uic services to 1he general 
public. l f t11e services a re soJd, the operating expenses and the t:xtcnt of services 
rendered arc taken into considera1ion to find out !ht: service cost . On the other hand, if 
the services are sold, the service expenses should be apportioned to tl.ie production 
department on a suitable basis. 

Generally, tbe basis may b<:: tb.e extent of service availed by the production 
ueparlnwnts. 1t may a lso become necessary to compare tbe cost of such a service with 
Lhc cos1 of an outside service for uecitling whether i1 is profitable to buy a service 
from outside rather than mak<:: the same available froni within an organisation. 

9.2.3 Classification of Services under Operating Costing 

TI1e services may he classified into two categories under operating costing, namely: 

• lnternal service 

• External service 

Internal service refers (o rendering service to the production department<, witlun an 
organisation. Ex1c.cnal service refers t o providing services to the general public 
uniformly. The object of both internal SlcrVice and external service is the same. 

9.2.4 Nature of Operating Costing 

The main objective of operating costing is 10 compute the cost o[ 1be services offered 
by the organisation. for doing this, it is necessary to decide the u nit of cost in such 
cases. The cost units valy from industry to industry. For example, iu goods transport 
indu.stry, cost per ton kilometer i~ Lo be ascertained while in case of passenger 
transport, cost per passenger kilometer is to be computed. 

One of the imporumt features o( operating costing is th.al mostly ~ucb cos1s are fixed 
in nature. For example, in case of passenger transport organisation, most of the costs 
are fixed while few costs like diesel and oil are variable and dependent on the 
kilometers run. Because of th~ diverse nature of activities carried oul in service 
undertakings, the cost system used i.~ obviously differenL from th11.l of manufacturing 
concem 

9.3 SELECTrON OF COST UNDER OPERATING COSTING 

Cosl is expressed in terms of the unit of service rendered. Though. operating cost is 
relating to units of costing the cost unit is not as tangible as a job or a contract. Ally 
person cannot easily select a cost unit. Thus, the selection of cost unit requires more 
skill, technical and statistical talent on the part of the cost accountant. 

The cost uni1 lllllY be simple cost unit or composite cost unit. There is ouJy one 
variable in the sjmplt: cosl unit. For example, p er bed in c11se of hospitals. a cup of tea 
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or coffee in case of canteen, per room or _per bed in ca~e of lodge and the like. Tw o or 
more variables have a close re lationship in the composite cost unit. Costs are collected 
in terlll.5 of composite cost units. For example, per ion km in case oftransporl (truck), 
per man show in case of cjnema thcaires, per passenger km in case of transport 
(passenger) and the like. Hence, the selection of suitable cost urlit depends upon the 
nature of service. 

The following table gives a clear piclurc on the cost unit along .vith the uature of 
service of the undertaking. 

Nature of Service Undertaking Cost Vnit 

Goods Transport service (Lorry, goods train. air Per tull km 
transport of goods, trucks etc. 

Passcogcr Transport service (Bus, Mini Bus, Train, Per Passenger km. 
Boat. Passenger 1rain, air lr,msport etc. 

Hospirals Per bed, per pat icnt, per day 

Electricity Supply Kwll, Horse power 

Canrccn Service Man-men/cup of tea or coffee 

Boiler House Cubic centimeters 

Road Maintenance Per Km 

Private Transport (private t:ar, private aeroplane etc.} Running Hour, Trip Km 

Hotel Per room, pc( bell 

Si,eet lighting Per pomt, per larnp 

Gas Cubic metcn., Kg 

Water Supply Gallons, Litres 

Cinema theatres Per man ,how 

[n case rail transport, more number of cos! ce111res are functiorung since the rail 
tnmsport has more number of complicated activitie~, for example, cepairs and 
maintenance, routes, stations, godowus, yards, wagons, engines and the like. There is 
no method of costing except operating costing applicable to rail transport. 

9.4 OBJECTIVES OF OPERA TING COSTING 

The objectives of operating costing are to: 

I. Supply the infonnation through which the efficiency tn rendering St-'Tvjce is 
improved. 

2. ProVlde a basis for fixing accurate quolation and fare. 

3. Ensure that tb.e servic~ are provided in proper time. 

4. Control the fuel consumption and its expenses. 

5. Ensure that a Jot of ~ervice equipment are properly nia.io.tained. 

6. Provjdc cost comparison between own service and alternative service i.e. hiring. 

7. Compare the cost of one service ceotre with another. 

8. Determine the apportionment cost if the services arc p rovided within an 
organisation. 

9. Decide the p1ice tl1at can be charged for use ofvel1icle. 

10. Control the cost of maintenance and repairs. 

I l. Select efficient and suitable routing of vehicles to reduce lhe costs to production 
departments that use the service. 



12. Avoid the underutilizaLiou of capacily and idle time of lbc work force. 

13. Absorb tl1e fixed costi; proportionately and systematically that is all()(;atcd to the 
units of services. 

9.5 PREP ARA Tl ON OF COST SHEET UNDER OPERATING 
COSTING 

For preparing a cost sheet under operating cost, costs are usua lly accumulated for a 
specified period viz. , a month, a quarter, or a year, etc. 

All of the accumulated co5ts should be classi.fie<l under the following three beads: 

1. Fixed costS or standing charges, 

2. Variable costs or running clmges, (fuel, Driver's Wages, Depreciation, oil etc.) 

3. Sem.i-variable costs or maintenance costs. (Supervision salary, Repairs and 
Maintenance) 

Note: In the absence of information about semi-variable costs, 1he cosrs may be shown 
under two beads only. i.e., fixed and variable. 

Under operating costing, per uni.1 cost of service may be calculated by dividing the 
total cost for the period by tJ1e tota l units of service in tlu; period. 

Pamcula~ Total Cust Cost per km 
A Standing Charges:-

License fees 

Insurance Premium 

Road T:ix 

Garage Rent 

DrivCTG Wag,.~ 
Attcndant-cum-clcan<:rO wages 

Salaric~ aod wages of other staff 

TOTAL 

B Running chorge~:-

Repairs and maintenance 
Cosl of fuel (diesel. petrol etc,) 

Lubricants, greb e and 011 

CO!it of tire~. tubes a1J<l o1hcr Spare l'an~ 

Dcprccialion 

TOTAL 

C TOTAL CHAl{GES I (A)+ (H) I 

9.5.1 Calculation of Cost Units 

A proper calculation of total cost unit is very important so as lo correctly ascertain the 
cost per unit of 1ransporl service provided. The cost unit for passenger transpor t is 
passenger kjlometrc nnd for goods transport is tonne kilometre. 

TJ1e foUowing example will help in better understanding oftbe calculation oftotaJ cost 
un.its in traruporl costing. 

Example: A transport company runs four buses between two towns which al'e I 00 J.nn 
apart. The seating capacity of each bus is 50 passengers. Actual passengl!rs are 75% of 
the seating capacity. 

193 
Operating Co.sting 

http:dividi.ng


194 
C'.osl Acoountiog 

All the four buses mo on 25 day~ i.n a rnomb and each bus makes two round trips per 
day. Calculate total passenger km. 

Solution: 

Total passenger km = No. of buses x Distance pt..7 round trip x No. of round t rips per 
day x No. of days x capacity of the bus x actual capacity utilised 

= 4 X (lOQ X 2) )( 2 X 25 X 50 X 75 % 

= lS,00,000 passenger km. 

9.5.2 Absolute and Commercial T onne Km 

Composite units i.e. tonnes kms ., quiotal km.-,., etc. may be computed in two ways: 

(i) Absolute (weighted averagc) !onnes-kms., quinlal kms., etc. 

(ii) Commercial (simpk average) tonncs-kms., quintal Jans., etc. 

(i) Absolute (weighted average) tonnes-knu~: Absolute tonnes-kms. are the sum total 
of tonnes-k.ms., anivcd a t by multiplying various clistances by respective load 
quantities canied 

Absolute Tonn~ Km = D ist l x Qtyl + Dist 2 x Qty 2 

(ij) Commercial (simple average) tonnes-kms.: Commercial tonncs-kms. are arrived 
at by multiplying total djstance kms. by average load quantity. 

Commercial Tonne Km = Total Dist x Average Qty 

Note: To understand the concept of absolute tonnes-kms., and commercial tonnes
kms., students should refer to the following example. 

Example: Computation of absolute tonnes-k.ms and commercial loncs-kms. 

A lorry starts with a load of 20 toont..-s uf goods from station A. It uoJoads 8 tonnes at 
station 13 and rest of goods at station C. [t reaches back directly to station A after 
ge!ting reloaded with 16 tonnes of goods at station C. The distance between A to B, B 
to C and then from C to A are 80 kms., 120 kms., and l 60 kms., respectively. 
Compute <Absolute tonnes -kms.,Qind <Eommercial toru1es-k.ms. 

Solution: 

Absolute tonnes-kms. = 20 tonnes x 80 kms + 12 tonnes x 120 kms + 16 tonnes x 

160 kms. 

= 5600 tonnes-km.-,. 

Commercial tonncs-kms. == Average load x total kilomelres travelled 

= (20 + 12 + 16 i 3) tonnes x 360 kms. = 5,760 tonnes-kms. 

Example: A truck starts with a load on 10 tonnes of goods from station P. It unloads 4 
tonnes at station Q and rest of the goods al station R. lt reaches at back directly to 
station P after getting re loaded with 8 tonnes of goods at station R. The distai1ces 
between P to Q, Q to R and then from R lo P are 40 .km, 60 km aod 80 km 
rnspcctivcly. Compute 'Absolute tonne km' and 'Commercial tonne km'. 

Solution: 

Ab solute tonne km = l O tonnes x 40 km + 6 tonnes x 60 Jan + 8 tonnes x 80 km 

= 1400 tonnes km 

Commercial toJl.Oc km = Average Load x total km travelled 



= ( 10 + 6 + 8 / 3) tonnes x 180 km 

= 1440 tonnes km. 

Notes: Treatment of some special items 

• Depreciation - Depreciation if related lo effluxion of time may be treated as fixed. 
1f it is related to the activity !eve~ it may be treated as variable. 

• Interest - lf information about interest is explicitly given, it may be treated as 
fixed cosL 

Example: T11e Union Transport Company has been given a twenty kilometre long 
route 1o ply a bus. Tbe bus costs the company · 1,00,000. 11 bas been insured al 3% 
per annum. The annual road lax amounts to · 2,000. Garage rent 1s · 400 per month. 
Annual repair is estimated to cost · 2,360 and the bus is likely to last for five years. 
The salaries of the driver and tho conductor are • 600 and · 200 per month 
respectively in addition to JO% of the takings as commission to be shared equally by 
them. Tbe manager<'s salary is · 1,400 per month and stationery wjU cost · 100 p er 
inontlJ. Petrol and oil will cost· 50 per 100 kilometres. The bus will make three round 
trips per day ca1rying on an average 40 passengers in each trip. Assuming 15% profit 
on takings and tl1at lhc bus will ply on an average 25 days in a month, prepare 
operating cost statement on a full year basis and also calculate the bus fare to be 
charged from each passenger per kilometre. 

9.6 TRANSPORT COSTING 

Transport costing is a form of service costing employed for the purpose of cost 
ascertainment by the undertakings providing Iran.sport services. The transport service 
may be passenger transport or goods transport. 1t may include all modes of transport 
i.e., road, air or sea. The cost so detennincd provides a good basis for determination of 
price to be charged from the users. It also helps in the decision•making. 

Costing in a b;ansport indust1y consists of determining the operating cost of e-ach 
vehicle and applying this cost to find out the cost per unit of service rendered by a 
vehicle. The cost unit is selected with proper care keeping in view the needs of each 
concern, the weight, bulk. volume and type of goods carried and distance covered in 
each trip. T r-<1.nsporl undertahlngs include goods transport organisations as well as 
passenger transport organisations. The cost unit is either tonne kilometre or passenger 
kilometre. The meaning is cost of carrying one tonJtc over a distance of one kilometre 
or cost of carrying one passenger for a distance of one kilometre. 

9.6.1 Objectives of Transport Costing 

The objecLivcs of Transport Costing are to: 

(i) ascertain the operating cost of running a vehicle per kilometre. 

(ii) fix the rates of carriage of goods or passeng~s on the basis of operating costs. 

(iii) fix 1he higher charges w'here vehicles are given on hire. 

(iv) compare the cost of using own vehicles with tha t of using alterna tive mode of 
tnmsporl. 

(v) determine what shou1d be charged to departments which use internal tra.rn;port 
facilities. 

Notes: The more kilometres you travel with your own vehicle, the cheaper it becomes. 
The cost per kilometre, (if one travels in his own vehic le) will decline when be travels 
more kilometres. This is because the majority of costs for running and maintaining 
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vehicles are of fixed nature and lbe component of fixed cost per kilometre goes on 
decreasing with an increase in kilometre travel. Hence, the given statement is 1rue. 

9.6.2 Transport Costing Procedure 

Transport Costing Procedure includes the following steps: 

Data Collection 

A log sheet is maintained for each vehicle to record the details of trips, ru1m.iJ1g time. 
capacity, distance covered, cost of petrol/diesel, lubricants, loading and unloading 
time, etc. made by the vehicle on daily basis. 

A log sheet enables the management: 

(a) To ascertain tl1e operating cost. 

(b) To avoid idleness of vehicle. 

(c) To prevent wastage of capacity. 

(d) To exercise other controls. 

A specimen Proforma of Daily Log Sheet 

Vehicle NoE .E E · E • EE f. Dllle E · E E EE E . 

j 
DrivcrG No. ~1d NamcE ~ ~ ~ E ~ Time Garages outE E-1 ~ E ~ 
Route No.E. E EE E t: EE Et E Time Garages inE t'. .. E E E E 
Licence No. t F- f: E E E E £ E E 
Registration No . .E f: E E E E £ E . 

TRIP PARTICIJJ,ARS 
T r ip Place/ Place/ Tone of 
No. Scation Station Pacl<fll!.CS 

Kilometres 
Time 

From To Collected Remarks 
Out 

on Route 
Out io 

Supplies Time of workers Analysi_s of l_ost tim,e 
Vehicle DriverE E E E E E E E E .. E AccidentE E E E E E E E .E .. F. 
NoE E E E f: E Mechanic£ E E E . .E E E E. .E Traffic 
01IE E f; E .E E E E E 

Clcancrlf: E E E .. E f. E E E . Delay£ E f: E .h .. t E E 
GrcascE t E E .. £ f: E Conductor£ E E E E f: E E .. LoaJi11g/Unl00dingE. .E E E .. E .. 

OthcrsE E E E E E E E E E E 

Co:.1 Collection 

A log book is maiotained for each vehicle to record details of trips made by the 
vehicle during a speci fted period of ti1ne. Log book is maintained usually on a daily 
basis. The details shown in the log book enable the management to make suitable 
allocation of vehicles, to avoid the duplicate trips or to avoid idle running capacity. 
The log book also provides the information relating to the fuel consumed, ilistance 
travelled, uo. of hours travelled, chargeable kilometres. The log book provides the 
data for proper allocation of cost and i.n th.is respect, these may be compared with the 
production <letails available in a manufacturing concern. 

Classification and Preparation of Operating Cost Sheet 

All cosls iocurrcd during a particular period are collected from various docwnents aod 
classified into two broad categories i.e. , (i) Standing Charges or Fixed Charges, 
(ii) Maintenance charges and {iii) Running and charges. 

(a) Standing Charges {Flt.ed Charges): These are incurred whether a vehicle is 
operating or not. These expenses do not chunge with f.he distance run. The 



examples of these charges are garage rent, insurance, road tax, license fee, intere:-;t 
on capital, share of establishmen1 cost, time wages of drivecs, conductors and 
cleaners, etc . Total standing or fixed cbargt:S divided by uumht:T or transport 
service uni ts to get the cost per St:rVice unit of ~landiog charges. 

(b) Maintenance Charges: Tltese costs arc of semi-variable nature which includes 
expenditure on maintenance, repairs, tyres, rubes and other charges. 

(c) Operating and Running costs: Tllcsc costs art: variable in na1un :, include fuel, 
lubricating oil, wages of drivers/cleam:rs (if pa.id on per trip/kilometre). These 
costs can be easily identifiable with eacb of the vehicle. 

9.6.3 Significance of Operating or Ronning Costs 

The significances o f operating or running costs are given below: 

(i) Control of opl.>rating and running cosl and avoidance of waste of fuel and o ll1er 
consumable material. 

(ii) Cost of running owo vehicles may be low a'> compared with the hired or other 
forms of transport 

(iij) 1t facilitates quo1ation of hiring rates to outside pa.r1ies who ask for tbt: transport 
service. 

(iv) If transport service is treated as a separate department or service cost centre. the 
costs tu be charged to the requesting department may be casjly determined. 

(v) Suitable information is obtained for efficient routing of vehicles. 

(vi) Cos1 of idle vehicles and lost ruuning time is easily obtained. 

Example: T hert: are two warehouses for storing finished goods produced io a factory. 
Warehouse O\Ois at a distance of 10 Jans. and W arehouse GlCis a t a distance of l5 
kms rrom the factory. A fleet of 5 tonne lorry is eng-.iged in transporting the Gnished 
goods from the factory. The recor~ show that the lorries' average speed i.-. 30 kms. per 
hour when running aod regularly taJce 40 minutes to load at the factory. At warehouse 
O..Omloadiug takes 30 minutespcr load while at warehouse 03Gt takes 20 minutes per 
load. DriversOWag~ deprecjation, insurance and taxes amount Lo • 18 per hour 
operated. Fuel oil, tyres, repairs and mainlenance cost · 2.40 per kilometre. You are 
required to draw up a statement showing tbe cost per tonne kilometre of carrying the 
finished goods to Lbe two warehouses. 

Solution: 

Stutemeol s howing compu1atioo of Iota! cost and cost per tonne kilometre of carrying 
finished goods lo warehouses: 

l'articuJars A n 
Time fur travelling 40Min 60Min 

Time for loading 40Min 40Min 

Time fur unloading 30Min 20 Min 

IIOMin 120 Min 

Cost of Insurance, wages, tax, etc. [(J l 0/60) x 181 33.00 

(( 120/60) X 18] . 36,00 

Fuel & oil elc. (20 x 2.4) (JO x 2.4) · 48.00 72.00 

Total Cost 81.00 108.00 

Tonne Kilometres (S x 10)(5 >< 15) · 50.00 75.00 

Cost per 1000c KM · 1.62 1.44 
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Example: A transport service company is running 4 buses between two towns which 
arc 50 miles apart. Seati:ng capacity of each bus is 40 passengers. The following 
particulars were obtained from their books for April, 20 l 5. 

Wages of Drivers, Conductors and Cleaners 

Salaries of Office and Supervisory Staff 

Diesel and ojl and other oil 

Repairs and Maintenance 

Taxation, Insurance, etc. 

Depreciation 

lotercst and Other Charges 

· 2,400 

' 1,000 

· 4,000 

'800 

· 1,600 

· 2,600 

· 2,000 

· 14,400 

Actual passengers carried were 75% of the seating capacity. All the four busel; ran on 
all days of the month. Each bus made one round trip per day. Find out the cost per 
passenger mile. 

Solution: 

Computation of Cost per Passenger Mile: 

Passenger miles "' No. of buses x Distance x Rountl trip x No. of Passengers x No. 
of days in month x Capacity 

= 4 X SQ X 2 X 40 X 30 X 75% 

= 3,60,000 miles 

Cost per passenger mile= 14,400/3,60,000 

== ' 0.04 

Example: Mr. Sohan Singh has started transport busincs~ with a fleet of 10 taxies. The 
various expenses incurred by bim arc give.n below: 

(i) Cost of each taxi • 75,000 

(ii) Salary of office S1aff ' 1,500 p.m. 

(iii) Salary of GarageG Supervisor · 2,000 p.m. 

(iv) Rent of Garage - 1,000 p.tn. 

(v) Driver's SaJary (per taxi) - 400 p.m 

(vi) Road Tax and Repairs per taxi · 2,160 p.a. 

(vii) Insurance premium @ 4% of cost p.a. 

Tile life of a taxi is 3,00,000 km and at the end of which it is estimated lo be sold at · 
15.000. A taxi runs on an average 4,000 Km. per month of which 20% it runs empty, 
petrol consumption 9 Km. per litre of petrol costing - 6.30 per \itre. Oil and other 
sundry expenses are of amount lo ' IO per l 00 Km. 

Calculate the effective cost of running a taxi per kilometre. Jf the bire charge i::; · J .80 
per Kilometre, find out the profit that Mr. Soban may expect to make in the first year 
of operation. 



Solutio,z: 

StAtement Showing Computation of Effective Cost and Profit for the Year 

Particulars Amount C) Amount C) 

Filed expenses; 

Salary of Slaff 1,500 

Salary o( garage supervisor 2,000 

Rent of garage 1,000 

Driver Salary (I O x 400) 4,000 

Rood tax and repairs (2, J 60 x I 0/ I 2) 1,800 

Insurance pre1J1ium (75,000 ~ 4 % x )0/12) 2,500 12,800 

.Fixed cost of JO taxis per month: 

Cose per ta.~i = · 12,800/10 == · 1,280 

Cosl per km :a: 1280/4,000 = 0.32 0.32 

Running Costs; 

Depreciation ((75,000 015,000)/3,00.000J 0.20 

Petrol (6.3/9) 0.70 

Oil & ~undry expenses (10/lOO) 0.10 

J.:l2 

Effective cost per Klu = 1.32 x ( IOO/XO) L65 

Profit for year = (l.80 01.65) x 10 x 3,200 x 12 

= · 57,600 

Example: Janata Transport Co. bas been given a route 20 km. long for running buses. 
The company has a fleet of l 0 buses each costing · 50,000 and having a life of 5 years 
witho1.1t auy scrap value. From the foUowing cstim,1.tec.l expenditure and oilier details 
calculate the bus fare lo be charged from each passenger. 

(i) Insurance charges 3% p.a. 

(ii) Annual tax for each bus · 1,000 

(iii) Total garage charges · 1,000 

(iv) DriversO,alary for each bus · 150 p.m. 

(v) Conductors' salary for each bus · J 00 p.m. 

(vi) Annual repairing to each bus · 1,000 

(vii) Commission to be shared by the driver and conductor equally: IO¾ of the 
takings 

(viii)Cost of stationery · 500 p.m. 

{ix) ManagerG salary · 2,000 p.m 

(x) AccountantG salary· 1,500 p.m. 

(xi) Petrol and oil · 25 per I 00 km. 

Each bus will make 3 round trips carrying on an average 40 passengers on each trip. 
The bus will run on an average for 25 days in a month. Assuming 15% profit on 
takings, calculate the bus fare lo be charged from each passenger. 
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So/utio1t: 

Particulars 

Insurance (50,000 1< 3% x I 0/ 12) 

Tax (1,000 x 10/12) 

Garage charges 

Driven;' salary ( l SO x 10) 

Conductors' salary ( I 00 x l 0) 

Repairs (1,000 x 10112) 

Cost of stationery 

Manager's salary 

Accountant's salary 

Depreciation (50,000 x l0/5 x J /12) 

Petrol * (30,000/ I 00) x 25 

Commission of conductor & driver 35,000 x ( !0/100) 

(+) Profit@. JS¾ on takings (35.000 x 15/ 100) 

* 10 X 20 X } X 2 X 25 = 30,000 

Let CXllie the ta.kings X -= 26,250 + (10/ tOO X) + ( 15/100 X) JOO X 

== 26,25,000 + 25 X 

==} X = 35,000 

Fare per passenger Km= 35,000/(30,000 x 40) 

"" 0.0292 "" - 0.03 

Amount () 

1,250 

833.33 

l ,000 

1.500 

1,000 I 
833.3] 

500 

2,000 

1.500 

&33.33 

7,500 

3,500 

29,750 

5,250 

35,000 

Example: Union Transport Company supplies tbe following details jn respect of a 
truck of 5 tonne capacity. 

Cost of truck · 90,000 

Eslirnated life IO years 

Diesel, oil, grease - 15 per trip each way 

Repairs and maintenance · 500 p.ro. 

DriverG wages - 500 p.m. 

Clcaner<:'s wages · 250 p.m. 

fnsurance · 4,800 per yc.ir 

Tax · 2,400 per year 

General supervision chargt-"S · 4,800 per year 

The truck carries goods to and from the city covering a distance of 50 kms. each way. 

On outward trip freigl11 is available to the extent of full capacity and on return 20% of 
capacity. 

Assuming that the truck rnns ou an average 25 day~ a month, work uut; 

(a) Operating cost tonne-km. 



(b) Rate for tonne per !rip thal the company sbo~ld charge if a profit of 5()11/o on 
freight is 10 be earned. 

So/11tio11: 

Particulars 

Repairs&,, Maintcn.tncc 

Driver's wnge~ 

Cleaner's wage~ 

ln.suroncc 

Tax 

Supervision churge 

Depreciation f(90,000/l0) 1< ( 1/12)) 

Diesel, oil, grc.ise ( 15 '>< 2 x 2 S) 

( +) SO% profit on fi-ci ght ( I 00% on cost) 

Tonne Kms = 25 [(50 ~ 5) + (20/100 x 50 x 5)] 

= 7,500 

Cost per tonne km= 3,750 / 7,500 = 0.50 

(+)Profit @ 50% on freigltL :=. 0.50 

1.00 

Check Your Pt"O~rcss 

Fill in 1he blanks: 

J\mo11nt r) 

500 

500 

250 

400 

200 

400 

750 

7S0 
3,750 

3,750 

1,S00 

1. ____ costing means a bus or truck of a transport undertaking 
chartered for a speciCic trip. 

2. There is ouly ____ variabfo in the simple cost unit. 

3. The co~t uu.i t for goods transpon is ____ _ 

4. A _ _ ___ is maintained for each vehicle to record details of trips 
made by the vehicle duJiug a specified period of time. 

5. Tota.I sLantling OJ fixed charges divided by number of transport service 
units lo gel lhe _____ unit of standing charges. 

6. Tlie main objective of operating costing is to compute the coS'I of lhc 
services oCTered by the ___ _ 

9.7 LET US SUM UP 

• Operating costing j s a11 exte:nsion and refined form of process costing. It is also 
mort: or less very sim.ila.r to single oJ ou.tput costing, The operating costing gives 
more emphasis on providing services rather than the cost of manufacturing an 
ar1icle. 

• For computing lbe operaling cost, it is necessary to decide first, about Lbe unit for 
whkh the cost is to be computed, this may often require the srudy of some 
technical and operating data, for finding out the factors which have a bearing on 
cost. 
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• The service cost in operating cost should be /ind out to understand whether an 
organisation or cost centre rc11dcr services lo others or sell the services to the 
general public. 

• The main objective of operating costing is to compute the cost of the senrices 
offered by the organisation. For doing this, it is necessary to decide the unit of 
cost in such ca.•K-s. 

• Cost i:. expn .. -sscd in terms of the unit of service rendered. Though, operating cost 
is relating lo units of costing the cost unit is not as tangible as a job or a contract. 

• A proper calculation of total cost unit is very important so as to correctly asct..:rtain 
the cost per unit of transport service provided. The cost uni t for passenger 
transport is passenger kilometre and for good,; transport is tonne kilometre. 

• Costing in a transpor1 industry consists of dctennining the operating cost of each 
vehicle and applying I.his cost to find out the cost per unit of service rendered by a 
vehicle. 

9.8 LESSON END ACTIVITY 

Manar lodging home is being run at a small hill station with 50 single rooms. The 
home offers concessional rates chH·ing six off-season months in a year. During this 
period, half of the full ro0m rent is c harged. The maoagemc:ntG profit margin is 
largete<l at 20% of the room rent. 

The following are 1he cost 1.:stimates and other details for lhe year ending on 3 1st 
March 2016. [Assume a month to be of30 days). 

(i) Occupancy during the season b 80% while in the off- season it is 40% only. 

(ii) Expenses: 

(a) Staff salary [Excluding room allcn<lants) · 2,75,000 

(b) Repairs to building· l,30,500 

(c) Laundry and linen· 40,000 

(d) Jnh.,-rior and tapestry - 87,500 

(e) Sundry expenses · 95,400 

(iii)Annual depreciation is lo be provided for buildings @ 5% and on furniture and 
equipment @ 15% on straight-line basis. 

(iv) Room alteodantc; are pa.id · 5 per room a day on the basis of occupancy of the 
rooms in a mouth. 

(v) Monthly lighting charges arc · 120 per room, except in four months in winter 
when it is · 30 per room aod th.is cOlit is on the basis of full occupancy for a 
month. 

(vi) Total investment in the home is · I 00 lakbs of which' 80 lakhs relate to buildings 
and balance for furniture and equipment 

You are requirt:d 10 work out the room rent chargeable per day both during the season 
aud the off-season months on the basis of the foregoing infonnation. 

9.9 KEYWORDS 

Operating costing: Die method of costing used in service rendering undertakings is 
k.oown as operating costing. 

lllterual service: It refers to rendering service to I.be production depa11mcnts within an 
organisation. 



External service: lt refers lo providing services to the general public uniformly. 

Absolute (weighted average) tonnes-kms: Absolute toones-krn.~ are Lhe sum total of 
tonnes-krus, arrived al by multiplying various distances by respective load quantities 
carried. 

Commercial (simple average) to11nes-k1ns: Commercial tonnes-krns are a.J.Tived at by 
multiplying total distance kms by average load quantity. 

Transport costing: It is a form of service costing employed for tl1c purpose of cost 
ascertainment by the undcrlakings providing transport services. 

Sta11di11g charges (fixed charges): These are incurred whether a vehicle is operating 
or uot. These expenses <lo not cbauge with the distance run. 

9.10 QUESTIONS FOR DISCUSSION 

I . Defiue operating costing with the help of a.o. example. 

2. Whal arc the basic features of operating costing'? 

3. Distinguish between: 

(a) Internal service and External service 

(b) Absolute aod commercial tonne km 

4 . Hjghlight nature of service undertaking along with its cost unit. 

5. Whal ate the obj ectives of operating costing? 

6. Discuss the objectives of transport costing. 

7. Write sho11 notes on the following: 

(a) Stan.ding Charges or Fixed Cbarges 

(b) Maintenance Charges 

(c) Running and Charges 

Check Your Progress: Model Answer 

J. Terminal 

2. One 

3. Tonne kilometre 

4. Logbook 

5. Cost per service 

6. Organisation 
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10.0 AIMS AND OBJECTIVES 

After studying this lesson, you s hould be able to: 

• Understand the meaning of process costing 

• Describe accounting procedure of costing 

• Explain normal wastage, abnormal loss and gain 

• Explain oil refin<;ry process and joint products and By-products 
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Industries which are engaged in the manufacture of products which involve 
continuous operation or process are known as process industries. These iodustrie5 
have their special features. The costing system sl10uld be designed bearing in mind the 
salient features. Process costing is also one important method of costing. H refers to 
costing of operation(s) or process (es) involved in conv1;,Tting raw matcria]s into 
.finished goods or products. Its main objective is lo provide au average cost of product. 

10.2 MEANING AND DEFINlTIONS 
OF PROCESS COSTING 

Process costing r1;,-prescnts a type of cost proce,-clure for co.ntiuuous production 
industries. ln such industries, output consists of like units, each unit being processed 
in the same manner. Therefore, it is assumed that the same amount of raw materials, 
labour and overhead is chargeable to each unit processed. The cost of unit at the end 
of any manufacturing process can be easily deknnincd and provided costs are 
accumulated on a process basis and record of units produced is available. 

Accortliug to CIMA, "The costing method is appLicuhle where products or services 
result from a sequence of continuous operations or processes. Costs are arranged 
over the units produced during 1he period". 

According lo Kobler, "A meLhod of accounting whereby costs are charged to 
processes or operations and averaged over units prcduced; it is employed principally 
where a finished product is the result of a more or less conlinuous operation, as in 
paper mills, refineries, canneries and chemical plants; distinguished from job costing, 
where costs are assigned Lo spec(fic orders. lots or units" 

10.2.1 Characteristics of Process Costing 

Tbc main characteristics of process costing arc: 

1. The products or goods arc processed in one or more processes, 

2. The products arc <list.inguisbable in processing stage, 

3. The products or goods are standardized, and 

4. When a product is produced through various processes, the output of each process 
is transf<-'TI'cd to the next process and lha1 of lasl process is transferred to the 
finished goods or finished stocks. 

10.2.2 Application of Process Costing 

Process costing may be used in a wide number of industries. The following types of 
industries may be used in process costing: 

(a) Production or manufacturing industries, such as cement, rubber, glass, textiles, 
paper, iron, steel, aluminum, milk-dairy, biscuits, soap-making, flour mills 
industries, etc. 

(b) Public utility services, :mcl1 as water supply, generation of electricity, health services, 
etc. 

(c) Mining industries, such as coal, steam, gas, oil, coking industries, etc. 

(d) Chemical and distilleries industries, etc. 



10.2.3 Differences between Process Costing and Job Costing 

The main diCferences between process costing and job costing are as foUo~: 

SI.No. 

(i) 

(it) 

(iii) 

(iv) 

(v) 

(vi) 

(vii) 

(viii) 

T.ible 10.1: Differences between Process Costing and Job Costing 

In proccs~ COl!ting, production is a 
conllnuou.~ flow and the producis arc 
standardi-icd. 

r>roccssc-s arc related to each other. Products 
.ilso lose tl\cir individual eotities. 

Jn pro<:css costing, cosis arc calculated at 
the ~nd of period under each r,roce.~s. 

In process c~ting, transfer from one 
pl'()(;css to 3.JlOlhcr is a usual fuaturc. 

Costs arc compiled on tirnc basis: for 
production, for n b<ivcn aCCQlmti.og period, 
for e~ch process. 

Job CO$t ing 

In job costing. productiOrt is cnrricd oo by 
spc,cific order. 

Various j obl. are scpm-atc and independent. 

In job costing, oosts arc calculated when a 
job is completed or finished. 

In job costing. there is nommlly no tr.insfcr from 
one job 10 another. Tt will be only when there is 
surplus or excess produaicn 

Costs are dctcTI11incd by jobs or bate-hes of 
products. 

In process c<.Kting, production 
homogeneous, stable and controllable. 

i~ In job costing. each produd unit is difTcrcnt 
and therefore more managcnal attention is 
needed for proper control. 

The \Jilli co<.t of a process, whicl1 1s In job costing, unit cost of a job i~ 
oomputed by dividing the total cost for 1hc calculated by dividing the total cost by w1its 
period into the output of the process prod11ccd in the !(){ or batch in the period. 
during th:11 pcnod, is an avcrdgc cxr;t for 
the rcn od 

l'rotluction in process costing is In job costing, there may not be opening or 
continuous and hence there is oum1ally closing work-10-progress in an accountini; 
work-in-progress M beginning and closing. period. 

10.3 ACCOUNTING PROCEDURE OF COSTING 

If tlle produc ts are produced by different processes, cos\ of previous process is 
transfcn·ed to the next process, so that !otal and unit cost of products are accumulated. 
ln short, cost of produ<.~ls will comprise all costs incurred in all the processes up to 
finished stage. There is oo departure from the principles regarding direct and iudirect 
expenditures. The costs of processing will iocJude: 

1. Materials. 

2. Labour, 

3. Direct Expenses, and 

4. lndircct Overheads. 

Materials is:;ued for a particular process are debited direct to i.t and so also lab our 
engaged only on that process. lf two or more processes are carried on in the saLne 
department, the department expenses will be apportioned among U1c processes carried 
on lherc. 

Apart from direct expenses, some indirect overheads, common to all process, are 
bound 10 be incurred. The salary of tbe works manager, for example, will bave to be 
allocated to all the process. Tbe normal practice is to do lhat on the base of direct 
wages or labour but that narurally would depend on the circumstances of each case. lt 
is quite possible that 11 complicated proc<->ss should absorb more indirec t overheads. 
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Th.e total of each process account less any work in progress is traru;feued to the next 
process account. Tl1e balance in the fina] or last process is transferred to lbe finished 
stock accouut. 

Example: A product passt.'S through three processes, Process A, Process B and 
Process C to completion. During the month of March, 2007, 1,000 units were 
produced and the following were the expenses: 

l'rocess A Process B Process C 
C) C) (') 

Materials 2,000 3,000 2,000 

uibour 5,000 4,000 3,000 

Direc.,-t cxp<:nses 800 900 l,000 

Indirect expenses amou01ed at aJl to 6,000. These are to be allocated on the basis of 
direct wages. Raw materials worth · 6,000 were issued to Process A. Prepare process 
cost accounts showing cost per artjcle produced. 

Solution: 

Process Account A (Output: 1,000 units) 

Particulars Cost per Total Particulars Cost per Total 
unil C} () unit C) C) 

ro Raw material~ 6.00 6,000 By Transfer 10 

.Process B ale 16.30 I 6,300 

To Materials 2.00 2,000 

To Direct Wdgcs 5.00 5,000 

To Direct expcnsci. o.i;o 800 

To Indirect expenses 2.50 2,500 

l(i.30 16,300 16.30 16,300 

P rocess Account B 

PKrticular Cost per Total Particulars Cost per T otal 
unit () n unit C) (' ) 

To Transfer from 16.30 16,300 Dy Transfer 10 

Process A a/c Pr-occss B ale 26.20 26,200 

To Materinls 3.00 J.000 

Tu Direct wat;cs 4.00 4,000 

To Direct expenses 0.90 900 

To Indirect expenses 2.00 2 ,()(JO 

26.20 26,200 26.20 26,200 

Process Account C 

Pan iculars Cost per Total Particulars Cost per Total C) 
unit C) C) uoit C) 

To Transfer from By Trans fer to 
Process B ale 26.20 26,200 Finished stock ale 33.70 33,700 

1'o Materials 2.00 2,000 

To Direct wages 3.00 3,000 

To Pircct expenses 1.00 l ,000 

To Jndircct expenses 1.50 1,500 

33.70 33,700 33.70 33,700 



Example: Product A requires three distinct processes and aftec the third process, tbe 
prnducl is trao.c;fei:red lo finished s1ock. You are required to prepare related process 
accounts from the followjng iof onnalions: 

Totsl C) x, n 1Cl X3(") 

Direct materinl 5.000 4,000 500 500 
Direct labour 4,000 1,500 1,600 90() 

T)irect expense 800 400 400 .. 
l'roduction overheads 6.000 - - ·-

Production overhead is to be allocated lo different processes on the basis of 150% of 
direct wages. Productioa during the period was 200 units. Assume there is no opt:ming 
and d osing sto(.:k. 

Snlu1io11: 

Process Account X, (Output: 200 units) 

Pftrticula rs Cosl per unit Total C) Particulars cu~t 1>tr To1a1 
(') unit ( ) C> 

To Direct materials 20.00 4,000 By Outplll 
1Tt1nsfcrrcd10 
Proce!>'S X 1 40.75 8,t SO 

To Dirccl lahour 7.50 1.500 

1 o Direct cx1lCnscs 2.00 .$00 

To Production overhead~ 11.25 2,250 

40.7S 8,150 40.75 11, 150 

Process Account X2 

Pnniculars Cose per Tofol Particulars Cost per Total 
unit C) Cl unit C) Cl 

To Output transfcrrctl 40.75 8,150 By Outpul 
from process X 1 transferred lo 

proccssX, 65.25 13,050 

To Direct m11tcrinh 2.50 500 

To Direct labour 8.00 1,600 

To Direct expenses 2.00 400 

To Protlucdon overheads 12.00 2,400 

65.25 13,050 65.25 13,050 

Process Account X3 

P8rticulur:o: Con per unit Total Particula rs Cost per To1al 
C) CJ unit C) C) 

To Outpul transferred from By Outpu\ 
process x? 65.25 13,050 1ransfi:rrcJ to 

finisl\e<l stock 
ale 79.00 15,1100 

To Direct inarcrials 2.50 500 

To Direct w:i b'CS 4.SO 900 

To Production overheads 6.75 1,350 

79.00 15,800 79.00 15,800 
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Cvst J\ccouniing 10.4 WASTAGE, SCRAP, DEFECTIVES AND SPOILAGE 

Wastage represents the portion of a basic raw material lost in processing, having no 
recovery value. Was tage may be visible, e.g remnants of basic raw materials, or 
invisible, e.g. disappearance of basic raw material through evaporation, smoke, etc. In 
process type of industry, wastage may have {ower reusable value. 

Normally, in eacb process, there is a residue left after transfer of the partiaUy 
completed product to 1he next process. For example, in case of crnshing of oil seeds, 
oil produced wiU be passed on to the refining process aud oil cakes will be left. Th.is is 
not wastage as it can be sold in the market. But the quantity of oil produced plus the 
quantity of cake left will not equal the quamity of oil seeds. Jt will be slightly less. The 
quantity not accounted for is a loss and effort sbou\d be to keep it as low as possible. 
The residue, if it can be sold in the market and if it can be used as a material for 
another finished product, is known as a by-product. In the process of conve11iog coal 
into coke, useful by-products such as coal tar, sulphate of ammonia arc obtained. 

Normal wastage is absorbed in the cost of net output whjle abnormal wastage is 
vtritten-off to costing profit and Joss account. When, however, wastage has any 
reusable value, the process account should be credited with the quantity and value of 
normal wastage. 

Scrap as discarded material which has same recovery value and which h; ll'-uaUy 
either disposed of without further treatment, or reintroduced into the production 
process in place of raw material. Where value of scrap is negligible, it may be 
excluded from costs. Io oth(.'T words, the cos! of scrap is borne by good units and the 
income from scrap, if any, is treated as other income. The oet value of scrap, net of 
selling and distnoution cost, if any, is deducted from overheads to reduce the overhead 
rate. 

Defectives products are not up to the standard or they <lo not meet. dimensional 
specifications, lhey are known as defectives. Defective work may be the result of 
various causes, such as sub-standard materials, bad workmanship, incompetent 
supervision, carelessness in planning, etc. Accounting for defectives is concerned with 
accounting for rework costs or costs of rectification. When def ectivcs are usual for the 
products and it is not paying to try to identify them job-wise, the related methods are 
generally iu use. Where defectives arc easily identjfi.able with specific jobs, the 
rework costs arc debited to lhe job. 

Spoilage results wht-11 materials a:ce damaged in manufacturing operations in such a 
way that they cannot be rectified or reused economically and hence taken out 11f the 
process to be disp osed of in same manner without further processing. The main 
difference between defectives and spoiled work is tbat spoiled .material cannot be 
repaired m· reconditioned as is done in the case of defectivi::s. 

Normal spoilage costs arc included in cosls either by charging the loss due to spoilage 
to the production order or charging it is production overheads, so that it is spread over 
all products. Any value realii.ed from spoilage is credited to the production order or 
production overhead<; account, as the case may be. The cost of abnormal spoilage .is 
charged lo costing profit and loss account. 

Example: A product passes through three distinc t processes to completion. Tbese 
processes are numbered A, B and C respectively. During the week ended January 
2008, 500 items were produced. Tbe following information is obtained: 

l'rocess AC) Proces~ BC) Process CC) 

Materials 3.000 l ,500 1,000 

Labour 2,500 2,000 2,500 

Direct expenses 500 100 .500 

http:realil.ed


The indir~t expenses for the period were · 1,400 apportioned to the process on tbe 
basis of wages. You are required lo pn,-par~ process accounts. 

Solution: 
Process Account A 

Particulars Amount C) P articulars Amou nt (" ) 

To Mstcriols 3,000 By Output tran.~fcrrcd lo Process 
B Accoont 6,500 

To labour 2.500 

To Oim:I expense soo 
To Indirect expenses 500 

6.~00 6,500 

Process Acce0unt B 

r articulars Amoun( () Particulars Amount C) 

To Process A a/c 6,500 By Output transferred 10 Process C 
ACCOWJt IO,S00 

To Material~ 1,500 

To Labour 2.000 

To Direct expcru;e 100 

To Indirect expenses 400 

10,500 10,soo 

Process Account C 

rarticulars Amount () Particulars Amnunt (") 

To Process B ale 10,500 By Output transferred to f inished 
S tock Accoum 15,000 

To Materials 1,000 

To Labour 2,500 

To Direct expense 500 

To Indirect expenses 500 

15,000 15,000 

Example: An article passes through three processes of manufacture. During the week 
ended I 5th March 2005, 600 bottles are prcxluced. The cost books show the following 
infonnation: 

Process l Process ll Process ()1 

Raw materials 
. 

5,000 3,000 2,000 

Direct labour 
. 

3,000 2,500 2,300 

Direct expenses 600 200 500 

C'-OSt of bollles Nil 2,030 Nil 

Cost of corks . Nil Nil 325 

The indirect expenses for the period were · 1,600. The by-products were sold for 
· 240 in Process-11. The residue sold for · 125 in Proccss-ITI. 
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Prepare the account in respect of each of the proccs,; showing its cost and cost of 
production of the finished product per bottles. 

Solution: 

Pa rti cu Jars 

To Raw materials 

To Direct lt1bour 

To Direct expenses 

To Indirect cx.pcnses 

Particulars 

To Transferred from 
Process I 

To Raw ma1erials 

To Direct labour 

To Direct expenses 

To lndircCl expenses 

To Cost ofbonlcs 

1' arti.culars 

To Transfer from 
Process IJ 

To Raw materials 

To Direct labour 

To Direct expensci. 

To lndirccl expenses 

To Cost of corks 

Proce~ Account I 
(Output: 600 Bottles) 

Cost per Total Particulars 
bottle(') C) 

8.)33 5,000 13y Jl'llnsfcr 
to Process JI 

5.000 3.000 

1.000 600 

1.025 6)5 

15.358 9,215 

Process Account JI 

Cost per Total(') P articulars 
bottle f) 

13y Sale of fly-
15.358 9,215 products 

5.000 3,000 By Transfer to 
process Ill 

4. l fi6 2,500 

0.333 200 

0.855 513 

3.31\3 2,030 

29.095 17,458 

Process Account Ul 

Cost per Total (') .Partkuh1rs 
bottle ( ) 

By Sale of 
2!1.695 17,211\ residue 

3.333 2,000 l3yfmishcd 
stock accouni 

3.833 2,300 

0.833 500 

0.786 472 

0.542 325 

38.022 ;22,1ns 

Cost per Totft l 
bottle C) r) 

15.)5!\ 9,2 15 

15.3:-8 9,2 15 

Cost per Tot-:il 
boHlc C} 0 

0-400 240 

28.695 17,2 11\ 

2?.095 17,458 

Cost per· Tots.I 
honk (') n 

0.208 l25 

37.814 22,690 

38.022 22,8J 5 

Example: The produt:1 of a manufacturing company passes through two processes A 
and B, and then to finished stock. It is ascert;uned that in each process 5% of the total 
weight put io is lost and 10% is scrap which from processes A and B realises ' 80 p er 
tonnt.: and · 200 per toW1e respectively. The process .figures are as follows: 

Process A('} .Procus li r ) 
Ma1cri~ls consttmcd in tonnes 1,000 70 

Cost per ton 125 200 

Wages 18,000 12,000 

Manufacturing expense:, 6,000 5,000 



Pre{)are process cost accounts showing the cost of the output of each process and the 
cost per t01ine. 

Solralon: 

Process Account A 

J>articufar5 Tonne., Amount Particulars tonnes Amount 
C) n 

To Material consumed 1,000 1,25,000 By loss in weight 
5% 50 

To Wnges 111,000 By Sale of scrap 
(10%) 100 8.000 

To Manufauuring cxpcru.cs 6.000 By Process B (cost 
· 165.88 per lonnc) 850 1,4 1,000 

I 1.000 1,49,000 1,000 1,49,000 

Proce.ss Account B 

J>articulaN Tonnes Amount( ) Particulars Tonnes Amount (' ) 

To Proc~s A ale X50 1.41.000 By Loss in wcighc 
5% 46 

To Material coosumcJ. 70 14,000 Oy Sale of Scr:ip 
(0% 92 18.400 

To Wages 12.000 By fini~hed stock 
( cost • 196.42 per 
tonne) 782 1.53,(,00 

To Manufucnmng 5,000 
expenses 

920 1,72.000 920 1,72,000 

Example: The information given below is extracted from the cost accounts of an 
industry which. produces commodities. 1n production, three processes are involved. 
Prepare cost accounts showing the cost of the output and the cost per uni I at each stage 
of manufacture: 

(a) The operations in each separate proccs~ are completed daily. 

(b) The value at which units arc to be charged to process Band C is tbe cosl per unit 
of process A and A plus B respectively. 

Process 

t\ C) B ( ) en 
Dircc~ wai:;cs 64() 1,200 2.925 

Maoufactunni:; expenses 360 300 360 

Factory on cost 200 225 240 

Raw ma1crials oonsu.med 2,400 .. -
Production (Gross) 37,000 U nils .. -

Wns1agc 1,000 Units l .SOOUni1s 500 Units 

Stock I 1-1 July, 2006 .. 4,000 Units 16,500 Units 

Stock 3)'1 faly, 2006 - 1,000 Uni1s 5,500 Units 
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Solution: 
Process Account A 

Particulars Units(') ~mount Particulars Units Amount 
(") n 0 

To Materials 37,000 2,400 By Transfer to Process B 
(Cost per unit · 0.10) 36,000 3,600 

To Wages 640 l:ly Wa~tage 1,000 

To Manufacturing 
expenses 360 
To Factory 011 cost 200 

37,000 3,600 37,llOO 3,600 

Process Account .B 
Particulars l!nil~ ( ) Amount (' ) Particulars Units C ) Amount 

0 
To Stock 4,000 By Process Cale 

(1rnm1fcr at 

· 0. 15 per unit) 37,500 5,625 

To Process A ale 36,000 !:ly Wastage 1,500 -
40.000 

Less: Closing stock 1.000 

39,000 3,900 

To Wages 1,200 

To Manufucturing 
expenses 300 

To Factory on cost 225 

39,000 5.62:i .39,000 5,625 

Process Account C 

Particulars Uni~(' } Amount(' ) Particulars Units Amount 
0 r> 

Tu Stoc-k 16.500 By Cost of 
finished goods 
{cost of per unit 

. 0.21) 48,000 10.800 

To Process D ale 37,500 By Waslage 500 

54,000 

Less: Closi.ug stock 5,500 

48,500 7,275 

To Wages 2,925 

To Manufacturing expenses 3()0 

To Factory on cost 240 

48,500 10,800 48,500 10,800 

Example: The finished goods of an industry pass through three processes known as 
M, N and 0 . The production of each process is being passed on the next process. From 
the following fii:,,ures show the cost of each process. 

Process M (') Proc~s NC) ProcessO (') 

Materials l0,000 30,000 50,000 

Direct wages 9,200 16,000 27,750 

Works oo cost 16,000 15,000 )8,000 

General on cost 9,l!OO l 0,750 12,000 
C'AJntd ... 



Produc1ion for the monrh of Juuc 36,000 Units 37,500 Units 48,000 Units 

Stoclc ar beginning ( I" June) N 4,000 Units 16,500 Units 

Stock a1 dose (30.i, June) "' 1,000 Units 5,500 Uni1s 

S olution: 
Process Account M 

PurtiC' ulurs Units Amount Particulars llniu Amounr 
( ) (') 

To Materials 36,000 10,000 By T ransfer to Procc1s N 

To r>ir<Xt wages 9,200 Account (per- unit 
36,000 45,000 

To Works 011 cost 16,000 
1.25) 

To (icncrol on cost 9,800 

36,000 45,000 36,000 45,000 

Process Account N 

1'11rticul11 rs Units Amount Par titulars Units Amount 
('} (') 

To Stock (Isl .lune ('# By Stock (J0u' June @ 
· 1.25 per unit) 4,000 5,000 • 1.25 unit) l ,000 1,250 

To Transferred from By Wast.1gc 1,500 N 
Proccs~ M Account 36,000 45.000 By Transfer to l'roccss 0 

To Mntcrials 30.000 Account (Cost per unit 37,500 1,20,500 . 3.2 1) 

To Direct wages 16,000 

To Works on cost 15,000 

To General on cost 10,750 

40,000 1,21,750 40,000 1,21,750 

Process Account 0 

Partk ulars IJni l~ A mount Par licuJars Units Amount 

n (') 

To Stock t 1st Jul)C@ By Stock (30'" June @ 
. 3.21 per WJ II) 16,500 52,965 · 3.21 per unit) 5,500 17,655 

To Transferred from 37,500 1,20,500 By Wastage 500 N 
Proecss N Accoun1 By Finished stock (Cost 

To MatcrinJs 50.000 per unit · 5.59) 48,00() 2,68.560 

To Direct wa1,oes 27,750 

To Works on cost 18,000 

To General on cost 17,000 

54.000 2.86,215 54.000 2,86,215 

Working note: Optm.ing and closing units of Process N have been valued al cos1 per 
unit of output of Process M. Similarly opening and closing ullits of Process O have 
been valued at cost per uoit of ou1put of Process N. 

Example: A product paSS«.$ through three processes A, B and C. Tl.le following details 
are obtaioetl for its manufacture: 

A n C 

Raw materinls mtroduccd tonnes 250 152 145 

Cost of per tonncs C) 120 80 50 

Direct wages (' ) 85,WO 20,250 10,560 

Direct expenses (') 13,ROO 13,870 2,250 
Ccmtd ... 
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Loss of Tonnage dl.ll: to processing 

Outpul transferred to next processes 

Trans ferrcd to warehouse 

Prepare necessary process a1xounts. 

Solution: 

4% 

20% 

XO% 

Process Account A 

Particulars Tonnes Amount(") Particulars 

To Maierials 250 30,000 By Wastage (4%) 

To Direct wages 85,R00 By Pro~ss B (20%) 

To Dircc1 Expenses IJ,KOO By Warehouse (&00/2) 

250 1,29,600 

Process Account B 

Particula~ Tonnes Amount (" } Particulars 

To Prot:es, A ale 48 25,920 By Was1:igc (5%) 

To Raw matedals 152 12,160 13y Process C (50%) 

To Direct wages 20,250 By Warehouse (500/4) 

To Direct c:<.penscs 13,l\70 

200 72,200 

Process Account C 

Particulars Tonnes Amount (") l' Articulars 

To Process B N e 95 36,100 l:ly Wastage (2.5'Y•) 

To Raw materials 145 7,250 By Warehouse ( 100%) 

To Direct wages 10,560 

To Direct expenses 2,250 

240 56,160 

5% 2 \/2¾ 

50% -
50% I 00"/4, 

Tonoe~ Amounc (") 

JO 

4!1 25,920 

192 1,03,680 

250 J ,29,600 

Tonnes Amount C) 

10 

95 36,100 

95 36,100 

200 72,200 

Tonnes Amount ('} 

6 

234 56,160 

240 56,160 

Example: During production a manufacturing concern passes through two processes 
A an<l B, and lbcn to finished stock. It is ascertained that in each process 2% of the 
total wcigh1 put in is 10s1 and 5% scrap which from Process A and B realises · I 00 per 
tonne and · 200 per tonne respectivcJy. The Process figures are as foUows: 

Process A Process B 

Materials consumed (Tonnes} J,000 70 

Cos1 of materials per lonnc . 200 . 300 

Manufacturing wages . 20,000 . 15,000 

Manufacturing expenses . 6,000 . 4,000 

Prepare process cost accounts, showing the cost of the output of each process and the 
cost per ltmnc. 

Solution: 
Process AccoWlt A 

Particulars Tonn~~ Amount () r nrticula rs Tonnes Amount C) 

To Materiah (a) • 2001- l ,000 2,00,000 By Loss in weight 

20.000 
(2% of 1,000 tons) 20 ··-

To Manufacturing wage~ 

To Manufacturing By Sale of Scrap 
expenses 6,000 

(5% of 1,000 tons 
and sold @ · JOO 
a tonne) 50 5,000 

Contd ... 



By Transfeno 
Proces,~ 6 ( C'.cs1 per 
tonne· 237.63) 930 2,21,000 

1,000 2,26,000 1,000 2,26,000 

Process Account 8 

Particulars Tonnes Amount C ) Parliculars Tonnes Amount ( ) 

To Transferred from By Loss in weight 
Process A 930 2,21,000 (2% of 1,000tons) 20 -
To Materials @· 300/. 70 21,000 By Sale of scrap 

(5% of 1.000 tons 
and sold@ - 200 a 
Ion) 50 10,000 

To Manufacturing wages 15,000 By Transfer to 
Finished stock (C0i;l 
per tonne - 269.ll9) 930 2,51,000 

To Manufacturing 
expcn.~cs 4,000 

1,000 2,61,000 1,000 2,61,000 

Example: A company manufactures and sells three chemical'> produced by 
coru;eculive process. !n each case, 2 per cent of the total weight put in is lost and I 0% 
is scrap which from process A and B realises · 100 a tonne and from process C - 20 a 
ton. The products of three processes are as follows: 

P rocess A l'roccss R Process C 

Sent lo warehouse for sale 25% 50% -
P35scd on to next process 75% 50% .. 

The following paJticulars relate to lhe month of August, 2007: 

Proc.css A(") Proccs~ B (") P rocc:;s C C) 

Raw 111alcrials used (Tonnes) 1,000 140 1,348 

Cost per tonne 120 200 80 

Direct wages and expenses 30,800 25,760 18.100 

Prr.;l?are an account for each process, showing lbe cost per tonne of each product. 

Solution: 
Process Account A 

Particul:irs Tonnes Amount(") Particulars Tonnes ./\mount C) 

To Raw materials l .000 1,20,000 By Loss in weigh\ 2% 20 .. 

To Direct wages and 30,llOO By Scrap ( lOO x 100) 100 10,000 
expenses 

By Warehouse (25%) 220 35,200 

By Process B 
( cost ' J 60 perlonnc) 660 J,05,600 

l,000 1,50,800 1,000 I ,50,800 
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Process Account B 

Par1iculars Tonnes Amoun1 (') l'arliculars Tonnes Amount ( ) 

To Transferred from By Loss in weight 2% 16 
Prot:c.~s A 660 1,05,600 

By Scrap (!i0 x l00) 80 8,000 

To Materials used 140 28,000 Dy Warcho11se (50%) 352 75,680 

To Direcr wages and By Process C (cost ' 215 
expenses 25,760 per IOMe) 352 75,680 

800 1,59,360 800 1,59,360 

Process Accou_nt C 

Particulars Tonnes i\mounl C) Particulars f OIIIICS Amount(') 

To Transferred from By Loss in weight (2%) 34 
Process B 352 75,680 

By Serap ( 170 x 20) 170 3,400 

To M<1tcrials used 1,341{ 1,07,840 By Warehouse (cosr 

To Direct wages aod 
• 132.50 per tonne) 1,496 1,98,220 

expenses 18,100 

1,700 2,01,620 1,700 2,01,620 

Example: Rajendra Limited manufactures and sell!> fertiliters in three processes. 
Details of costs and production during July, 2007 were as follows: 

Process A Process B Process C 

Raw mareria\s used (Tonnes) 200 71 164 

Cosr per lorme 100 ' 300 . 50 

Direct wages ' 10,000 . 5,000 . 3,000 

Overheads ' 3,000 • 2,500 . 4,000 

finished Product: 

Sent to warehouse for ~-ale 25% 50"1., JOO% 

Scnr to next process 75% 50% -
Sale of scrap per tonne . ~o . 60 120 

Io each proc<.,'SS, 6% of total weig.bl is lost and 8% is scrap. All fertilizers are ~oJ<l al a 
profit of 25% a1 cost but arc transferred to next proc~s are made at cost. You are 
instructed 10 pn .. -parc process cost sheet for July, 2007 of fertilizers for each process 
and determine the selling prices. 

Solution: 

Process Cost Sheet for the period of July, 2007 

Particulars Quantity (tonnes) Aomuol C ) C.:ost of per tonne r ) 

Process A: 

Raw marerials used@ · iOO 200 2,000 

Direct wages 10,000 

Overheads 3,000 

200 33,000 

Less: Weight lost 12 -

188 33,000 

Less: Sale of scrap 16 1,280 

Cost of process A 172 31,720 

Less; Sent to warehouse for sale 43 7,930 
Con.Id ... 



Passed on to process B 129 23,790 184.4 

Process B: 

Raw materials used @ • JOO/- 7 1 2) ,300 

Direct wages 5,000 

Overheads 2,500 

200 52,590 

Less: Weight lost 12 -
J8ll 52,590 

Less: Sale of scrap 16 966 

Cost of process J:3 172 51,630 

Less: Sent to warehouse for sale 86 25,81 5 

Passed on to process C X6 25,815 300.2 

Process C: 

Raw materials used @ · 50/- 164 8,200 

Direct wage.~ 3,000 
Overheads 4,000 

250 4 1,015 

Less: Weight lost 15 

235 41,!J 15 

Less: Sale of scrap 20 2,4()() 

Total C~1 215 38,61 S 179.6 

Statement of Selling Prices 

Particulars Process A{') Process B ('} P roc~-s.s C ( ) 

Cost per too lK4.4 300.20 179.6 

Adtl: Profit @25% on cost 46.1 75.05 44.9 

Selling price per ton 230.5 375.25 224.5 

Example: An article is passed through three processes of manufacture. From the 
following figures, show the cost of each of the tlm~e proce1:ses and the cost per article 
produced during 1he roontl1 of March. 2007: 

Process A Process R Process C 

Materials used . 30,000 . 10,000 ' 4,000 

Direct labour 16,000 . 40,000 . 12,(){)0 

Direct expenses . 5,200 . 14,400 . 5,000 

The indirect expenses amounted to ' 17,000 and may be apportioned on the basis of 
direct wages. No account need be taken of stocks in hand and work in progress at the 
beginning and the end of 1he month. The number of articles produced during the month 
was 480. 

Solution: 

Process Account A 

r articulars Cost per T ot:,I (') Particulars Cost per Total 
article C ) article () () 

To Materials 62.5() 30,000 By Trans fer to 
To Direcl labour 33.34 16,000 Process 13 115.00 55,200 

To Direct exp. IIUD 5,200 
To lndirec1 exp. 8.33 4,000 

115.00 55,200 115.00 55,200 
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Process Account B 

Particulars Cost per Total C) Particulars Cost rer 
article (} article() 

To Transferred Oy Transfer to 
from Process A j 15.00 55,200 Proccs-> C 227.00 
Ta Materials 20.113 10,000 
To Direct labour 113.33 40,000 

To Direct exp. JO.OD 14,400 

To Jndircc1 exp. 20.114 10,000 

270.00 ),29,600 227.00 

Process Account, C 

Particulars Cost per Total C) Particulars Cost per 
article C) article(') 

To Transferred l::ly Finished 
rro,u Process B 270.00 1,29,600 goo<ls a.le 320.00 

To Ma1crials 8.33 4,000 

To Direct labour 25.00 12,000 

To Direct exp. 10.42 5,000 

To Indirect exp. 6.25 3,000 

320.00 J,53,600 320.00 

10.5 NORMAL WASTAGE, ABNORMAL LOSS AND 
ABNORMAL GAIN 

10.5.J Normal Wastage 

Total CJ 

1,29,600 

1,29,600 

Tola I() 

1,53,600 

l ,SJ,600 

Trus is the amount of loss which is unavoidable because of the nature of raw materials 
or the production technigue and is inherent in the normal course of production e.g., 
loss of weight because of evaporation or melting, etc. Such wastage may also take 
place while stamping product components out of a big metal sheet. T.ws wastage is 
normally expressed as a percentage of the quantity of output. This pe.i:centage of 
normal wastage of a particular process is deterrnmecl on the basis of the experience of 
previous yea.rs. 

In the case of normal wastage, all produ(..'tion expens~ incurred ru-e charged to !he 
good units of output. Thus, normal wastage becomes the part of cost of production and 
increases the cost of output. If the normal wastage takes place at the beginning of tbe 
process or during it, il is supposed that the lost units were never introduced in the 
process and thus normal wastage js charged to the units completed as well as to the 
work in process. 

10.5.2 Abnormal L-0ss 

Sometimes the percentage of wastage or Joss may exceed the determined standard 
percentage of normal wastage. Any wastage exceeding the normal perct-'t)tage is 
termed abnormal loss or wastage. Such loss oc wastage is not a part of production. JI is 
credited out of the concerned process account as a loss to the costing profit and loss 
account. The value of abnormal wastage is calculated with the help of the following 
formula: 

Normal cost . . 
Abnormal Loss == - ----x U OJ ts of abnormal loss 

Nonna! output 

http:produeLion.ll


10.5.3 Abnormal Gain or Abnormal Effectives 

lf the quantum of wastage is less (ban the prcdetennined perceotage of normal 
wastage, the di ff ere nee is ca lied as abnormal gain or effective::s. Th.is docs not affect 
the cost of production. The value of the abnormal c:ffectives is debited to the 
concerned proce.<is account and crecbted to the abnormal cffective..c; account. This vatue 
is calculated at the rate at which lhe effective output wouJd have been valued if normal 
wastage had taken place according to expectalion. This formula for calculation of the 
value of abnon11al gain or effci.:1ives is: 

Normal cost of normal production . f . 
= ------------ - x Umts o abnomml effectives 

Units of normaJ production 

At the end of the accounting year, the abnormal effectives account i.s transferred to the 
credit side of profit and lo!:S account. 

Example: Tbe XYZ manufacturing company's product passes througl1 two distinct 
processes I and JI and then to finished stock. It is known from c>ast experience 1hat 
wastage occurs in the processes as under; 

In proce..<;S J 5% of the units cn1ering the process. 

In prOCt:SS II l 0% of tne units entering the proC(.,-SS. 

The scrap value of the.! wa$tuge in proc~ 1 is · 8 per I 00 units and process 11 is · 10 
per I 00 uoits. 

The process figures are: 

I'roc~s IC) Proee.ss U C) 
Materials consumed 3,000 1,500 
Wages 3.500 2,()()0 

Manufacturing expenses 1,000 1,000 

5000 units were brought into process I costing · 2,500. The outputs were: 

Process I 4,700 Uoits 

Process 1f 4, l 50 Units 

Prepare process cosl accounts showing tb<: cost of the output. 

Solution: 

Process Account T 

Particular~ Uni ts Amount Par ticulars 
(') n 

To Units brought in 5.000 2,500 13y Nonna! was111ge 

To Matenals consumed 3,000 Uy Abnormal was1age 

To Wages 3.500 r(9,9~.1soJ x so1 
To Manufacturing I ,000 By Transfer lo process ll 
c:..-pe-oscs 

5,000 10,000 

:Pr ocess Account ll 

Particulars t in its J\t11(J11.Dt .l'llrticulars 
(') C} 

To Transferred from 13y Norrnal w•astagc 
Process l 4.700 9,875 

To Ma1e1fals consumed 1,500 By Abnormal wastage 

[(14,328~,230) x SO] 

UniL~ /\mount 
() n 
250 20 
so 105 

4,700 9,K75 

5,000 J0,000 

Uni ts JUllOUDI 

n n 
470 47 

ISO 271 

Conrd ... 
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To Wages 2,000 By Finished stock, 4, 150 14,057 

To Manufacturing 
expenses l,OOQ 

4,700 14,375 4,700 14,375 

Example: The product of Ajay Company is passed through three distinct processes 
called I, fl and ) II respectively. From past cxp~rience, it is asccrtai.ned that wastage is 
incurred in each process as under: 

Process I 2% 

Process II 5% 

Process TU 10% 

1n. each case, the percentage of wastage is computed on tbe number of units enteriug 
the process concerned. The wastage of each process possesses a scrap value. Tl,e 
wastage of process I and II is sold al · 5 per 100 units and tha1 of process m at · 20 
per l 00 units. The following information is obtained for the mouth March, 2008: 

20,000 units of c.rudc material were introduced in process I at the cost of 
· 8,000. 

Materials consumed 

Direct labour 

Expenses 

Output (in unit) 

Prepare process accounts. 

Solution: 

Particul11rs Units 

To Malerials 20,000 

To Introduced 
materials 

To Direct labour 

To Expenses 

20,000 

P articulars Units 

To Process Tl ale 19,500 

To Materials 

To Direct labour 

To Expenses 

To Abnormal 
gain 725 

20,22!\ 

Process J Process II 

4 ,000 1,500 

6,000 4,000 

1,000 500 

10,500 10,250 

Process Account I 

Amount l'articulars 

Cl 
8.000 By Nom1al wastage 

By Abnom)al wastage 
4,000 

6,000 By Output mmsferred to process 

1,000 
JJ @ ' 0.97 per unit 

19,000 

Process Account U 

A mount Particulars 
() 

,~.!!83 By Normal wastage 

1,500 By Output Lr.msfcrred to process 

4.000 
[TT @ . 1.34 per Ullit. 

500 

972 

2!\,855 

Process Ill 

1,000 

3,000 

1,500 

15.000 

Units Amount 
0 

400 20 

100 97 

19,500 18,&83 

20,000 J9,000 

lfoits Amount 
C) 

975 4& 

19,250 25,807 

Z0,225 25,855 



Process Account 111 

Particuh1rs Units Amounl Particulars Uni!s Amount 
C) C) 

To Process 11 Dy NOIIDal wastage 1,925 385 
ale J Q,250 25,807 

To Matcrials 1.000 By Abnormal wastage 1,425 2,543 

To Direcl By Output transferred to 
labour 3,000 Finished stock Account @ • 

To Expenses 1,500 1.78 per unit 15,900 28,379 

19,250 3 1,307 19,250 3 1,307 

Example: Tbe product of a factory is passed through three processes of maonfacture. 
Tl\~ oulput of each process is transferred Co the ncxl process ul cost 011 completion. 
Tlw stocks which consist of raw materials are to be valued a~ cost per unit of tbe 
preceding process 

From the fo llowing particulars, prepare process cost account showing 1he cost of the 
output and tbe cos1 per unit at each stage of production. 

P rOCC$SH 

' n IT C) TIT () 

Oi,ect wages 6.400 12,000 29,250 

Machine expenses 3,600 3,000 3,600 

FactOl"y oo cost 2,000 2,250 2,400 

Raw ru:11enalq consumed 24,000 .. -
Production (Gm.s) in umls 37.000 - -
Wucasc in units 1,000 1,500 500 

S1ock I" June, 2007 (in unu.s) - 4.000 16,SOO 

Stock 30'~ June, 2007 (in units) - l ,000 5,500 

Solution: 

Process Account I 

Particul:.ri {;ni ts Amount Particulars UniL9 C) -'\mount C) 
(') () 

To Raw materials 37.000 24,000 By Wastage 1,000 

To Direct wagcl- 6,400 By Transfer lo process 

To Machine ll(cosl · I J)CT writ) 36,000 36,000 
expenses 3,6()() 

To Fae1ory on cO!U 2,000 

37,000 36,000 37,000 36,000 

Process Account fl 

Particulen L;nits Amount 1' .uticulars Units Amount () 
() n C) 

To Tran.~fcrrcd from By Wastage 1,500 
Process I 36,000 36,000 

Oy Transferlo Process 

ToSlock l"Junc 4,000 4,000 ill C 1.50 per unit) 37,500 56,250 

2007 
Contd ... 
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To Direct wages 12,000 By Stock on 30 June 

To Machine 2007 (@ ' I per unit) 1,000 1,000 
expens~ 3,000 

To Factory on cost 2,250 

40,000 57,250 40,000 57,150 

Process Account U[ 

l'articulars (/nil~ Amount Particulars lioits Amount 
(') C) C) (} 

To S1<Jck I'' June 16.500 24,750 ByWaslagc 500 
2007 

To Tr,msferrcd from ) 7,500 56,250 By S1ock on JO~' June 2007 
Proct--ss ll ('4 · 1.50 per unit 5,500 8,250 

To Dirccl wages 29,250 By Finished goods ale 
(cost • 2.25 per unit) 48,000 1.08,000 

To Machine 3,600 
expenses 

To Fac-lory on cost 2,400 

54,000 1, 16,250 54,000 1,) 6,250 

Example: The Products Ltd. manufacture and sell their chemicals produced by 
consecutive process: 

The products of ti.le three processes are as under: 

Process IC) Process fl C) Process llJ () 

Transferred 10 ncx1 process 66 ½ % 60% -E) 

Transferred fo warehouse for sale 33 ½% 40% 100% 

Ju eacl1 process, 4% of lhe total weight is lost and 6% is become scrap, which from 
process I realises · 3 per tonne, frmn process II · 5 per tonne and from process JU · 6 
per tonne. Tl1e following particulars relate October, 2005: 

Raw materials used: 

Process f 

Process II 

Process TU 

l ,400 tonnes @ · IO per tonne 

160 tonnes @ · 16 per tonne 

1,260 tonnes @ · 7 per tonne 

Manufacturing wages and expenses: 

Process J 

Process U 

Process IlI 

. 5,152 

· 3,140 

· 2,895 

Prepare process accounts showing the cost per tonne of each product. 
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Process Account I 

.Particulars Tonnes Amount Particulars T onnes Amount 
() C) 

To Materials 1,400 14,000 By Loss in we.ight 56 

To Wages 5,152 By Sale of scrap 84 252 

By Transfer to Warehouse 420 6,300 

By Process U (cost per 
tonne - 15) X-40 12,60() 

1,400 19,152 1,400 19,152 

Process Account II 

l'articulars Tonnes Amount Particulars T onnes Amount 
C) 0 

To Transferred Ii-om By Loss in weight 40 
process l ale 840 12,600 

Oy Sale of scrap 60 300 

To Matenal~ 160 2,560 By Transfer to Wai:cbouse 360 7,200 

To Wages 3.140 By Transfer to Process lll 
( cost per tonne · 20) 540 10.IWO 

1,000 18,300 J,000 18,300 

Process Account 111 

P articulars Tonnes Amount l':irticulars Tonnes Amount C) 
(') 

To Transferred from By Loss in weight 72 
process ll ale 540 l(J,800 

By Sale of scrap 108 648 

To Materials 1,260 8,820 13y Cost of pro<luclion 

To Wages 2,895 lransfcr to warehom,c 
( 00s1 per tonne 13.19) 1,620 2 1,867 

J,1100 22,515 J.800 22,515 

Example: Pramod Limited produces patent materials used in building aud in the 
manufacture of wbicb three processes are involved. The material is produced in three 
consecutive grades, namely, sofl, medium and hard. Figures relating lo production for 
the firsl six months of2007 are as follows: 

Process l Process II Process lit 

Raw materials 11,ed tooncs 1,000 - -
Cost of per tonne 200 - ·-
Manufacturing wages and expenses 72,500 40,800 10,710 

Weight lost 5% 10% 20% 

Scrap (sold at - 50 per tonne) SO tonnes 30 tonnes 51 tonnes 

Two-third of process I and one-half of process 11 are passed to the next process and 
the balance are sent to the warehouse for sale. 

You arc requ ired lo prepare an account for each process, s110wi11g the CC>l)l per tonne of 
each process. 
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Solution: 

Ptocess Account J 

Particulars Tonnes Amount Particulars 
C) 

To Raw materials 1.000 2,00,000 By Loss u\ weight (5%) 

To Manufacturing By Sale of scrap 
wages 72.500 

By Process JI (cost of per 
tonne· 300) 

By Warchousc 1r.msfcr 

1,000 2,72,500 

Process Account 11 

Particulars Tonnes Amount P11rticulars 

Cl 

To Process I ale 600 1,80.000 By Loss in weigh! (JO%) 

To Manufacturing 
40,&00 

By Sale of sccap 
Wll!,'CS 

By Procc~s !U (cost of 
per tonne · 430) 

By Warehouse transfer 

600 2,20,800 

Process AccoUDt llJ 

Particulars Tonnes Amount Particulars 
C) 

To Process JI ale 255 1,09,650 By Weight Jost (20¾) 

To Manufacturing By Sale of scrap 
wages 10,71 0 

By Cost of Production @ 
• 770 per tonne 

By Warehou.~e transfer 

255 1,20,360 

10.6 OIL REFINERY PROCESSES 

Oil refineries normally adopt three processes: 

(a) Cruslring Process, 

(b) Refiniug Process, and 

(c) Finishing Process. 

Tnnoes Amount 
(') 

50 

50 2,500 

600 1,ii0,000 

300 90,000 

1,000 2,72,500 

T onnes Amount 
C) 

60 

30 1,500 

255 1,09.650 

255 I ,09.650 

600 2,20,800 

Tonnes Amount 

CJ 

51 

51 2,550 

153 1,17,810 

255 l,09,650 

255 1,20,360 

(a) Crushing Process: In crushing process raw material i.e. oil seeds or coconut or 
copra etc. are used. Other expenses of the process are debited. Sale of bags or 
sacks is credited. Oil cakes or oil residue are sold as a by-product. The output of 



crude oil is transferred as input in the next proces~. There may he loss in weight io 
the process. 

(b) Reji11ing Process: Crude oil from Crushing Process is debited. O ther mat~rials, 
wages and overheads of the process are debited. L oss-in-weight. if any io this 
process, is credited. The output ofproce.ss is refined oil. Fats and residual oil may 
be obtained as by-produces which are credited. The output b!ting cefin~d oil is 
transferred to lhe Finishing Process. 

(c) Fi11ishing Process: Refined oil obtained from Refining Process is debited. Other 
materit1ls, wages and overheads of the process are also debited. Sale of by-pJO<luct 
and loss-in-weight are cn;dited. TI1e baJancc of this process is credited as cost of 
production of refined o il. Cost of drums or tins for storage of refined o il is also 
debited to find out cost of s tored finished oil. 

Example: The following details are extracted from the costing records of an o il milJ 
for tbe yiz ended 3 ls

' March, 2007: 

Purchases of 500 tonnes of copra · 2,00,000 

Crushing C) Re lining (') 

Cos1 oflnbour '2,500 J,000 

Electric power 600 360 

Sundry malcrials 100 2,000 

Repairs 10 machinery 280 330 

S1cnm 600 4 50 

fnc10fy expenses 1,320 660 

Cose of casks · 7,500 

300 tonnes of crude oil were produced 

250 tonnes of oil were produced from the refining process 

248 tonnes of refined o il was finis hed for delivery 

Copra sacks sold · 400 

17 5 tonnes of copra rt--sidue sold · l l , 000 

Loss-in-weight in crushing 25 tonnes 

45 tonnes of by-products obtained from refining process · 6. 750 

Finishing C) 

1.500 

240 

-
140 

450 

220 

You are required to show the account in respect of cacl1 of 1hc following s1agcs of 
manufacture for the purpose of arriving at the cost per tonne of each process aod the 
total cost per too.oe of finished oil: 

(a) Copra crushing process, 

(b) Refining process, and 

(c) Finishing process including casking. 
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Solution: 

Copra Crushing Pl'ocess 

Particulars Tonnes Amourtt Particulars Jonnes Amount 
C) Cl 

To Copra used 500 2.00,000 By Sale of copra 
s1ocks 400 

To Labour 2,500 Dy Sale of copra 175 11,000 

To Electric power 600 
residue 

To Sundry materials JOO 11y Loss in weight 25 

To Repairs lo By Cost of crude oil 
machinery 280 ( cost per tonne 

To Steam 600 
. 646.66) 300 1,94,000 

To Factory expenses 1,'.\20 

500 2,05,400 ~00 2,05,400 

Refining Process 

P articulars Tonnes Amount Particula rs fonne~ Amount 
C) 0 

ToCfl!deoil 300 1,94,000 By By-prodm:rs 45 6.7S0 

To Labour l ,000 Oy L.oss in wcighr 5 

To Electric power 360 By Cost relined oil 

To SWldry materials 2,000 
products 
( cost per tonne 

To Repairs 10 . 7611.20) 250 1,92,050 
machinery 330 

To Steam 450 

To Factory expenses 660 

300 1,98,800 JOO J.98,800 

Finishing Process 

Particulars Tonnes Amount Particulars Tonnes ,\.mount C) 
n 

To Refined oi l 250 l ,92,050 By Loss in wc1gh1 2 

To Labour l ,500 By Cost of finished oil 

To Electric power 240 
produccd(costpcr 
tonne • 788.20) 248 1,94,600 

To Repairs to 
machinery 140 

To Stearn 450 

To Factory expenses 220 

250 1,94,G00 250 1,94,600 

To Finished Oil 248 1,94.600 By Cost of oil (Cost of 
pertonnc · 814.93) 24!\ 2,02. 100 

To Cost of casks 1,500 

248 2,02, 100 248 2,02,100 

Example: The following particulars are extracted from the books of the JK Oil 
Company for !he week ending 71h March 2005: 

Kamels consumed I 00 tonnes · 45,000. 



Wage~ 

Power and steam 

Repairs and st ores 

Rent and 1a.xes 

Sundry works expenses 

Office expense 

Sundry mat<:lrials fm refining 

Crushing C) 

1,600 

240 

RO 

100 

40 

690 

380 

Darrels for storing fi nished oi l 4,205 

Rcfinin~ C) Finishing (') 

I ,JRO 1.1 75 

200 300 

- -
150 120 

so 70 

Cake sales 40 tonnes for · 3,000, crude oil obtained 55 tonnes, sundry bags sold 
· 180, residual oil and fa1.s sold for 180 (4 tonnes), rcfmed oil 50 tonnes, finished oil 
stored in barrels 48 tonnes, and 2 tonnes sundi:y sales realised · 220. Office expenses 
are to be apportioned iu · 260, · 280 and ' 150 to the tlnec processes in order. You 
are ask~d l o prepare a crushing account, refining account and finishing account. 

Solution: 

Crushing Process Account 

Particular~ T onnes Amount !'articu la rs Tonnes Amount 

n C) 

To Cost of kenicl s JOO 45,000 By Cake sales 40 3,000 

To W~ges 1,600 By Sundry sales 180 

To Power and steam 24-0 Oy Loss in weigh1 5 

To Repairs and stores 80 By Tram,ler of crude 
oil to refining process 55 44,140 

To Rent and 1axes 100 

To Sundry works 
expenses 40 

To Office on cost 260 

100 47,320 100 47,320 

Relining Process Account 

Pa rticulars ·1 nones Amount Particulars Tonnes Amount 
() C) 

To Crushing process 55 44,100 By Sundry sales 4 180 

To Sundry material~ 31!0 By Loss in weight l 

To Wages l, I KO By Cost ofrefincd oil 

To Power and steam 200 
transferred to Fm ishing 
process 50 46,200 

To Rent and laxes 150 

To Sundry works 
expenses 50 

To Office on co;;t 21!0 

ss 46,380 S$ 46,380 
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Finisbing Process Account 

Particular.. Tflnnes Amount P11rrirulan Tonnes Amount(') 
C) 

To Refining process 50 46,200 By Sundry sales 2 220 

To Wages 1,175 By Cost of Fiui~hing 48 52,000 

To Darrcl5 4.205 

To Power and steam 300 

To Rent and taxes 120 

To Sundry works 
expenses 70 

To Office on cost 150 

50 52,220 50 52,220 

10.7 JOINT PRODUCTS AND BY-PRODUCTS 

According to Shukla, Grewal and Gupta, ·'Joint products represenl two or more 
products separated in the course of the sume processing operations, usually requiring 
.further processing, and each producl being in such proportion 1/-,at no single product 
can be designated as o major product ". By-products have been defined as "any 
saleable or usual va(ue incident.ally produced in addition 10 the main product". Thus 
the main difference between by-products and joint product is that in case of the 
former, generally no extra expense is lo be incurred, whereas in the case of the latter 
additional ~-xpenditure will be necessary before the products can be sold 

10.7.J Costing of Joint Products 

Costing for joint products implies the assignment of a portion of the joint cost to each 
of the joint product. Un!css the joinl costs are properly and reasonably apportioned to 
differem joint products produced, tbc cost of joint products will vary considerably and 
this wil1 affect valuation of inventory, pricing of products and profit or loss on sale of 
different products. Tlierefore, the basic problem in respect of joint products is that of 
apportioning the joint cost. Various authors have suggc-;lcd various methods of joint 
products. 

The brief descriplion of these methods is as follows: 

(a) A verage Unit Cost Method: l t is most simple method. The total costs are 
assessed, yielding an average urut cost with one net profit for the total operation. 
This method can be applied where processes arc common and inseparable for the 
joint products aod where the resultant products can be expressed in same common 
unit. This means thal all joint products have the same unit cost and, therefore, if 
price fixing i~ based on cost of various products which may be of different grades 
or quality will be sold at the same unit price, resulting in a customer's price 
advantage in grades. Moreover, where the t:.Ti<l products cannot be expressed in 
some common unit, this method breaks down. 

(b) Physical Unit Method: Uodt.'T this method, a physical base such as raw materials 
weight, linear measure volume, etc., i.s applied in apportion pre-separation point 
costs to joint products. This method presupposes that each joiI1t product is equally 
valuable, which js probably not the case in practice. 

(c) Survey Method: Under this method, all the important factors such as volume, 
selling price, technical aspects, marketiug process, etc., affecting cosls are 
ascertained by means of extensive survey. The values or percentages of point are 



give.a. to individual products according to their relative imponance and costs are 
apportioned on the basis of total points. These ratios should be revised from tim~ 
lo time depending upon the factors affecting production and ak.-s. 

(d) Market Value M ethod: This method of apportioning joint costs to products on the 
basis of relative value is the most popular and convenient method. Tile joint costs 
are split in the ratio of selling price of individual produces. 

10. 7.2 Costing of By-products 

By-produclS are relatively considered less important. For example, molasses obtained 
from production of sugar or a,;h available when boilers are run would be by-products. 

A ccou11ti11g Treatment when By-products have Market Vol11.e 

If the by-products have n::Jatively unimportant market value, it is neither fcasibk on 
noi: practicable to al1cmpt to apportion to the by-products any part of the joint cos ls of 
production up to tbe poinl of split off. The possible treatmencs in this coodjtion may 
be as follows: 

• All income received from tbc sale of by-products rna.y be considered as income 
and creditc<l to lhe Profit and Loss Account. The major product bears tJie whole 
ll<>SI of production and its saJcs are considered while determining operating 
income. 

• Tbc sale proceed,; of by-products may be credited to the account of mafo product 
and thus it can be dcdu<.:ted from the cost of production of ma.in product. 

• The income realised from the sale of by-products is ,educed by the selling <.:osts 
incurred on the sale and manufacturing costs applied to the by-products aft<.--r lhey 
achieve a separate ex1stcnce. The remaining amount is deducted from the cost of 
production of the major producL 

10.7.3 Accounting Treatment When By-products Need Further 
Processing 

rn this case, obviously the by-product is of some importance and it would be necessary 
lo determ.iOl: the cost of by-product at the point it is separated from the main product. 
This cost should be determined on the basis of physical management or lbe market 
value at the s<::paration point. After having ascertamed the share of joint costs on the 
by-product, it will be necessary to have a separate accounl for it in which the cxpcn.s<::s 
for further processing will be charged. The total of this account will he the cosc of raw 
materials for the other products. 

Exornple: A particular brand of cough syrup passed through three processes for 
production. During the month ended August, 2007, 600 gross of bot1J e1> were 
produced. The fo llowmg information is obtained. 

.l' roccucs 

I () no lll Cl 
Materials 4,000 2.000 1,500 

Labour 3,000 2,500 2,500 

Direct expenses 600 200 500 

Cost o f bonlcs - 2,030 --
Cost of casks and Spool\S - .. 325 
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The indirect expenses were · J ,600 to be apportioned as - 600 in I process, · 500 in 
lT process and ' 500 in llJ process. The by-products were sold for - 240 1n process II 
and the residue sold - 125 in process III. 

Prepare process accounts. 

Solution: 

Process Account l 

Pa rticulars Qty. Amount C) Particulars Q ty. Amounl C) 

To Materials 600 4,000 By Trans fer lo 

To Labour 3,000 
Process lJ (Cost of 
per bollle 

TCl Direct expenses 600 . 13.67) /iOO 8,200 

To ln<lircct expenses 600 

600 8,200 600 8,200 

Process Account II 

Particulars Qty. Amount C) Particulars Qty. Amount C) 

To Process I ale 600 R,200 By By-product sol<l 240 

To Material 2.000 By Tramfcr to Process 
Ill @ . 25.32 600 15,190 

To L1bour 2,500 

To Direel expenses 200 

To Indirect expenses 500 

To Cost ofboulcs 2,030 

600 15,430 600 15.430 

Process Account UI 

rnrticuh,rs ()ty. A rnuunl (') Particulars Qty. Amount C} 

To Process 11 a/c 600 15,190 By Residue solt.1 125 

To Materials 1,500 By Finished. good.~ ale @ 
. 33.98 flOO 20,390 

To Labour 2,500 

Tl) Direct expcn.,C!. 500 

To Im.I ircct expcns~s 500 

Tt, Cost of casks 
and :i-poons 325 

6()0 20,515 600 20,515 

Example: From the following information., find out the cost of X and Y the latter 
b~ing by I.be product ou whose sale a profit of 20% on selling price is obtained 
usually. 

Joint .Expenditure Separate Expenditure 
() X C) YC) 

Materials 9,000 2,000 1.00() 

Labour 4,000 800 300 

Other expenses 2,000 1,000 400 

Totalamountrealisedbysale ofYis · 1, 100. 



Solutinn: 

Joint Expenses Account 

r i.rticul:irs Amouoc C} P articuh1rs Amuunt (') 

To Materials 9,000 By X's ProdU<:1ioo ale 13,900 

To Labour 4,000 By Y's Production ale 1,!00 

To 0 1hcr c,--pcnses 2,000 

1S,000 15,000 

X's .Production Accouot 

P a rticula rs Amounl (') r arriculnrs Amount C) 

To Jo int expense~ ale 13,900 By Cost of production 17 ,700 

To Mmeriab 2,000 

To Labour l!OO 

To Other Ol<l)CllSCS 1.000 
17,700 17,700 

Y's Productioo Account 

Particulars Amount (') Particulars /\mount (') 

To Joint expenses ale I. I{)() By Coot of production 2.800 

ToMatcdals 1,000 

Touboor 300 

To Olhcr c;<pmscs 400 

2,800 2,800 

Clu:ck Your Progress 

Fill in the blanks: 

l. _____ costing represents a type of cost procedure for continuous 
production industries. 

2. Wastage may have ____ reusable value. 

3. \Vhere value of scrap is negligible, it may be _ ____ rrom cos ~ . 

4. Tbc cost of abnormal spoilage is charged to costing _____ account. 

5. Tf the quantum of wastage is less than the predetermined percentage of 
normal wastage, tlie d iffet"ence is called as - - ----

6. Rcfmed oil obtained from Refining Process js -----

10.8 LET US SUM UP 

• Process costing is a type of operation costing which is used to ascerlaio lh.e co.,;t of 
a product at each process or stage o f manufacture. CIMA defines process costing 
as "the costing method applicable where goods or services result from a sequence 
of cootinuous or repetitive operatiorn; or processes. Costs are averaged over the 
units produced during the period". Process costing is suitable for industries 
producing homogeneous produclS and where production is a continuous flow. A 
process can be r eferred to as I.be sub-unit of an organisation specifically defined 
for cosr collection purpose. 

235 
~,Costing 



236 
Cost Accounting 

• The basic principles of process costing arc that lhc cost of material, wages and 
overheads expenses is collected for each process or opera tion in a period. 
Adequate r ecords in respect of output and scrap of each process or operation 
during the period am kept, the cost per unit of eacl1 process is obtaiued by djviding 
the total cost iocu1Ted during a period by the number of units produced during that 
period after talcing into consideration the losses and amount realiLed from sale of 
scrap and 1he finished product of one process is transferred as a raw material lo 
!he next process. 

• If the products are produced by different processes, cost of previous process is 
lransferred to the next process, so that lolal and unit cost of producls are 
accumulated. Ju s hor t, cost of products will comprise all costs incutTed in a ll the 
processes up lo finished stage. There is no deparlure from tl1c principk.-s regarding 
direct and indirect expenditures. 

• Normal loss is the amount of loss which is unavoidable because of the nature of 
raw maleria ls or I.be production technique and is inherent in the normal course of 
production e.g., loss of weight because of evaporation or me lting, etc. Such 
wastage may a lso take place while stamping product components out of a big 
m0tal slleet. Any wastage exceeding the nonnal percentage is termed abnormal 
loss or wastage. Sucb loss or wastage is not a part of production. It is credited out 
of Ille concerned process account as a loss to the costing profit and loss accounl. 

• Costing tor join! products implies the assignment of a portion of the joint cost to 
each of the jojnt products. Un)ec;s the joint costs are properly and reasonably 
apportioned to different joint products produced, the cost of joint products will 
vary considerably and this wiJI affect valuation of inventory, p6cing of products 
and profit or loss on sale of different products. By-products are relatively 
considered less important. For example, molasses obtained from production of 
sugar or ash available when boilers are nm would be by-produc1s. 

10.9 LESSON END ACTIVITY 

Give illustration and explain process costing in detail. 

10.10 KEYWORDS 

Costing P&L Ale: ll is an account normally records the loss or gam out of the 
manufacturing process. 

Public Utility Service: A business !hat furnis hes an everyday necessity to tile public at 
large. 

Manufacturing Industry: It is a branch of manufacture and tradt: based on the 
fabrication, processing or preparation of products from raw maleriaJs and 
commodities, 

Scarp: One that is left over after the greater part has been used. 

Process Costing: [t refers to costing of operation(s) or process(cs) involved in 
converting raw materials into finished goods or products. 11s main objective is to 
provide an average cost of product. 

Normal Loss/Wastage: This is the amount ofloss which is unavoidable because of the 
nature of raw materials or the production techniqut: and is inherent in the n ormal 
course of production. 

Abnormal Gain: If !he quantuin of wastage is less than the predetermined percentage 
of normal wastage, the difference is called as abnormal gain or effectives. 



Joint Prod11CJs: Joint products represent two or more products separated in the course 
of tbc same processing operations, usually requiring furlhcr processing, and each 
product being in such proportion that no single product can be designated as a major 
product. 

By-products: By-products have been defined as O.ny salc .. -able or usual value 
incidentally produced in addition to tbe main product6 

10.11 QUESTIONS FOR DISCUSSION 

l . Define process costing and explain its working procedure. 

2. Write sbort notes on abnormal gain or abnormal effectives in process costing. 

3. Discuss the process costing aod explain its objectives. 

4. Explain the treatment of by-produc1 in process costing. 

5. Define joint _products, by-products all(J give example of each. 

6. What are tl1e various methods of accounting for by-products? Uriefly explain e-dch 
of the roelhods. 

7. What do you mean by inter-proce$S pro(it'! Discuss ill:. procedure. 

8. A product passes through Process A, Process U and Process C. From the uader 
mentioned figure!-, prepare process accounts concerned indicaliug the cost of each 
pro~ess and the cost per article produced. The production was 480 ur.uts per 
month. 

P rocess A C) l' ruce!I~ B l' ) Pr()(tss C () 

Oirca. materials 30,000 J0.000 4,000 

Direct labour 16,000 40,000 12,000 

£xpcnscs 5.200 14.400 5,000 

Indirect expenses amounted to · 17,000, which should he 11pportiooed 011 the basis 
of direct labour. lgnore stocks in hand and work-io-progn,,-ss at beginning and end 
of the month. 

9. An article has to umlt:rgo three <lHierenl processes before it becomes ready for 
sa1c. From the following information, find out the CO!';L of production of that 
article, if 200 articks were manufactured up to 31st July. 2007: 

Expenses of 200 articles 

Manufacturing Refining rroce.ss C) f'inishing rroce~\ C) 
p rocess () 

Dircc1 materials 2,000 1,000 750 

Direct wages 1,SOO 2.500 1,000 

Direct expenses 400 200 300 

The indirect expenses for the period amount to · 6,000 in lhe factory out of which 
· 2,000 is attributable to this product. There was no stock at the end in any 
process. The indirect expenses should be allocatctl to each process on 1J1e basis of 
direct wages. 

10. Distinguish bel ween process costing and job costing. 

11 . How would you accounl for wastage i.u the cost of production? Define normal 
wastage and abnormal effectives and distinguish between lhtim. 
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Check Your Progress: Mode) Answer 

L Process 

2. Lower 

3. Excluded 

4. Profit and loss 

5. Abnonnal gain or eff cctives 

6. Debited 
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11.0 AIMS AND OBJECTIVES 

After sludying this lcs~on, you should be able to: 

• Understand the need for reconciliation 

• State the reasons for differences in protils 

• Descdbe the method or procedure of reconciliation 

• Make reconciliation between two profits 

11.1 INTRODUCTION 

When cost accounts and financial accounts are separately maintained in two different 
sets of books, two profit and loss accounts will be prepared E) one for costing books 
and second for financial books. The profrt or losses shown by the cost accounts may 
not agree with the profit or loss shown by financial accounts or books. Therefore, it 
becomes necessary that profit or loss shown by the two sets of accounts is reconciled. 
According lo Wheldon, '·No system is complete unless it is linked up with the financial 
accounting, thaJ results ~·ho11m by borh cost and financial accounting may be 
reconciled. " In lbe words of Eric L. Kohler, "Reconciliation is 1he determination of 
the items necessary to bring the balances of two or more related accoW1/s or 
statements, into agreement. " 11 i.:. important to note that the question of reconc.:iliation 
of cost and financial accounts arises only under non-integral system However, under 
the integral accounts, since cost accounts and financial accounts are integrated into 
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one set of books and only one profil and loss account is prepared, the problem of 
reconciLiation does not arise. 

In this lesson. we will study 1lte need for reconciliation and reasons for difference in 
profits. At the end of the lesson., we will study I.be problems on preparation of 
reconciliation statements including memorandum reconciliation account. 

11.2 NEED FOR RECONCILTA TJON 

The need for reconcilialion arises due to the following reasons; 

(i) To find out the reasons for tl)e difference in the profit or loss in cost and financial 
accounts, 

(ii) To ensure the mathematical accuracy and reliability of cost accounts in order to 
have cost ascertainment, cosl control and to have a check on the financial 
accounts, 

(iii) Rt:iConciliation helps in formulation of various poLicies regarding overheads, 
depreciation and valuation of stock., and 

(iv) lt promotes co-ordination and co-operation between departments of cost accounts 
and fiuancial accounls. 

11.3 REASONS FOR OTFFERENCES IN PROFIT 

Differences in profit or loss be lwt:en cosl and fmancial accounts may arise due to the 
follov.ing reasons: 

¥ llcms of incomes shown only in financial aocounts. 

¥ !terns shown only in cost accounJs. 

¥ Over or under-absorption of overheads. 

¥ Di ffereat bases of stock valuation. 

I/ Different bases for <lcprecintioo. 

¥ Abnormal loss and gain. 

¥ Different bases for valuing work-in-progress. 

Figure 11.1: Reasons for Differences io Profit 

I . Items of Incomes Shown Only in Financial A ccounts: There are a number of 
items which are included io financial accounts but find no place in cosl accounts. 
While reconciling any items under 1J1is category nrust be considered. Such items 
are classified into three categories as under: 

(i) Purely Financial Charges: Under this category, the following charges or 
examples are considered: 

(a) Loss on investments 

{b) Discount on debemures and bonds 

(c) Loss on the sale of capital assets 

( d) Expenses of the companyG sliare transfer office 

(e) Interest on bank loan and mortgages 

(f) Capital expenditure 



(g) Commission to partners and managing agents 

(h) Damages payable at low 

(i) Fines and penalties 

(j) Goodwill wrillen off, preliminary expenses 

(k) Loss due to thd1, fire, ae-cidenl, etc. 

(1) Debit balance of profit and loss account written off 

(m) Excess provision for depreciation 

(n) Commission on issue of shares and debentures 

( o) Cash discou11t allowed 

(ii) f'urely Financial Incomes: Under this category, the following items of-income 
arc included: 

(a) Rent receivable 

(b) Transfer fees received 

(c) Dividend and interest received on investments 

( d) Profits ou the sale of fixed assets 

( e) Interest received ou bank deposits 

( f) Income tax refund 

(g) Commission received 

(h) Cash discount received 

(i) Brokerage received 

(j) Damages received 

(iii)Appropriations of Profit: Under this category, the following items are 
included: 

(a) Donations and charities 

{b) [ncome tax 

(c) Dividend paid 

( d) Transfers to reserves and sin.king funds 

(e) Any other items wllich appear in profit and loss appropriation account 

2. Items Shown Only in Gust Acc:ounls: There are certain items which are included 
in cost accounts but not in financial accounts. Following are the examples of such 
items: 

{a) National depreciation on assets fully depreciated in the books 

(b) National rent of the owned building and no rent is payable 

(c) Interest oo capital employed but not actuaJiy paid 

(d) National salarie..; 

3 . Over or Under-absorption of Overheads: Overheads absorbed in cost accounts on 
I.he basis of estimation like percentage on direct materials, percentage on direct 
wages, etc. may be more or less lhan the actual amount incurred. If overheads are 
not fully absorbed, i. e. 1he amount in cost accounts is less than the actual amount, 
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the shortfall is called under-absorption. On the other hand, if overhead expenses in 
c.:ost accounts are more than the actual, it js called over-absorption, Thus, under or 
over-absorption of overheads leads to difference in two accounts. Sometimes, 
selling and distribution expenses are ignored jn cost account~ and as such costing 
profit will be higher and thus requires reconciliation. 

4. Different Buses of Stock Valuation: In cost accounting. stocks are valued 
according to the method adopkd in stores accow1ts i.e., FIFO, LIFO, etc. On tl1c 

other han<l, valuation of stock in financial accounts is invariably based on the cost 
or market price, whichever is less. Different stock values result in some clifferem.:e 
iu profit or loss shown by tl1e two sets of account books. 

5. Different Bases/or DepreciaJi.on: 1n cost accounts, the assets may be depreciated 
on the straight line m1:;thod, whereas in financial accounts, a different method of 
depreciation such as reducing balance method or sinking policy melhod or a 
different method i.s followed. The difference in the method of depreciation 
followed in d1ese systems of accounts results in a difference of profit. 

6. A bnormal Lm,l· and Gain: Abnormal losses and abnormal gains are complelcly 
kept separate from cost accoun1s or they are transforred to costing profit and loss 
account. If t hey an~ not included in cost accounts then the profit shown by these 
two sets of book will vary and adjustment for which has to be done. lfthese loss!!$ 
are transferred to costing profit and loss account then the profit will tally with the 
profit as shown by financial accounts. These losses are like E> theft, loss by fire, 
idle time loss, etc. 

7. Different Bases for Valuing Work-in-progress: Work-in-progress is valued eiU1er 
at the stage of prime cost, works cost or cost of production. In cost accounts, the 
bas is followed may be quile different than that followed in financial accounts. 
This difference in the method of valuing work-in-progress gives rise 10 

preparation of reconciliation statement. 

J 1.4 METHOD OR PROCEDURE OF RECONCILJATJON 

The cost and finm1cial accounts are reconciled by preparing a Reconciliation 
Statement or a Memorandum Reconciliation Accouot. 

1J .4.1 Reconciliation Statement 

Recnnciliation statemt:nl is a popular and important method of cost accounts and 
financ ial accounts. 

The following method or procedure is recommended for preparing a Reconciliation 
Statement: 

(i) Ascertain the reasons/points of difference between cost accounts and financial 
accounts. 

(ii) Start with the profit as shown by the cost accounts. 

(iii) (a) Regarding items of expenses and losses: 

Add: Items over-charged in cos1 accounts. 

Less: Ilems under-charged io cost accounts. 

For example, depreciation in cost accounts is · 3,000 and that in financial 
accounts is · 3,400. This has the effect of increasing costing profit by · 400 as 
compared to financial profit. Theo in order to reconcile, · 400 will be 
deducted from costing profit 



(b) Regarding itemc; of income: 

Add: ltcms under-recorded io cost accounts. 

Less: Ttems over-recorded in cost accounrs. 

For example, interest on investments received amounting to · 3,000 is not 
recorded in cost accounts. This will have the effect of reducing profit by 
· 3,000, then i n order lo reconcile, this amount of ' 3,000 for inkrcs1 sboutd 
be added LO the costing profit. 

(c) Regarding s tock vaJuatioo: 

Opening stock 

Add: Overvaluation in cost accounts. 

less: Undervaluation in cost accounts. 

Closing .<1todc 

Add: Undervaluation in cost accounts. 

Less· Overvaluation in cost accounts. 

(iv) TI1c above treatment of items will be reversed when the starting point in the 
reconciliation statement is the profit as per financial accounts or Joss as per cost 
accounts. 

(v) Afler making all the above additions and deductions ill costing profit, lhe re:..11lting 
figure shall be the profi1 as per financial books. 

(vi) At ~omc places, <Memorandum Reconciliation AccountOis prepared in place of 
Oteconciliation Statement.O 

(vii) The following formula for easy reconciliation {with cost proJi.t): 

(a) For Expenses items: Add the excess, deduct the s1,ortage. 

(b) For Income items: A<ld the shortage, deduct the excess. 

The following is the profonna of a reconciliation statement: 

Proforma of Reconciliation Statement 
For t he year ending .......... . 

Particulars Amount () 
(+) 

Profit as per Cost Accounts 

Add : (i) Expenses over-charged in cost account ... 
(ii) Income not mcludcd in cost accounl ... 
(iii) Ovcrvaluation of opening siock in oos1 accounl ... 
(iv) UndcrwlWllion of closing stock in cost aocounl ... 

(v) Expenses rccorocd in cost acco\JI\t but not cha.rgcd in ... 
financial 11ccoun1 

(vi) Income recorded in financial books but no! rccordctl in ... 
CQSf books 

(v1i) Items credi1e<l in financial books but not recorded in ... 
cosl books 

(viii) Dcprcciotion over-charged in cost acoounl ... 

Amount() 
(- ) 

... 

·-
. .. 
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Less : ( i) Expenses undcr-chnrgcd in cosl acx:ount 

(ii) Expenses nol charged in cosl account 

(iii) Uudcrvaluation of opening stock in COSt account 

(iv) Ovcrvaluation of dosing stock in cost account 

(v) Expenses not recorded in cost books but recordoo in 
financial books 

(vi) ltCJlls debited in fi nancial books but no1 recorded in 
cost books 

Profit a~ per f inancial Accounts 

11.4.2 Memorandum Reconciliation Account 

This account is presented in debit and credit form but it is not a parl oC double entry 
system of book-keeping. So it is kept as a memorandum account only. 

The procedure of its preparation is similar to that of reconciliation statement, 11.te onJy 
difference is that items shown under O-Ocolumn are shown on the credit side aud 
items shown un<lcr M column are shown on th~ debit side of the memorandum 
reconciliation account. 

The following is the proforma of memorandum reconciliation account: 

Memorandum Reconciliation Account 
As on ...... - ................. . 

l'articulars () Particulars Cl 
To Expenses nol recorded in cost ... By Profits as per cost accounls .. 
accounts 

To Overheads under-absorbed in ... 13y Incomes not rccorc.k d in cost .. 
cosr accounts accounts 

To undervaluation of opening ... 13y Expenses not recorded in . .. 
stock in cost ilCCOUlllS profit and loss account 

To Ovcrvaluation of closing stock ... By Overheads over -absorbed in ... 
in cost accounls cost accountg 

To Profirs as per profit and loss ... By Ovcrvalua1ion of' opening ... 
accounts SLOCk in cost accounts 

l3y Undcrvalua1ion of closing 
stock in cosl accounts 

... ... 

Example: The cost books of a company show a profit of · 50,000 while Lbe net profit 
as per financial books is · 29,500. On the basis of l:11e following i..nformation, prepare a 
stat ement remitting the two profits for tbe year ended on 31st March, 2007. 

P urticulan; Cost Books () Financial Book<; () 

Factory expenses 20,000 22,000 

Office cxpcoses 12,000 10,000 

Selling and distribution expenses 8,000 7,000 

Dividend received - 5,000 

Loss on sale offumitw-c -· 1,500 

Jneomc-tax -- 10,000 

Goodwill wri11en--0ff -- 5,000 

)ntcrcst on capiral -· 10.000 



Solution: 
Reconciliation Statement 

for lhe year ended on 31" Marrh, 2007 

.l:'articulan /\moun1 
() 

Profit as per cost acCQUnt 50,000 
Add: Office expenses over-charged in CO!it books 2,000 

Selling and distribution expenses over-charged in cosl books 1,000 

Dividend received nOI recorded in cost books S.000 8.000 
5K,OOO 

Less : Factory exprosC!l under-charged in cost accounts 2,000 

L()!;S on sale of furniture not recorded in cost accounts J .500 

Income 1.ax not chnrged in cosc books 10,000 

Goodwill wrillen-offnut charged in cos! books 5,00() 

Intere:;t on capital 001 chargcu in cost account~ 10,000 213.500 

'Profit as per Financial Accounts 29,500 

E:xample: Following is Lhe trading aod profit and loss account of Jain Traders for the 
year ended on 31 11 March., 2009: 

Particulars Particulars 

To M:uc:nal consumed 12,000 Dy Sale (350 un11s) 

To Wages 4,000 .l:3y Finished stock. (50 Wlits) 

To Factory expenses 12.000 Ry ln1crcs1 received 

To Aurnirus1rativc expenses 12,000 

To Goodwill wri11c11-o!f 4,000 

To Discount of debentures written-off 3,000 

To Net prolir 28,000 

75,000 

The companyG cost record,; sbow that: 

(a) Factory overl1cads bavc been rccoveroo a t 100% on prime cost. 

(b) Admiuistralive overheads llave been recovered at 25% of factory cost. 

Prepare: 

(a) A slatemeol of cos1 indicating net profit, and 

70.000 

3,500 

1500 

75,000 

(b) A statement reconciling the profit as disc losed by cost accounts and LI.lat shown in 
financial accoun1s. 

Solwion: 

Statement of Cost and Profit 

Particulars Amount () 

Material consumed 12,000 

Wages 4.000 

Prime Co<;1 16,000 

Faclory overheads ( I 00% of pdme cost) 16,000 

Factory Cost 32,000 

Administrative overheat.ls (25% of factory cost) 8,000 

Contd .. 

l4S 
Remncili.itioo ofCosi and 
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C~t of Production 40,000 

Less : Closing finished stock (40,000 x 50)-;- 4()()11) 5.000(,) 

Cosl of Goods Sol<l 35,000 

Profit (70,000 £)35,000) 35,000 

Sales 70,000 

Reconciliatjon Statement 
For the year ended on 31" March, 2009 

:Particulars Amount Amounl 

(> () 
Profit as per cost accounts 35,000 .. 
Add : Over-absorption or factory overheads in cost accounts 4,000 -

Interest received excluded from cosr accounts 1,500 .. 

Less : Administration overheads under-recovered in cost accounts - 4,000 

Goodwill written off excluded from cost accoonts -- 4,000 

Discount on debentures excluded from cost accOWlls ·- 3,000 

Finished stock over-valued io cost accounts ·- 1,500 

40,500 12,500 

Profit as per Financial Accounts - 28,000t-'l 

40,500 40,500 

Working notes: 

I. Number of units produced = N umber of units sold + Units of cJosing stock 

= 350 + 50 = 400 units 

2. 1n cost accow1ts, closing stock is valued al cost of production, i.e. value of dosing 
stock: 

Cost of production U . . 1 . k = x ntl'> m c osmg s1oc 
N umber of unit'> produced 

= 40,000 x50 = · 5 000 
50 ' 

3. Profit as per financial accounts -= 40,500 f) J 2,500 -= 28,000 

Example: The net profit of ABC Manufacturing Company for the year ended 31st 

March, 2007 was · 5, 15,020 as shown by financial books. The cost accounts disclosed 
a profit of · 6,89,600 for the same period. The following details arc discovered: 

Loss due to depreciation in stock value charged in financial accounts only · 27,000 

Bank interest and dividend received · 4,900 

Works overhead under recovt:rcd in cost account · 12,480 

Depreciation charged in financial accounls 44,800 

Depreciation recovered in cost accoW1ts 50,000 

Interest on investments 32,000 

Obsolescence loss charged in financial accmmls · 22.800 

Administrative overhead recovered in excess in cost account<; · 6,800 

Income tax paid J,61,200 

Prepare a statement reconc iling the profits shown in botJ1 the books. 



Solution: 

Reconciliation Statement 
For tl1e yeJi r ended on 31" Mareh1 2007 

Particulars Ainouot () 

Ner profit as per cost accounts 6,!\9,600 

Add: h1tcrcsr on investments 32,000 

Clank interest an<l dividend received 4,900 

Depreciation over recovered in co~1 accounts 

t. 50,000 f)44,800) 5,200 

Administrative overhead over recovered 6,1100 411,900 

7,38,500 

Less: Loss due to dcprcciallon in stock value provided in 
financial accouuts only 27,000 

Works overhead under recovered 12,480 

Obsolescence loss charged in financial accounts 22,800 

Income tax provided in financial books l ,61,200 2,23,480 

Net Profit as per financial Accounts 5,15.()20 

Example: The oet profit of Kartik Company Limited appeared at · 60,652 as per 
Gnancial records fur lhe year ending 31 st March, 2008. Th~ cost books, however, 
showed a net proG.t of · 86,200 for 1J1e same period. A scrutiny of the figures from 
both the secs of accounts revealed the following facts: 

Works overhead under-recovered in costs 

Administrative overheads over-recovered in costs 

Depreciation charged in financial accounts 

Depreciation recovered in costs 

Interest oo. investments not included in costs 

Loss due to obsolcscem:e charged in finaucia l account" 

Income-tax provided in financial accouaLc; 

Bank interest and transfer fee in financial books 

Stores adjustment (credit in financial boo.ks) 

Value of opening stock in : 

Cost accounts 

Financial accounts 

Value of closing stock in: 

Cost accounts 

Financial accounts 

Interest charged in cost accounts 

(3-oodwill written olI 

Loss on the sale of furnirurc 

1,560 

. 850 

5,600 

6,250 

4,000 

2,850 

' 20,150 

' 375 

' 237 

· 24,800 

· 26,300 

25,000 

23,000 

2,000 

5,000 

'600 

Prepare a statement showing the reconciliation between tl1c figure of act profit as per 
cost accounts and the figure of net profit as shown in the financial books. 
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Solution: 

Reconciliation Statement 
for the year ending 31st March, 2008 

J'articulars 

Profit as per cost accouJlls 

Add: Administration overheads over rccuvt:red in cost 
accounts 

Deprccialion overcharJI.Cd in cosl books : 

Cost books 

Financial books 

Receipts and gilins credited 111 linanci~l books bul nol 
shown in cos! books: 

l.ntcresl on invcs1mcnrs 

Bank inlert:Sl au<I transfer ftc 

Stores adjustments 

Tntcresl chru:gcd in cost accounts 

Less: Works overhead under-recovered in cost books 

6,250 

5,600 

Expenses and losse5 debited in financial books but excluded from 
cash books: 

)J1come lax 

Loss due to obsoks,:cncc 

Goodwill written-off 

Undervaluation of openlllg stock in cost accOIJTltS 

Ovcrvalualion uf closing stock in cost accounl~ 

Loss on the sale of fum1tL1rc 

Profit as pcf Financiul Acconms 

Example: From tbe following particulars, prepare: 

(a) A statement of cost of manufacture for the year, 2013, 

(b) A slalcment of profit as per cost accounts, and 

Amount Amount 
() C) 

86,200 

850 

650 

4,000 

375 

237 

2,000 8,112 

94,312 

),560 

20, 150 

2.850 

5,000 

1,500 

2,000 

600 33,MO 

60,652 

(c) Profit and loss accounts in lbe financial books aod show how you would attribute 
the difference ill the profit as shown by (b) and (c). 

Opening stock of raw materials 

Opening stock of finished goods 

Purchases of raw materials 

Stock of raw malt:rials at the end 

Stock of finished goods a t the end 

Direct wages 

. 30,000 

' 60,000 

. 1,80,000 

· 45,000 

15,000 

75,000 

Calculate the factory expenses at 25% on prime cost, and office expenses at 75% on 
factory expenses. 

Actual factory expenses amounted to · 58, 125 and actual office expenses amounted at 
· 45,750. The selling price was fixed at a profit of25% on cost. 



Sufutin11: 

(a) Statcmt:nt of Cost of Manufactur~ for the year 2013 

PRrticuh1r~ 

Opening stock of raw materials 

Add: Purchases of mw materials 

Less· Closing stock of raw material!. 

Cost of raw materials consumed 

Direct w111,-cs 

PrimcC:ru;t 

J7actory expenses (25% on f)rimc cost) 

Works or i:octory Cost 

Office expenses (75% on fuctory expenses) 

Tot.ii Cost of Producrion 

(b) Sta1emeo1 of Profit 

l' articula rs 

Tulal cost ofproduaion 

Add: Opening s tock of finished b'Oods 

l..css: Closing stock offinishcd goods 

Cost of Good~ Sold 

Profit (25% on cost) 

Sales 

(c) Profit and Loss Account 

Parricular5 Amounc () raruculan 

To Opening s1oe-k of By Sales 
finished goods (10,000 

Tu Raw malerials By Closing stock c.>f 
consumed 1,65,000 finished 1,toods 

To Direcl wages 75,000 

To fac1Ury expmscs 58.125 

To Office expenses 45,750 

To Net profit 9K,625 

S,02,500 

Reconciliation S~temrnt 

Particulars 

Profit as per cost accounts 

Add : F11ctocy expenses overoharged in cost account ( 60.000 .f) 

58.125) 

u::ss · Office expenses undei· charged in cost account (' 45,750 f) 

. 45,000) 

Profit as per Financial Account~ 

A.mount C) 
311,000 

1,80,000 

2,10,000 

4S,000 

1.65,UOO 

75,000 

2,40,000 

60,000 

3.00,000 

45,000 

J ,45,000 

Aroounl () 

3,45,000 

60,00() 

4,05,000 

15,000 

3,90.000 

97,500 

4,87,500 

Amoual () 

4,87,500 

1:5,000 

5,0?,~0 

Amount () 

97,500 

1,875 

99.375 

750 

98,625 
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Check Your Progress 

FHJ in the blanks: 

J. Discount on droentures and bonds is an example of _____ _ 

2. National depreciation on assets fully depreciated in the books is sltown in 
accountc;. 

3. Valuatjou of stock in financial accounts js invariably based on the 
_____ pnce. 

4. If overhead expenses in cost accounts are more than the actual, it is called 

5. _____ accoUJll is presented in debit and credit fonn but ii is not a 
parl of double entry system of book-keeping. 

6. In cost accounts, lhc _ _ __ maybe depreciated on the straight line 
method. 

l 1.5 LET US SUM UP 

• When cost accounts and financial accounts are separately maintained in two 
ditrcreut sets of books, two profit aod loss accounts will be prepared f) one for 
costing books and second for financial books. The profit or loss shown by the cost 
accounts may not agree with the profit or loss shown by financial accounts or 
books. Therefore, it becomes necessary that profit or 1oss shm,vu by the 1wo sets of 
account,; is reconciled. 

• According to Wheldon, "No syslem is complete unless it is linked up with the 
.financial accounting, that results shown by both cosr and financial accounting 
may be reconciled.,. The need for reconciliation arises owing to seek Jeasons for 
the difference in the profit or loss jn cost and financial accounts. 

• There are a number of items wh.ich are included in financial accounts but they find 
no place in cost accounts. Wwle reconciling any items under this category must be 
considered. Overheads absorbed in cost accounts on l11e basis of estimation like 
percentage ()ll direct malerials, percentage on direct wages, etc. may be m ore or 
less Chao the actua l amount incurred. Jf overheads arc not fully absorbed, i.e. tbe 
amount in cost accounts is less than th~ actual amount, 1he shortfall is called 
under-absorptfon. 

• Abnormal losses and abnormal gains are completely kept separate from cost 
accounts or they are transferred to costi.ug profit and loss account. Work-in
progress is va lued either at the stage of prime cost, works cosl or cost of 
production. Jn cost accounts, the basis foUowed may be quite different tltan that 
followed in financial accounts. This difference in the method of valuing work-in
progress gives rise to preparation of reconciliation statement. 

• Tile procedure of memorandum reconciliation account preparntion is similar to 
chat of reconciliation statement, the only difference is that items shown under 6-6 
column are shown on the credit side aud items shown under OX) column are 
sbown on the debit side of the memoraodum reconciliation account. 

ll.6 LESSON END ACTIVITY 

Critically examine what value do you attach to the reconciliation of cost accounts and 
financial accounts? Explain the main reasons for the difference in the neJ profits 
shown by the two sets of accounts . 



11.7 KEYWORDS 

Reconciliation: Reconciliation is tJ1e detennination of the items necessary to bring the 
balances of two or more related accounts or statements into agreement. 

Reconciliation of Cost and Financial Accounts: Reconciliation of cost and financial 
accounts means tallying the profit or Joss revealed by both set of accounts. 

Memorandum Reconciliation A ccount: TI1is account is presented in debit and credit 
form but ii is not a part of double entry system of book-keeping. 

Under Ab!>·urbed Overheads: If overhead is under absorbed, this means that more 
actual overhead costs were incurred than expected, with the difference being charged 
lo expense as incurred. 

Over Absorbed Overhead!>·: Jf overhead is over absorbed, tl1is means that fewer actual 
overhead costs were incurred than expected, so that more cost is applied to cost 
objects than were actually incurred. 

11.8 QUESTIONS FOR DISCUSSION 

1. What is the concept of reconcilia tion statement'? What is the need for 
reconciliation statement? 

2. Explain Oeasous for differcnce<l:>ctween cash profi< and finaocial profit. 

3. Discuss the causes of <li fferencc between costing profits and financial profits. 

4, Explain lhe reconciliation procedure. Under what circumstances, a reconciliation 
statement call be avoided? 

5. Enumerate the items which are generally excluded from cost accounts. 

6. Whal i~ memorandum reconciliatioo account? 

7. Calculttte the amount of profit as per profit and loss account on the b~sis of the 
following information: 

Profit as per cost account' 16,000 

Factory overheads were under-recorded in cost account by · 320 

Depreciation charges were over recovered in cost-account by ' 200 

Adm.ini~tralive exp. was under recorded in financial accou.nts by · 400 

Provision for income-Lax made in financial books is · 9,600 

Goodwill wri.lllm-off - 250 were not recorded in fraaocial book 

Interest receiYed <in investment during the yea.r · 300 

Transfer fee amounting lo · 100 were received during lbc year in connection with 
registration of transftir of shares 

8. Net profits of Karlik Industries for the year ended on 3 I 
st 

March, 2009 as per cost 
accounts wa,; · 1,60,000. However, financial records showed a different net profit. 
Scrutiny of the books of accounts revealed Lbc foJiowing information: 

Depreciation charged in fwancial a/c 

Depn:ciation charged in cost ale 

lntcrest on investments 

Income tax provided 

' 18,650 

· 21 ,250 

· 10,000 

. 48,000 
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Works overhead under-recovered jn cost ale 

Share trausfer fees received 

Loss due to obsolescence 

Bank interest and transfer fees in financial ale only as expenditure 

. 3,540 

. 6,750 

· 6,800 

. l ,250 

Prepare a reconciliation state ment and show the amount of net profit as per 
financial accOU.Jlls . 

9. The net profit of the Mahesh Engineering Company Limited appeared at · 15, 194 
as per financial records for the year 1;.-uded on 3J"'- March, 2008. The cost book, 
however, showed a profit of · 15,080 for the same perjod. Tbe difference was due 
to the following reasons: 

Valuation of work-in-progress (financial books) 

Valuation of work-in-progress (cost books) 

Closing stock of finished goods (fmancial books) 

Closing stock of finished good'> (cost books) 

Stores adjus1ment ( credit - financial book'>) 

Prepare a reconciliation statement. 

Check Your Progress: Model Answer 

l. Purely Financial Charges 

2. Cost 

3. Cost or Market 

4. Over-absorption 

5. Memorandum Reconciliation 

6. Assel~ 
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12.0 AIMS AND OBJECTIVES 

AOer studying this lesson, you shou ld be able to: 

• Define marginal cost and marginal costing 

• Understand the meaning of variance analysis 



256 
Cost Accounting 

• State the advantages and disadvantages of marginal costing 

• Define key factor 

• Understand cost-volume-profit analysis 

• Apply marginal costing technique to various decision-making areas 

12.1 INTRODUCTION 

It is one of the premier tools of managemen1 out only 10 lake decisions but also to fix 
an appropriate price and to assess the level of profitability of tl1e products/services. 
This is the only costing tool demarcate.,,; the fi.xe<l cost from tlw variable cost of the 
product/service in order to guide I.he furn to know the minimal point of sales to equate 
the cost of production. Tt 1s a tool of analysis h.igllligbting tJ>c relations hip in between 
the cost, volume of sales and profitability of Lhe firm. fixed expenses remain constant 
in aggregate amount and do not vary w ith the increase or decrease in production up to 
a particular level of output or production. Just contrary lo this, variable expenses 
increase or decrease in p roportion to increase or decrease in output or production and 
remain constant per unit of output. Fixed expenses per uni1 continue to vary with the 
increase or decrease in production because these expenses remain constant up to a 
certain level of production. 

Thus, fixed overheads lead to different costs per Ltnit at different levels of production. 
On account of this, a technique known as marginal costing bas been developed which 
excludes fixed overheads enlirdy from cost of production and gives us the same cost 
per unit upto particular level of output. Thus, under mar&inal :echnique, fixed 
expenses are not allocated to cost units but arc charged against CTundOwhicb arises out 
of excess of selling price over total variable costs. The technique of marginal costing 
is related to lhc concept of marginal cost. Maq,•inal costing is one of the special 
techniques of costing used for analysis and interpreting cost data for the purpose of 
assessing the profitability of the products, departments and cost centres. 

J2.2 CONCEPT OF MARGINAL COST 

Marginal cost means the same thing as variable cos1. The accounlantG concept of 
marginal cost differs from economistsOconc~t of margmal cost. Economists define 
marginal cost as the additional cos1 of producing one additional unit of product. 11us 
shall incladc an element of fixed cost a lso. 

According to Certified Institute of Management Accountants, Londo o, " .>vfarginal 
cost means the amount al any given volume ,?f output by which aggregate costs are 
changed if Jhe volume of output is increased or decreased by one unit. " Marginal cost 
is also termed as variable cost because within lhc capacity of the industry or 
organisation, an increase of one unit in production will cause an increase in variable 
costs only. 

Thus, marginal cost is the amount by which total cosl changes when there is a change 
in output by one unit. To ascertain the marginal cost, we need tl1e following elements 
of cost: 

(i) Direct materials 

(ii) Direct Labour or wages 

(iii)Dhect expenses 

(iv) Total variable overheads 

That is, Marginal Cost= Prime Cosl + Total Vada bk Overheads 

Or, Marginal Cost = Total Cost DFixed Cost 



An important _point is that marginal cost per unit remains unchaoged irr~-pective of 
the level of activity or outpu1. 

12.3 CONCEPT OF MARGINAL COSTING 

Batty defines marginal costing as "A technique of cost accounting which pays special 
aJtention lo the behaviour of costs with changes in the volume of 0 111p111. ·• 

According to CIMA, London, "Marginal costing is a technique 111here only she 
variable costs ure changed IO cost 1J11its, the f u:ed attributable being written off in full 
against the comribution for Iha/ period." 

The JCWAI defines marginal costi11g as "A method that considers only the variable 
cost as cost of production leaving out period costs to he absorbed from the marginal 
conlriburion. •· 

In other words, marginal cosl is "The cost of any unit of producrion is the lncrea.~e in 
Iota/ CO!>'IS to which the firms hecome commirted by 1he production of 1/,at unit. Bui, if 
one part of total c:osi .1· is fixed, this par! will remain unchanged, as output expands-
011ly the variuhle cos ts will increa~·e. " 

fn ma.rginaj costing, only variable costs are charged to cost units. Variable t.:OSI is one 
which lends to vary directly with the volume of output. Variable cost changes ·with the 
increase or det.:rease io production. fn dirccl costing, variable cost is k.oowo as direcl 
costing. 

Other lern~ in uc;e for marbrinal CMting are contributory costing and comparative 
costing. In !he marginal costing, profit is calculated by contribution minus fixed cost. 

Marginal costing aud direct costing are often tn:alcd as int~changeable terms. Profit is 
mca:--ured by dedut.:ting fixed coslS from the total contribution. Contribution or gross 
margin is the difference between sales and the marginal cost of sales. MarginaJ costing 
assumes lb.al the contribution provides a pool out of which fixed cost is met; any 
surplus b~ing the profil or oet margin. Contribution margin is also termed as marginal 
income, variablt gross margin, profit contribution or contribution lo fixed costs. 

Marginal cost is the cosl nothing but a change occurred in the total cost due to changes 
taken place oo the level of production i.e. either an increase/decrease by one uuit of 
product 

The firm XYZ Ltd incurs · 1000 for the production of 100 units at one level of 
operation. By increasing only ooc unit of product i .e. 101 units, the firmG total t:osl of 
production amounted · 1010. 

Total cost of production at first instance (CQ == ' J 000 

Total cost of production at second instance (CQ = ' J 010 

Total number of units during the first in.stance (U(J ; 100 

Tot.11 number of unils during I.he second instance (UQ = l O 1 

Iucreasc in the level of production and cost of production: 

Change io the level of productfon io units = U(J)UO=- t-.U 

Change in tbt.: total cost of production == CCE>CO= 11C 

Change (increase) ia the total cost of production 
:a. --a::......-'----=---------=------

Cbangc (increase) in the levc) of produclion 
Margjna) Cost 
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If the same firm reduces the total volume from 100 uoils to 99 units, the total cost of 
production · 990/-

Decrease in the level of production and cost of produdion: 

Change (increase) in the total cost of production 
Marginal Cost= ---- ---- ----~- -

Change (increase) in the level of production 

AC . 10 
=-=--

The following are the important artas of decision-making or applications of marginal 
costing: 

l. Fixation of Price, 

2. Decision to Make or Duy, 

3. Selection of a Profitabk Product Mix, 

4. Decision to Accept a Bulk Order, and 

5. Closure of a Department or Discoutiouing a Producl 

Why Marginal Cost is called as lncremenwl Cost? 

From the above example, it is obviously understood that marginal cost is nothing but a 
cost wbich incorporates the incremental changes in the cost of production due to either 
an increase or decrease in the level of production by one unit, meant as incremental 
cost. 

Why Marginal Cost i~· called in Other Word.\' as Variable Cost? 

From the following classifications of cost, the inter-twined relationship in between tbe 
variable cost and marginal cost is explained as below: 

Table 12.1: Statement of Fixed, Variable and Total Costs per Unit 

S. No. Unit, f i.,ed Fixed Variable Vaciablc Marginal Tollll 
Cost C('ls t per Cost Cost per Cost Cl Cost C) 

Cl unit (") (') unit C) AC/fill 

1. l 500 500 !O 10 10 510 

2. 50 500 100 500 JO 10 1000 

3. 100 500 s 1000 10 10 1500 

4. 150 500 3.3.33 1S00 10 10 2000 

Fixed Cost: It is a cost wbicb remains constant or fixed inespecUvc of the level of 
production. 

y 

Fixed Cos( per unit Linc 

X . Units 

i----------- X Y •Costin Rupees 

F<igure 12.l: Fixed Cost Curve 



Variable cost: It is a cost. wbic]1 varies with level of production. 

y 

Vari.able Co~t 

Variable Cost per unit 

X • Units 
Y • Cost in Rupees 

figure 12.2: Variable Cost Curve 

Components of Variable Cost 

• Direct material: Items such as raw material, standard and specialized parts us«xl 
for the manufacturiog of a product are direct material. 

• Direci labour: Wages paid to the labourers who directly involved in the 
production of goods. 

• Direl'f expenses: Expenses that are directly related lo production or operation. 

• Variable overhea<lr: The iudirect costs of operating a business that :fluctllatc 
somewhat with the level of business activity and are incurred even jf bm,ioess 
activity is minimal. 

• Fixed over/lead: The costs like rent, utilities, basic telephone, loan paymeots, etc. 
wbich remain constant whether sales go up or down. 

• Semi-variable overheads: Ooe that varies with changes in volume but, unlike a 
variable cost, does not. vary in direct proportion is also called mixed cos1. Io other 
words, this cost contaiJ1s both a variable and fixed components. 

12.4 FEATURES OF MARGINAL COSTING 

The main ft;aturcs of marginal costing may be expressed in the following ways: 

I. ln marginal costing, a differentiation is made between tho fixed costs clements 
and tile variable costs ele,m1.,11ts. No other category of costs is taken ioto 
consideration. 

2. Jn rnarbrinal costing, onJy variable costs are taken into account for computing coi11 
of product ion. 

3. The finished stocks and work-in-progress are valued at marginal cost. 

4. ln marginal costing, prices are determined on tbe basis of marginal costs plus 
contTibution. 

5. Marginal income or marginal contribution is known as tbe income or tbe profit. 

6. Fixed costs remain constant irrespective of level of activity. 

7. Tbe difference between the contribUlion and fixed costs is the net profit or Joss. 

8. Sales price and variable cost per uoit rem.a.in the same. 

l)'j 
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9. Cost-volume-profit relationship is fully employed lo ceveal I.he s tate of 
profitability a1 various levels of production activity. 

10. ln marginal costing technique, first pro.fit is determined in respect of each product 
or <leparlmeot. 

12.5 ADVANTAGES AND DISADVANTAGES OF 
MARGINAL COSTING 

The advantages and disadvantages of marginal costing are given below: 

12.5.1 Advantages of Marginal Costing 

Th<:: following arc tl1c main advantages of marginal costing: 

l. Fixation of Selling Price: The differentiation between fixed costs and variable 
costs is very helpful in determining the selling price of the products. Sometime~, 
different prices are charged for the same product in different markets to meet 
varying degrees of competition. 

2. Helpful to Management: II enables the management to start a new line of 
production which is advantageous. ft is helpful in dctemrining which is pro:fitableD 
whether to buy or manufacture a product. T he management can take decision 
regarding pric1ng and tendering. 

3. Effective Cost Control: It divides cost into fixed and variable. Fixed cost is 
excluded from product. As such, management can control marginal cost 
effectivdy. 

4. Helps in Production Planning: It shows the amount of profit at every level of 
oulpul wilh the help of cost volume profit relationship. Here the break-even chart 
is made use of. 

5. Helpful in Budgetary Control: The classification of expenses is very helpful in 
budgeting and flexible budget for various level-; of activities. 

6. flefpfuf in Ma1'ing or Buying Decision: Sometimes a decision has to be made 
whether lo manufacture a component or a product or to buy it readymade from ll1c 
marh:t. The decision lo purchase it would be having taken if the price paid 
recovers some of the fixed expenses. 

7. Better Presentation: The statements and graphs prepared under marginal costing 
are better understood by management. Tbe brt:ak-even analysis presents the 
behaviour of cost, sales, contdbution, etc. in terms of charts and graphs. 

8. Preparing Tenders: Many busin<::Ss organisations have to compk:1e in the market 
in quoting the lowest price. Total variable cost, when separately calculated, 
becomes the 01.oor priceO Any price above this floor price may be quoted lo 
increase the total contribution. 

12.5.2 Disadvantages of Marginal Costing 

Marginal costing technique suffers from the following limitations: 

I. Difficulty in the Fi.xatio11 of Price: Under marginal costing, selling price is fixed 
oo tl1c basis of contribution. Io case of cost plus contract, it is very difficult lo 11x 
price. 

2. Difficulty to Ana(vse Overhead: Separation of costs into fixed and variable is a 
difficult problem. In marginal costing, semi-variable or semi-fixed costs are not 
considered. 
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3. U11realistic Assumption: Assumption of sale price will remain lbc same al 
different levels of operalion. In real life, they may chaoge and give unrealis1ic 
results. 

4. Problem of Variable 011erheo.,ls: Marginal costing overcomes 1)1e problem of 
over an<.l under-absorption of fixed overheads. Yet there is the problem in 1be ca.c 
of variable overheads. 

5. U11.relioble Stock Valuat/011: Under marginal costing, stock of work-in-progress 
and finished stock is valued at variable cost ooly. No portio11 of fixed cos1 is ad<led 
to 1J1e value of s tocks. Profit <lctermioed, under this method, is depressed. 

6. Complete or Full lnfnrmatian not given: lt does not explain tbe reason for 
increase in production or sales. 

7. Sales-oriented: Successful business has to go in a balanced way in respect of 
selling production functions . But marginal costing is criticised on account of its 
attaching over-importance lo selling functfon. Tlms, it is said to be salcs-orienteJ . 
Production ft1octjon is given less importance. 

8. Automatin11: Now-a-days, increasing automation js lca<ling to increa$e io fixed 
costs. 

12.6 MARGINAL COSTING AND VARIANCE ANALYSIS 

Variance$ are the differences between cxp<..-cted and acnia) rcsulls, allowing us to 
prepare operating statemtmts, which help recoQcile actual profit wi1b budgeted profit 
or contribution. Variance analysis will be dealt in derail along with standard cos1ing io 
the subsequent lesson. 

12.6.1 Importance of Marginal Costing 

Marginal costing has been so much emphasized because, 

1. It is easy 10 understand an<l operate, plus ii avoic.ls the cornpJexitics of 
apportionment of fixed costs which are really only arbitrary. 

2. It helps the management in deciding the product mix in order to rnaximi:zc th~ 
profits. 

3. With th~ aid o f break-even techniques, the effect on large profits of prod1.1cing a 
large or smaller volume of output can be ascertained wilhout grea1 difficulty. 

4. Wlleo fixed costs a.re charged to production the unit cost varies from one month to 
another, simply because the number of units produced is different. Marginal cos1 
remains I.he same per unil of product, inespe,ctive of volume of output. 

12.6.2 Marginal Costiog Profitability Statement and Types of 
Contribution 

Tbe costs arc classified into two categories, viz. fixed and variable cost. 

Variable cost per unit is considered as marginal cost of the product. 

Fixed costs are charged againsl contribution of the transaction. 

Selling price ofU1e product = Marginal cool + Contribution. 
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I 
Contribution 

l .-------- --------~ 
Method of Difference Method of Meeting 
Sales 0Va1i able Cost Fix~d CO~l + Profit 

Figure 12.3: Methods of Calculating Contribution 

Marginal costing profitability statement is as follows: 

Sales xx.xx 

Variable Cost xxxx 

Contribution xxxx. 

Fixed Cost xxxx 

Profit XXX,'( 

Sales · 1,00,000, variable cost · 25,000 and .fixed cost ' 20,000, find out the 
contribution and profit. 

Sales 

Variable Cost 

Contribution 

Fixed Cost 

Profit 

Metl1od ofDiffere11ce 

1,00,000 

50,000 

50,000 

20,000 

30,000 

Under th.is method, tbe contribution can be computed through fiuc.ling the differences 
iu between Sales and Variable Cost, i.e. Contribution = Sales £) Variable Cost = 
' 1,00,000 £)50,000 = . 50,000. 

Method of Coverages 

In this method, the contribution is equated with the summation of Fixed cost and 
Profit i .e. Contribution= Fixed Cost + Profit= ' 20000 + 30000 = · 50,000. 

12.7 COST-VOLUME-PROFIT ANALYSIS 

Cost-volume-profit analysis is a part of marginal costing. The cost-volume-profit 
analysis is the analysis of three variables, viz .. cost, volume and profit. In cost
volume-proftt analysis, an attempt is made to measure variations of various costs and 
profit with the volume. Profit as a variable is lhc reflection of a number of internal and 
external conditions which exert i11fluence on sales revenue and costs . 

According lo CIMA. London, "Cost-volwne-proflt amilysis is the study of the effects 
on future profits of chongp in fixed cost, variable cost, sales p rice, quantity and mix. " 

Io the words of Heiser, 'The most significant single .fiictor in profit planning of Lhe 
average business is the relationship between the volume of business, costs and profit." 

The cost-volume-profit analysis is the relationship among cost, volume and profit. 
Profit of a business organisation depends upon a number of factors such as selling 



price, sales volume, per unit of variable cost, fixed cost and sales mix. The 
cost-volume-profit analysis explains tbc inter rclatiouships of these variables for 
decision-making. Tbe maoagcmcnl is always inh .. -re.sted in knowing tbal which product 
or produc1 mix is most profitable; what cffoc1 a change in the volume of outpul will 
have on the cost of production and profit etc. Under cosl-vohune-profit analysis, when 
volume of output iocreases, uoit cost of production decreases, and vice-ver.;a; because, 
the fixed cost remains uaaffected. When the output increases; Ll1e fixed cost per unit 
decreases. Therefore, pro.fit will be more, when sales price rt:ll'lains constanl. The 
basic purpose of cost-volume-profit analysis is to determine tbt: impact of Ouctuatioos 
in cosl and volume on the fwancial results of the business firm or organisation. All 
tbese problems a.r~ solved with the help of Ute cost-volume-profi1 aoalysis. 

The Cost-Volume-Profit (CVP) analysis help!) management in finding out the 
relationship of costs and revenues to profit. The aim of an undertaking is to earn 
profit. Profit depends upoo a large number of factors, the most important of which arc 
the costs of the munufacturer and the volume of sales affected Both these factors are 
interdependent f) volume of sales depends upon IJ1e volume of production, whJcl1 in 
tum is related lo costs. Cos I again is the result of the opt:ratiou of a number of varyiug 
factors such as: 

• Volume of production. 

• Product mix, 

• lnternal efficiency, 

• Methods of production, 

• Size of plant, etc. 

Of all these, volume ii: perhaps 1]1e largest single factor which influences costs which 
can basically be divided as fixed costs and variable CQSts. Volume changes in a 
b1JSiness are a frequent occurrence, often neccssjtatcd by outside factors over which 
management has no control and as cost~ do oot alway~ vary in proportion to changes 
in levels of output, management control of the factors of volume presents a peculiar 
problem. 

As profits are affected by lhe intt.'Tplay of costs and volumt.:, lhe management must 
have, al its disposal an analysis that can allow for a m1sonably accurate presentation 
of the effect of a change in any of these factors which would have no profit 
performance. Cost-volume-profit analysis furnish<.,-s a picture of tl.te profit at various 
levels of activity. This enables maoagcrneul to distinguish between the effoct of sales 
volume fluctuations and tbc rcsulfa of price or cost changes upon profits. This analysis 
helps in uoderstanding lbe behaviour of profits in rela(jon to output and sale.,;. 

Fixed costs would be the same for any desi!,rnated period regardless of the volullle of 
output accomplished durutg the period (provided the output i.s wit.run tb.e present limits 
of capacity). These costs are prescribed by contract or are incurred io order to imsure 
the existence of an operating organisation. T11eir inflexibility is maintained within the 
framework of a given combination of resources and within each capacity stage such 
costs n.."'Ttlllin ftxcd regardless of the change:; io the volume of actual production. As 
fixed costs do nol change with production, the amounl per unit declines as output 
rises. 

Absorption or full costing system seeks to allocate fix~-d 1:osts to product~. Jt creates 
the problem of apportionment and allocation of S1tcl1 costs to various products. By 
their very nature, fixe<l costs have liltle relation to the volume of production. 

Variable costs are related to the activity itself. The amouut per uuir remai1J$ lhe same. 
These costs expand or contract as 1he ac1ivity rises or falls. Witl.iin a given time !)-pan, 

263 
Marginal Costing 

http:costi.ng
http:operati.ng


'.!64 
Co~I A.:counting 

distinction has to be drawn between costs 01at arc free of ups and downs of production 
and those that vary directly with t1K'8c changes. 

Study of behaviour of costs and CVP relationship ueec.Js proper dcffoition of volume 
or activity. Volume is usually expressed in terms of sales capacity expressed as a 
percentage of maximum sales, volume of sales, unit of sales, etc. Production capacity 
is expressed as a percentage of maximum production, produdion in revenue of 
physical terms, direct labour hours or machine boun;. 

Analysis of cost-volume-profit involves consideration of the interplay of the following 
factors: 

• Volume of sales 

• Selling price 

• Product mix of sales 

• Variable cost per unit 

• Total fixed costs 

The relationship between two or more of these factors may be (a) presented in the 
form of reports and statements, (b) shown in charts or graphs, or (c) established in tlte 
form of mathematical deductio11. 

12.8 OBJECTIVES OF COST-VOLUME-PROFIT ANALYSIS 

Toe objectives of cost-volume-profit analysis are given below: 

• In order lo forecast profit accurately, it is essential to know the relationship 
between profits and cos1s on the one band and volume on the other. 

• Cost-volume-profit analysis is useful in setting up flexible budgets which indicate 
costs at various levels of activity. 

• Cost-volume-profit analysis is of assistance in performance evaluation for the 
purpose of control. For reviewing profits achieved and costs incurred, the effects 
on cost of changes in volume arc required to be evaluated. 

• Pricing plays an importanl part in stabilising and fixing up volume. Analysis of 
cost-volume-profit relatiom;hip may assist in formulating p1ice policies to suit 
particular circumstances by projecting the effect which different price structures 
have on costs and profits. 

• As pre-determined overhead rates are related to a selected volume of production, 
study of cost-volume relalionsltlp is necessary in order to know the amount of 
overhead costs wruch could be charged to product costs at various Jcvels of 
operation. 

12.9 MARGINAL COST EQUATION 

The element of cosl can be wtilten in the form of an equatio11. Th.is equation is known 
as ~arginal cost equationOThe equation is shown below: 

Sales= Variable cost + Fixed cost+ Profit Or, S = VC + FC + P 

Sales DVariable cost= fixed cost+ PJofit Or, S f)VC = FC + P 

Sales 0Variable cost= Contribution Or, S E>VC = C 



Frorn the above margiut1l cost equation, we can understand that in order to eam profit, 
the contiibution must be more than the fixed cosL To avoid any Joss, the contribution 
musr be equal to fixed cost. 

l2.9.1 Contribution 

The important t:lemcnt of the marginal cost equation is lhe OonlributionOfuctor which 
is resulted from the sales value after deduction of variable costs. It has beeo staled 
above 1hat @ontributionOis lhc composjtjon of fixed costs plus profit. Contribution is 
also knO\VJl as gross margin. Io other words, contribution is the difference bt:twecn 
sales and rnari,iinal co.st. Contribution enables to meet fixed costs and add to the profit. 
Contribution minus fixed cost is profit, but where fixed cost is more than contribution, 
the differt.11ce is loss. Contribution can be expn,-sscd by the followiog formu)a: 

Conttibution = Sales 0Marginal cost Or, C = S t)MC 

Conttibutioo =- Sales E)Variablc cost Or, C == S DVC 

Contribution =' Fixe<l cost + Profit Or, C = FC + P 

Profit == Conlribu1ion £>Fixed cosl Or, P == C f)FC 

Sales f)Va.riablc cost == Fixed cost + Profit OR S E>VC = FC + P 

Example: From the following information, find out the (a) Contribution, and (b) 
Amount of profit carocd du ting th~ year: 

Fixed cost · 5.00.000 

Variable cost 10 per unit 

Selling price 15 per unit 

Output 1,50,000 uwts 

Solution: 

(a) Calculation of contribution: 

Contribution = Sales t) MarginaJ cost 

Contribution = ( l ,50,000 x 15) D( l ,50,000 x 10) 

Contribution = 22,50,000 -015.00,000 

Contribution ===· 7,50,000 

(b) Calculation of ainou nt of profit: 

Profit = Contribution £)f ixed cost 

Profit = 7,50,000 DS,00,000 

P r ofit = · 2,50,000 

12.10 PROFlT~VOLUME (PN) RATIO 

The profit-vo\ume ratio, popularly known as the WV ratio, expresses the relation of 
contribution to sales. Th.is ratio is also known as contribution to sales or the marginal 
income ratio. The profi1-volume ratio is often expressed as a percentage and is a guide 
to the profit.ability of a business firm. Normally, Lhis ratio is expressed in perceotage. 
PN ratio is very imponaut io decision-making. lt can be used for t]1e calculation of 
BEP and i.o problems regarding profit sales relationship. 
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The formula for computing the PN ratio is given below: 

P/Y Ratio= Conttibution x. I00 
Sales 

Or,= ~ x LOO s 
P/Y Ratio::: Contribution perunit x 100 Or, 

Sell ingprice per unit 
Cpcrunit x] OO 

SP perunit 

To addition to above, the P/ V ratio can be expressed in the following further forms: 

P/V Ratio= Fixed cost+ Profit x 100 
Sales 

P/V Ratio = Sales 0Variable cost x I OO 
Sales 

Or = F + p >< 100 
' s 

P/V Ratio = Change in profit (in two periods) x 100 
Change in sales (in two periods) 

12.10.J Improvement of P/V Ratio 

Profit-volume ratio is Lhe function of sales and variable cosls. TI1crefore, an 
improvement of the ratio will mean increasing the gap between sales and variable 
costs. A comparison for P N ratios of different products can be made to find out which 
product is more profitable. Higher the PN ratio more will be the profit and lower the 
P/Y ratio, lesser will be the profit. P/Y ratio can be improved by: 

(i) Increasing the selling price per unit. 

(ii) Reducing direct and variabk costs by effectively utilising men, machines and 
materia ls. 

(iii)Altering sales mixture, i.e. , product having low P/V ratio will be substituted by a 
product with a higl1er ratio. 

12.10.2 Uses of Profit-Volume Ratio 

The profit -volume ratio is usually used lo ascertain the following: 

(i) To detennine the variable cost fo:r any volume of sales, 

(ii) To determine tl1e volume of sales required lo earn a given profit, 

(iii) To fix the selling prices, 

(iv) To Loc.11t: the break-even point and margin of safety, 

(v) To determine the volume of sales required for maintaining the present level of 
profit, if sell ing price is reduced, and 

{vi) To compute lhe prnfit whe:n margin of safety is given. 

Example: Calculate PN ratio from the following information: 

Sales - 50,000 

Marginal cost - 20,000 

Solution: 

Contribution = Sales DMarginal cost 

= 50,000 D20,000 

= - 30,000 



P/V Ratio Contribution " 100 
Sales 

= 30,000 >C J()() = 60% 
50,000 

Example: The following da1a are obtained from the records ofXYZ company: 

Sales 

Profit 

Calculate the P/V ratio. 

Solution: 

PN R.atio "" Chl!!!~_~ ofit x lOO 
Change 1n sales 

= 10,000 f)b_000 - xlOO 
1,00:000 E>90,000 

= k 000-.x I 00 = 20o/< 
10,000 ° 

12.11 KEY FACTOR 

First Year C) Second Year C) 
90,000 l,00.000 

8,000 J0,000 

Key factor is nothing bul a limiting factor or deterring factor on sales volume. 
pro<luctiou, labour, materials and so on. 

The limiting factor norm.ally differs from one to another. 

• Volume of sales: The limiting factor is that production of required number of 
articles. 

• Volumf! of protlu<:tio11: The limiting factors consist in adequa.tc supply of raw 
mate1ials, labour, and inability 1o sell the pro<l.uccd articles and so on. 

The limitins factors are studied in the light,; of the contribution. The limit ing factor is 
bearing th<.: inverse relationship witJ, the volume of contribution. To study the worth of 
the bustness propO.'ials among the limiting factors, tile contribution is considered as a 
parameter lo rank them one after another. 

Example: From the fo llowiog data, which product would you rccomm1::nd to be 
manufactured in a fac10ry, time being the key factor? 

.l'ar1irulars J>er unit or Product .I\. C) Per unit of Product .B (') 

Oircct Material 24 J4 

Oirccl Labour @ . I per hr. 2 3 

Variable overhead · 2 per hr. 4 6 

Selling price 
\ 

100 !JO 

Standnrd time 10 produce 2 Hours 3 Hours 
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The product is being chosen by the manufacturer based on the ability of generating 
higher contribution. The higher contribution leads to a better position for the firm. The 
worth of the product is being selected on the basis of following factors: 

Particulars Per unit of Product AC) Per unit of Product B () 

Selling price 100 110 

Less: Dirt:cl Material 24 14 

bircct Labour @ · I per hr. 2 J 
-

Variable overhead · 2 per hr. 4 30 6 23 

Contribution 70 87 

Standard time to pro<lu\;e 2 How~ 3 Hours 

Contribution per hour per product · 70(}. Hrs=· 35 . 87/3 Hrs=. 29 

from the above calculation, it is obviously understood that the finn is having higher 
contribution margin per hour in the case of product A over the other om:, and portrays 
the pcoduct A is better tl1an B. 

Example: The following particulars are obtained from costing records of a factory: 

Par!icul.aN Per uoic of Produce A() Per unit of Product BC) 

Direct Material · 20 per Kg 80 320 

Direct Labour @ • 1 0pt..-r hr. 100 200 

Variable overhead 40 80 
Selling prit.:e 400 1,000 

Total fixed OVCf'hcads . 30,000 

Comment on the profitability of each product during the following conditions: 

(a) In adequate supp ly of raw materiaJ 

(b) Production capacity is limite<l 

(c) Sales quantity is limited 

(d) Sales value limited 

The first step is to determine the contnbution per product. 

According lo tbe constraints given in the problem, contribution of two products should 
be compared. 

Particulars Per unit of Product A C ) Per unit of Product BC) 

Selling price 400 1,000 

Direct Material · 20 per Kg RO 320 

Direct labour @ · 1 Oper hr. 100 200 

Variable overhead 40 220 80 600 
,___. 

Contribution margin per unit 180 400 

Now the contribution per unit has found out with the help of above given information, 
the next step is lo study the contribution margin per unit to the tune of given 
constraints of the firm. 

(a) The first constraint is an adequate supply of tile raw material: The raw materials 
are considered to be precious due to insufficient supply to the requircmen1 of the 
firm. Having considered the scarcity of the raw material, the constraint in availing 
the raw material is denominated in tenn<; of ability of contribution generation. 



Par1iculan t'er unit of Product A C) Per unit of Prot111r t D C) 

Coo1ribu1ion margin per llllil 180 40() 

Conswnp1ion of raw matenal per 
unit 

. 80 . 320 = 16J{ 
Co~, of raw matenal per unil - o:-4 Kg,~ 

• 20 . 20 gs 
Cost of material per Kg 

Contribution per Kg . l *O = . 45 . 400 =. 25 
4 Kg.~ 16 K i;, 

II hi obviously understood that tl1e firm enjoys greater contribu.tion margin per kg. 
in I.he cast: of Product A during tbe scarcity of raw material thao 1bc product B. 

(b) Then the production capacity of the firm is subject to the availability of the labour 
an<l the hours normally consumed by them for the production of a single pwduct. 
Due to sborlage of the labour, the fmn should identify tbc product which requires 
lesser labour hours as weU as able to generate more contribution rn11rgin per 
labour hour. 

In lbe next step, contrihutiou margin per hour should be calculated as under: 

I' artlculars Per unit or Product A. C) Per uoit of Product D (') 

Cuntribulion margin per tmit 180 400 

Coosumption of Labour Hr... 

Cost oflnbour ~ r unit • JOO <= lO Hrs. . 200 
--=-20 Hrs . 

Cost of Labour per Hour 
. 10 . 10 

Conuibul.ioo per hr. of the product 
~-=. IR ~ = · 20 
10 Hrx. 20 Hr.~. 

TI1e contribution pei: hour is greater in lhe case of tbe product 13, considered to be 
as a hcrtcr product among the given. It means that the firm has better opportunily 
10 eam greater contribution in t11e case of product B than A. 

(c) The next one is lhat sale of the quanlities is the major lim.iling factor. It means th.al 
the vcudor finds somewhat ctifficulties in selling tbc articles. Wbilc cuo~ldcr.ing 
the difficulties io sclliog tb.c quantities, the fi rm sb.ould identify the product which 
is able to generate greater contribution. 

From lhe earlier calculation, it is clearly understood that, lbe product U js bearing 
greater value of conlribution margin per unit th.an the product. 

(d) [f the sales value is coosidercd to be a limiting factor, to chaos<:: one among the 
given products PV ratio is being applied as a mea5urc. 1t means that the sales 
value of the products is ignored for comparison in between them. To identify the 
better product, irrespective of the price, PV ratio shoul<l be applied. The PV ratio 
of lhe Product A & 1:3 is calculated as below: 

Profit volume ratio= Contribution x 100 
Sales 

For A== 45% 

For 8 = 40% 

The PV ratio is greater in the case of product A than B. Tbc product A has tu be 
chosen. 
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Marginal cost helps management to make decision involving consideration of cost and 
revenue. Basically, marginal costmg furnishes information regarding additional costs 
to be incurred if an adrutional activity is to be taken up or the saving in costs which 
may be expected if an activity is given up. T11is can be compared with the benefit 
expected from tlie proposed course of action and thus the management will be able to 
take the appropriate decision. 

D ecision-making describes the process by which a course of action is selected as the 
way to deal with a specific problem. A decision involves the act of choice and the 
alternative chosen out of the available alternatives. 

According to Heinz Weihrich aod Jfarold Koontz, "Decision-making is defined as 
the selection of a course of action.from among alternatives. " 

George R. Terry says, ·'Decision-making is the selection based on some criteria from 
two vr more possible alternatives. " 

According to Haynes and Masie, "Decision-making Is a cour.\'e of action which is 
consciously chosen for achieving the desired results. " 

The following are the important areas of decision-making or a pplications of marginal 
costing: 

I . Fixation of Price 

2. Decision to Make or Buy 

3. Selection of a Profitable Product Mix 

4. Decision to Accept a Bulk Order 

5. Closure of a Depart.meat or Discontinuing a Product 

6. Maintaining a Desired Level of Profit 

7. Evaluation of Performance 

1. Fixati.on of Price: Product priciog is a most important function of management. 
One of the purposes of cosl accounting is tile ascertainment of cost for fixation of 
selling price of product. Marginal cost of a product represents (be minimum price 
of the product. During normal circumstances, price of prodU<;t is based on full 
cost. The theory is that only those products should be produced or sold wl,icl.i 
make the largest contribution towards the recovery of fixed costs. The selling 
price fixation is also done under c.li fferenl circumstances. 

Example: PN ratio is 50% and the marginal cost oflhc produc1 is - 60. What will 
be the selling price? 

Solution: 

Variable co.st 
Selling Price= ----- 

( l 00 PN ratio) 

60 
(100-50%) 

= 6Q xlQ0 = - 120 
50 

Verification: PN Ratio Contribution x 1 00 OR = S - Y x 100 
Saks S 

= 120- 60xlOO 
120 

= GO xJOO = 50% 
L20 



2. Decision to Make or Buy: A business firm may make so.me produc1s, parts or 
tools or somclimes, it may buy rhe same thing from ou1Side. The managemeol 
must decide wbicb is more profitable to the business firm. [f 1he marginal cost of 
lbe product is Jowt:r Lbao the price of buying from outsjde. then the blL<;iness furn 
should make tbe product. 

Example: A Pen Manufacturing Company find-; that while it costs · 6.25 to make 
each component X 2730, the same is available in the market at · 4.85 each, with 
an assurance of continued supply. The breakdown of cost is: 

Raw matetial · 2. 75 each pen 

Direct wages 

Other variable costs 

Fixed cost 

• I . 75 e-dch peo 

· 0.50 each pe11 

· 1.25 each p 1..11 

6.25 each pen 

Should you make or buy'/ 

Solution: Variable 1,;ost of maoufacluriog is . 5 (' 6.25 £> l.25), but I.he market 
price is · 4.85. If 1he fixed cost o f · 1.25 is also added, it is not profitable t o make 
lhe component. Because there is a profit of · O. lS even in variable cost. it is 
profitable 10 procure pens from outside. 

3. Selection of a Projifab/e Product Mix; In a multi-product manufacturing 
organisation, a problem i.!i faced by the management as to which product mix or 
sales mix will give lhe maximum profit. Tl1e product mix which gives I.be 
maximum profit mu.st be selected. Product mix is lhe ratio in which various 
products a re produced and sold. 

The marginal cosliog technique helps the management in taking decisio us 
regarding cha aging the ratio of product mix wlucb gives maximum contribution or 
in dropping unprofitable product line. The _product which has comparatjvely less 
contribution may be reduced or discontinued. 

Example: Present the following information to sbow to the management: (i) the 
marginal cost of product and lhe contribution per unit, (ii) the total contribution 
and profits resulting from each of the following sales mixtures: 

Materials 

W ages 

Fixed cost • 2,000 

Type of Products 

X 

y 

X 

y 

Variable costs are allocated to products as 100% of wages 

Selliog price X · 20 

Y ' 16 

Sales mixrurcs: 

(a) 1,000 units of product X and 2:000 1uuts of producL Y, 

Per unit C) 
10 

9 

3 

2 
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(b) 1,500 units of product X and 1,500 units of product Y, 

(c) 2,000 units of product X and J ,000 units of product Y. 

Solution: 

(i) Statement of Marginal Cosl: 

Type of Products 

X C) y () 

Materials 

Wages 

Variable cost ( 100% of wage) 

Marginal Cost 

Selling price 

Less: Marginal cost 

Contribution 

(ii) Producl Mix Choice: 

Particulars 

Total sales 

Less : Marginal cost 

Contribution 

Less: Fixed cost 

Profit 

(a) • 

52,000()1 

42,00011) 

10,000 

2,000 

8,000 

10 

3 

J 
16 

20 

1§ 

:! 

(b)' 

54,000111 

43,S()(f' 

10.500 

2,000 

8,500 

(c) • 

56,000(11 

4s,00012i 

11,000 

2,000 

9,000 

9 

2 

2 
11 

16 

ll 
J 

Therefore, sales mixture (c) will give tJ1e highest profit and as such, mixture (c) 
can be adopted. 

Working notes: 

(1) (1,000 x 20 -t 2,000 x 16) = 52,000, ( l ,500 x 20 + 1,500 x 16) = 54,000, and 
(2,000 X 20 -i" 1,000 X 16) = 56,()0() 

(2) (1,000 x 16 + 2,000 x 13) = 42,000, ( l ,500 x 16 + l,500 x 13) = 43,500, and 
(2,000 X }6+ (,000X l3) =45,()()() 

4. Decision to Accept a JJulk Order: Large scale purchasers may demand products 
at less than the market price. A decision has to be taken uow wltetber to accept the 
order or to reject it. By reducing the normal sales price, U1e volucm: of output and 
the sales can be increased. If the sales price is below the lolal cost, rejection of the 
order is aimed at. 

lu marginal costing, the offer may be accepted, if the quoted sales price is above 
marginal cost, because of the reason that existing business contribution can 
recover the fixed cost and the margin of profits. In such cases, the contribution 
made by bulk orders will be an additjon to the profit. But the sales pri<.:e should 
not be less than the marginal cost. Moreover, it should not affect the normal 
market price. 



Example: ABC to indttstrial depression, a plant is running at present at 50% of its 
capacity. Tbe following details are available: 

Cost of Production per unit 

Materials 

Labour 

Variable cost 

Fixed cost 

Production per month in units 

To1al cost of production 

Sales price 

Loss 

. 2.5 

' 1.5 

' 3.0 

·_u 
. 8.5 

20,000 

1,70,000 

l.50,000 

' 20,000 

An exporter offers 10 buy 6,000 units per month al the rate of· 7.50 per unit and 
the company is reluctant lo accept the offt-i' for fear of increasing its already 
operating losses. 

Advise whether the company sbould accept or decline thls offer. 

Solution: 

ParticulAN Existing (20,000 Offer (6,000 
units) C) units)O 

(a) Sales 1,50,000 45.000 

(b) Margin:il CO'\I : 

Matcnals @ 2.5 per unit 50,000 15,000 

Labour @· 1.5 per unil 30,000 9,000 
Varidble co,,1 @ · 3 per unit 60,000 18,000 

To1al M11rginal C~t 1,40,000 42,000 

Contribmk'l'I (11 E>b) 10,()(){) 3,000 

Less: fixed c.os1 30.000 -
ProfililAs ~ 20,000 3.000 

Tot•I C) 

1,95,000 

65,000 

39,000 

78,000 
1,112,000 

13,000 

30.000 

~ 17,000 

TI1e firm musl accept lht: offer, because the amount of loss slands reduced from 
' 20,000 to ' 17,000. 

5. Closure of a Department or Discon1i11ui11g a Product: Marginal costing 
technique shows Lhe contribution of each product to fixed cost and profit. rr a 
department or a producl coutributcs the least amount, then the deportment can be 
closed or its p roduction can be discontinued It means the product wbicb gives a 
higher amount of contribu1ioo may be chosen and the rest should be discontinued. 

Example: Tbe records of Rajcsll Limited which bas three departmenlc; give the 
following .figures: 

Particular) Ocpanmcnt X Department Y ~part.meot Z Tohll Amounl 
0 () () n 

Sales 15.000 19,000 23,000 57,000 

Marginul cos1 14,0UO 7,000 17,000 311,000 

Fixed cost 3,000 4,000 11 ,000 18,000 

Total cost 17,000 I L,000 28,000 56,000 

Profit/Loss (~ 2,000 (+) 8.000 (~ 5,000 (+) 1.000 
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The management wants lo uiscoo1inuc product Z immediately as it gives the 
maximwn loss. How would you advise the management? 

Solution: 

Statement of Marginal Cos( 

"Particulars XC) YO Z() Total (') 

Sales )5,000 19,000 23,000 57,000 
Le.~s : Margi oat cos I 14,000 7,000 17,000 38,000 

Cootrihuuon 1,000 12,000 6,000 19,000 
Fixed cost 18,000 
Profit 1,000 

Department Z gives a contribution of · 6,000. [f department Z is closed, then it 
may lead lo further loss. Therefore, Z will be continued. 

6. Maintaining a Desired Level of Profit: A manufacturing organisation has to cut or 
reduce prices of its products from time to time due to competition, government 
policies and other reasons. Tbc contribution per unit on account of such cutting is 
n:<luced wbile tl1c organisation is interested in maintaining a minimum level of its 
profits. Marginal costing technique can ascertain how many units have to be sold to 
.maintain the same level of pro/its. According to Charles, "When desired profits are 
agreed upon: their altainability may be quickly appraised by computing the number 
of units that must be sold to secure the wanted profits. The computation is easily 
made by dividing the fixed costs plus desired profits by the contribu1ion margin per 
unit." 

Sales are required 10 earn a desired profit: 

Sales (in . ) = Fixed cost+ Desired pro Cit OR= F + P 
P/Vratio PN 

F ixcd cost+ Desired profit OR= F + P Sales (in units) = ------~--
Contribution per unit C 

Example: 

Sales 20,000 uniL<; @ · 20 per uni! 

Vadable cost 

Fixed cost 

' 10 per unit 

1,50,000 

Find out the sale.<1 for earning a profit of' 1,00,000. 

Solu1ion: 

Sales to earn a proti1 of · \,00,000: 

-= Fixed cost + Desired profit 

Contribution 

l,50,000+ 1,00,000 x4 OO OOO 
2,00,000 ' ' 

= 2,50,000 ><4 00 000 
2,00,000 ' ' 

= · 5,00,000 

1. Evaluation of Performance: Marginal cos1ing helps the management in 
measuring the perfonnance efficiencies of a department or a product line or sales 
divis·ion. The department or the product or sales division wbich gives tbe highest 
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PIV ratio will be the most profitable or that is having 1he highest performance 
cfficieocy. 

12.13 APP LI CA TJON OF MARGINAL COSTING 

Marginal cos1ing technique .helps management in several ways. TI1ese are discussed 
below: 

I. Profit Pla1111ing: There are four important ways of improving tbe prnfil 
perfonnance of a business: (i) increasing the volume, (ii) increasing lhe selling 
price, (iii) decreasing variable cost, and (iv) decreasing fixw costs. Profit planning 
is ihc planning of future operations so as to attain maximum profit. The 
cootributioa ratio shows the relative profitability of various sectors of business 
whenever there is a change in the selling price, variable cost etc. 

2. l11troductioll of a New Product: Sometimes, a product roay be addt:d to the 
exisliug lines of products with a view to utilise idle fuciliti<-'S to capture a new 
mark.el or for any other puq,ose. The profitability of this new product has 10 bt: 
found out initially. Usually, lhe new product will be manufactured if it is capable 
of contributiog something toward fixed costs and profit after meeting its variable 
costs. 

3. Level of Activity P/1u111i11g: Marginal costing is of great heJp while planning Ille 
lt:vel of activity. Maximum contribution at a particular level of activity wiU show 
the position ofroaximum profitability. 

4. Prici11g Decisio1t'i: Marginal costing techniques help a fum to decide aboui the 
prices of variou.<: products in a fairly easy manner. 

5. Accepting Foreign: Order Marginal costing technique can also be used lO tak.c a 
decision as lo whether to accept a foreign offer or not Tbe speciatity of thl~ 
siruation is that normally foreign order is requiring the manufacturer to supply rbc 
product at a price lower thao the inland selling price. Here the decision is ta.ken by 
comparing Lbe marbrinal cost of the product with the foreign price offered. ff the 
foreign order o ffers a price hlghcr than the marginal cost then the offer can be 
accepted subject to availability of sufficient in.stalled production capacity. 

Check \"our Progress 

f iU io \he blanks: 

I. _____ is measured by deducting fixed costs from the total 
contribution. 

2. Under marginal costing, selling pnce is fixed oo the basis 
of -----

3. Thi:: element of cost can be written in the form of ao equation is lcoown 
as -----

4. The profit-volume ratio is often expressed as a ____ _ 

5. A _____ involves the act of choice and the alternative chosen out 
of the available alternatjves. 

6. ____ expens~ are expenses that are directly related to productinn or 
operatfon. 
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• Marginal costing is one of the speciaJ techniques of costing used for analysis and 
jn(erpreting cost data for the purpose of assessing the profitability of the products, 
departments and cost centres. Economists define marginal cos! as lhe additional 
cost of producing one additional unit of product. This shall include an element of 
fixed cost also. 

• Marginal cost is the amount by which total cost changes when there is a change in 
output by one unit. In marginal costing, only variable costs are charged to cost 
units. Variable cost is one which tends to vary directly with the volume of output. 

• In marginal costing, a differentiation is made between tl1e fixed costs elements 
and the variable costs elements. No oll1cr category of costs is taken into 
consideration. Sometimes a decision bas lo be made whether lo manufacture a 
component or a product or to buy it readymade from the market. The decision to 
purchase it would be having ta.ken if the price paid recovers some of tht: fixed 
expenses. 

• Under marginal costing, selling price is fixed on the basis of contribution. fn case 
of cost plus contract, it is very difficult to fix price. Cost-volume-profit analysis is 
a part of marginal costing. The cost-volume-profit analysis is the analysis of three 
variables, viz., cost, volume and profit. 

• In cost-volume-profil analysis, an attempt is made to measure variations of 
various costs and profil with the volume. The clement of cost can be writku in the 
form of an equation. This equation is known as Ooarginal cost equation() The 
important element of the margioal cost equation is the <aontribution6faetor which 
is resulted from the sales value after deduction of variable costs. 

• The profit-volume ratio, popularly known as the PN ratio, expresses the relation 
of conu·ibution to sale.~. The marginal costing tc.:chnique helps the management in 
taking decisions regardiog changing the ratio of product mix which give~ 
maximum contribution or in dropping unprofitable product line. 

• Marginal costing technique shows the cont1ibu1ion of each product lo fi.x.e<l cost 
and profit. Marginal costing technique can ascertain bow many units have to be 
sold lo maintain the same level of profil~. Marginal costing helps the managero~ut 
in measuring the performance efficiencies of a department or a product line or 
sales division. 

12.15 LESSON END ACTIVITY 

Critically examine how marginal costing is a useful tool to management? 

12.16 KEYWORDS 

Marginal Cost: The amount of any given volume of output by which aggregate 
variable costs are changed if the volume of output is im,-rcased by one unit. 

Marginal Costing: Marginal costing is not a special method of costing but is an 
application of the existing methods in such a way that costs arc presented in a 
particular form by segregating fixed and variable costs. 

Contribution Margin: Co11t11lmtion margin of a product is the difference between the 
selling price and its variable cost. It is obtained by subtracting marginal cost from 
sales revenue of a given activity. The differmce between sales revenue and variable 
cost is called contribution since it contributes towards fixed expenses and profit of lht:: 
entire business. 



P/V Ratio: Tbe profil-voluroe ratio is the cootribution expressed as a percentage of 
sale:,. 

Cnlt-Volume-Profit (CVP) A11alysb;: It helps management io finding out the 
relation.ship of cos1s and rt:veoues to profit. 

Varia11ces: Variances arc the differences between expected an<l actual results, 
allowing us to prepare operating slatements, which help reconcile acrual profit with 
budgeted profit or cootdbutioo. 

Direct Expe1tses: These expenses are directly related lo production or operation. 

Marginal Cost: lt is a change occurred in the cost of operations due to change in the 
level of production. 

Fixed Cost: Jt is a cost which is fixed or remains the same for irrespective level of 
production. 

Variable Cost: lt varies along with tbe level of productinn. 

Kl-')' Fact,or: Fuctor of influence on the component of coutribution. 

Desired Profit: lt is a pcofit level desired by tl1e firm to earn a1 the given level of sales 
volume. 

12.17 QUESTIONS FOR DISCUSSION 

I. Whal do you mean by marginal cm.ting? 

2. Explain I.he main features of marginal costing. 

3. Discuss tbe meaning, advaotages aod disadvantages of marginal costing. 

4. <Marginal cosling is essentially a technique of cost analysis and cost 
prcseotation.6 Discuss the stalemcnl with reference to allvantages and licnitations 
of margioal costing. 

5. Distinguish between marginal costing and absorption costing. 

6. Explain the following terJns: 

(a) Contribution 

(b) P/V Ratio 

(c) Angle of incidence 

7. Elucidate the key factor analysis. 

8. What is presentution of cost data? 

9. Whal are the lcey implications of marginal costing? 

l 0. W11at are the objectives of cost-volume-profit analysis? 

Check Your Progress: Model Answer 

1. Profit 

2. Contribution 

3. Marginal cost equation 

4. Pcrcenlagc 

5. Decision 

6. Direct 
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13.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Define break-even aualys;s 

• Discuss the various methods of calculating break.-even analysis 

• Highlight the advantages and drawbacks of break-cv1.,'11 analysis 

• Describe break-even models and planning for profit 

• Understand the concept of margin of safety 

• Compare and contrast marginalJdirecl costing and absorption costing 
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The need for a decision arises in business because a manager is faced with a problem 
and altemat1ve comses of action are available. A manager has lo Lalce different 
decisions like make or buy, continue or shut down, etc. to make the maximum profit. 
In deciding which option lo choose he w,ll uced all the information which is relevant 
to bis decision; and he must have some criteiia on tl1c basis of which he can choose 
the best alternative. Some of the factors affecting the decision may not be expressed in 
monetary value. Hence, the manager will have to take 'qualitative' judgcmeots, e.g., in 
deciding which of two personnel should be promoted to a managerial position. A 
'quantitative' decision, on ll1e other hand, is possible when the various factors, and 
relationships between them, are measurable. 

13.2 BREAK-EVEN ANALYSIS 

Break-even analysis examines the relationship between the total revenue, total costs 
and total profits of the firm at various levels of output. Tl is used to detennine the 
sales volume required for the firm to break-even and the total profits aotl losses 
at other sales level. Break-even analysis is a method, as said by Dominick Salvatore, 
of revenue and total cost functions of the firm. According to Martz, Curry and 
Frank, a breaJc-even analysis indicates a! what level cost and revenue are in 
equilibrium. 

In case of break-even analysis, the break-even point is of particular importance. 
Break-even point is that volume of sales when: thi;: furn breaks even, i.e. tbe total costs 
equal total revenue. [t is, therefore, a point where loss~ cease to occur wb.ile profits 
have not yet begun. That is, it is the point of zero profit. 

Fixed Costs 
BEP=----------

Selling price 0Variable cost<; per unit 

Fixed C',0sts (' I 0,000) 
For example,= -----------------'--------

Selling price C 5 per unit)- Variable custs C 3 pct uoil) 

- 10.000 . 
Therefore, BEP == · == 5,000 units. 

5£)3 

Toe conclusion that can be drawn from the c1bove example is that sales volume of 
5000 units will be the accurate point at which Lhe manufacturing unit would not make 
any loss or profit. 

13.2.1 Uses of Break-Even Analysis 

Break-even analysis is generalisi.:d approach for dealing with a wide variety of 
quest.ions associaled wilh profit planning aod forecasti.ug. 

Some of the important practical applications of breaJc-cveo analysis are given below: 

• What happens to overall profitability when a new product is introduced? 

• What level of sales is needed to cover all costs and earn, say, 
· 1,00,000 profit or a I 2% rate of return? 

• What happens to revenues and costs if the price of one of the produds of a 
company is hanged? 
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• Wllal happens to overall profitability if a company purchases new capital 
equipment or jncurs higher <>r lower fixed or variable costs? 

• Bctwceo two alternative investments, which one offers the greater margin of profit 
(safely)? 

• Whal are rhe revenue and cost imp licatioos of changing the process of production? 

• Should one make, buy or lease capital equipment? 

13.2.2 Assumptions of .Break-Even Analysis 

Tlie break-cveo analysis is base<l oo certain assumptions. :namely: 

• A fl costs arc either pcrfcctly va1iable or absol_utely fixed over the entire period of 
produclilm but this assumption does not hold fair in practice. 

• The volume of prouuctioo aod the volume of sales are equal; but in realily they 
<.Jiffc..T. 

• All reveuues a.n:: perfectly variable with the physical volume of production and 
this assumption is not valid. 

• The assumption of stable product mix is unrealistic. 

13.3 METHODS OF CALCULATING BREAK-EVEN 
ANALYSIS 

ll1e break-even analysis cau be perfor med by the following two methods: 

I . Break-Even Charts 

2. Algebraic Method 

13.3.l Break•Rven C hart 

The difference bctweeo Price and Average Variable Cost (P-A VC) is defined as 'profit 
contribution'. Thctt is, rt::Venue 0 11 the sale of a unit of output after variable costs arc 
covered represcnls a conlribution towards profit. At tow rates of output, lho firm may 
he losing money bcca11se fixed cost,; have 001 yet been covered by lbe profit 
contribution. Tlws, at these low rates of output, profit contribution is used t.o cover 
fixed costs. After Gxed costs arc covered, the firm ½-ill be carniog a profit 

A .manager may want to know Uie ouiput rate necessary to cover all ftxed costs and lo 
e.tru a ''required" pr(>fit of R. Assume that both price and variable cost per uoit of 
output (AVC} aro constant. Profit is equal to total revenue (P.Q.) less the sum of total 
variable costs (Q.TVC} and fixed costs. Th.us 

1t1t = PQ DI (Q. A VC) + FCl 

1tR = TR DTC 

The break-even chart s hows !be extent o f profit or loss to the firm at different levels of 
activity. A break-even cha11 may be defined as an ana1ysis in graphic form of the 
relationship of production and sales to profit . The break-even analysis uti lises a break
even ch.art in whicJ1 the Total Revenue (TR) and the Total Cost (TC) curves are 
represented by straight lines, as given in Figure l3. l. 

2!1l 
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Cost, 
Revenue 
Prioe C> 

D 

() 

Break-even point 
Profit 

Q, 

Figure 13.1: Break Chart Even 

TR 

TC 

Variable cost 

Fixed cost 

Quantity (Q) 

lo the figure total revenues and lolal costs are plotted on the vertical axis whereas 
output or sales per lime period are plotted on the bori7.ontal axis. The slope of the TR 
curve refers to the constant pric.:e al which the fiml can sell its output. The TC curve 
indicates Total Fixed Costs (TFC) (the vertical intercept) and a constant av<.-,agc 
variable cost (the slope of the TC curve), Th.is is often the case for many firms for 
small changes in output or sales. The:: ftrm breaks even (with TR= TC) at Q1 (point B 
in the figure) and incurs losses a! smaller outputs wl1ile earnings profits at higher 
levels of output. 

Both the Total Cost (TC) and Total Revenue (TR) curves are shown as linear. TR 
curve is linear as it is assumed that the price is g.ive.o, irrespective of the output level, 
Linearity of TC curve results from tb.e assumption of constant variable costs. 

lfthc assumptions of constant price and average variable cost are relaxed, break-even 
analysis can still be appuc<l, a1U1ough the key reJatiou ship (total revenue and tolal 
cost) will not be linear functions of output. Non-linear total revenue and cost functions 
are shown in FiguJe L3.2. The cost function is conventional in the sense tbat at first, 
costs increase but less than in proportion to outpul and then increase more than in 
proportion to output. There are two break-even points D L and M. Note that profit 
which is the vertical distance between the total revenue and total cost functions, 1s 

maximised at output rate Q*. 

Of the two break-even points, only the fost, corresponding to output rate Q 1 is 
relevant. When a firm begins production, management usually expects to incur losses. 
But it is important to know at what output rate the fhm will go from a loss to a profit 
situation. Io Figure 13.2, the firm would want to get to the break-evt.'11 output rate Qi 
as soon as possible and then of course, move to the profit maximising rate Q*, 
However, the finn would not expand production beyond Q* because this would result 
in a reduction of profit 



Revcouc 
Cost 

0 

D 

TC 

Q, 

Total revenue 

TFC 

}l.ale of 
output (Q) 

Figure l 3.2: Non-Linear Total Revenue and Cost Functions 

Contribution Margin 

ln the short run, where many of the firmsOcosts are fixed, businessmen are often 
inten.:sted in determining the contribution additional sales make towards fixed costs 
and proiits. Conlribution analysjs provides this information. Total contribution profit 
is define<l as the diffen.'Jlcc between total revenues and total variable costs, which 
equals price less average variable cost on a per UJlil basis. Figure 13.3 higl1ligbts tbe 
meaning of couldbution profit. Total contribution profit, it can be seen below, is also 
equal lo total net profit plus total fixed costs. 

Revenue 
&CO<\I 

0 

i 

0 

Drcak-cven 
point 

Pro61 

TC 

Variable i;ost 

Total Contributio11 
Profil (fCI') 

Output (Q) 

Figure 13.3: Total Contribution Profit Calculation Graphical Representation 

Contribution profit analysis provides a useful fonuat for examining a variety of price 
and output decisions. 

As is clear from Figure 13.3, Total Contribution Profit (TCP) :.c Tota.I revenue (TR) 0 
Total varia·blc cost (TVC). 

2~3 
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= Tolal Net Profit (TNP) + Total Fixed Cost (TFC) 

Therefore, if TNP = 0 then, TCP = TFC. This occurs at break-even poi.lit. From the 
above equation it is also clear tbat 

TR = TCP +TVC 

= (TNP + TFC) + TVC 

Total Contributiou Profit (TCP) 

= TR OTVC 

= Net Profit + Fixed Cost 

13.3.2 Algebraic Method 

Brcak-cY1.,i1 analysis can also be performed algebraically, which is <liscussed as below. 
Total revenue is equal to the selling price (P) per unit times the quantity of output or 
sal~ (Q). That is: 

TR = (P). (Q) 

Total costs equal total fixed costs plus total variable costs (TVC). Since TVC is equal 
lo the average (per unit) variable cost (A VC) times the q11autily of output or sales, we 
have 

TC = TFC + TVC 

or, TC = TFC + (A VC). (Q) 

Setting total revenue equal to total costs and substituting QB (the break even output) 
for Q, we have 

TR = TC 

(P). (Qn) = TFC + (A VC). (Q.u) 

Or, TFC = P. (Qu) O (AVC) (Qu) 

TFC = Q8 . (P OAVC) 

TFC TFC 
Qn (the break-even output) = ---- = --

(P - A VC) ACM 

The denominator in the above equation (i.e., P DA VC) is t.:alle<l the cootributioo 
margin per unit (ACM) because 1t represents the portion of the scUing price that can 
be applied lo cover the fixed costs of the firm and lo provide for profits. 

13.4 ADVANTAGES AND DRAWBACKS OF BREAK-EVEN 
ANALYSIS 

The a<lvanlages and drawbacks of break-even analysis a re given below: 

13.4.1 Advantages of Break-Even Analysis 

The main advantages of using break-even analysis in managerial decision-mak.iug can 
be discussed as following: 

• It helps in determining the optimum level of output below which it would not be 
profitable for a firm to produce. 

• 1t helps in determining the target capacity for a furn to get the benefit of minimum 
unil cost of production. 



• With the help of the break-even analysis, the firm can determine minimum cost 
for a given level o f output. 

• ft helps the finns in tleci<ling which prnducts are to be produced and which are to 
be bought by I.he finn. 

• Plant expansion or contraction decisions are often based on Lhe break-even 
analysis of the perceived situation. 

• Jmpact of changes in prices and costs on profits of tht.: firm cao also be analysed 
with the help of break-even technique. 

• Sometimes a management bas to take decisions regarding dropping or adding a 
product to the product line. The break-even analysis comes very handy iu such 
situations. 

• It evaluates tbe percentage financial yield from a project and thereby helps w the 
choice between various alternati vc projects. 

• The break-even analysis can be used in finding the selling price w.hich would 
prnve mosl profitable for the firro. 

• ily finding out lhe break-even point, lbe break-even analysis lu:lps Ill establishing 
the point wherefrom the firm can stan payment of dividend toils sbareboldc.,-rs. 

13.4.2 Drawbacks of Break-Even Analysis (BEA) 

This analysis will be useful only in situations relatively stable and slow moving rather 
thao volatile and erratic ones. In conditions when proper Jl'lauagerial accounting 
techniques and procedures are maintained, U1e BEA will be useful. l n a particular 
period co ts are affected not by lhe output of that period but due to past oulput or a 
preparation fur future oulpuL As such the l3EA cannot pi.u down lbat cost is the result 
of output of a particular period. It is difficult to deal with selling cosls under the 
framework of BEA because changes i.o selling costs arc a cause to bring out changes 
in output and oot Lhe rcsull of output sales. In the real world, perfect competition is 
very rare and as such it is necessary to make calculations at cliffercnt time periods. Tbe 
relatio11ship between cost. revenue and volume ( output) is realistic only over narrow 
ranges of output and for lu11g ranges. lf loo many products and too marly plants are 
grouped together in a productive process, the BEA cannot identi fy wh.ich is good or 
wltich il; bad, since all are grouped together. TJ1e BEA assumes that profits are tbe 
result of output but iguon-s that other factors like technological changes, improved 
management and variations in the proportions of fixed factors are also possible for 
profit,;. 1n spite of these, BEA is an important tool in decision-maki11g. 

13.5 THREE ALTERNATIVES 

The break-even point may now be computed ia one of the IJu-ee different but 
interrelated ways. To illustrate, assume !bat a factory can produce a maximum of 
20.000 units of output per m onth. These 20,000 units can be sold al a price of · I 00 
per unit. Variable cost.,; are · 20 per unit and the total fixed costs arc · 2,00,000. 

TFC 
l. By direct application of lhe equation, Q8 = ---

(P -AYC) 

- 2,00,000 ""' 2500 units 
· 100 - ' 20 

In order: to verify th.is, we could simply compute the TR and the TC when oulput 
equaJs 2500 units 
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TR= p X Q 

100 X 2500 

. 250,000 

TC= TFC+ Q(AVC) 

= c200,ooo) + (2500) C 20) 

· 250,000 

2. By modification of the equation above when one is lo deternrine the break-even 
measured in terms of rupee sales 

TFC TFC 
Q8 ~P-AVC 

1
_AVC 

p 

or 

( 
TFC ) SB = P.QR = --- .P 

P-AVC 

TFC 

( AVC. QB\ 
1-l P.QB ) 

TFC s =----

u 1-(TTVRC) 

or, 

... (I) 

... {2) 

where S8 is the break-even sales level. The denominator, l f) ( ~~C), provides a 

measure of the contribution made by the product to recover fixed costs. For 
example, the break-even level in rupee sales is: 

S = . 2,00,000 = . 2 50 000 

II 1-Ct~) , ' 
That is, the same result which can be obtained by multiplying the break-even 
quantity by unit price. In equation (1 ), the contribution margin is calculated on a 
per unit basis from the ratio of A VC lo price. In equation (2), the contribution 
margin is calculated on a total sales revenue basis from the ratio of TVC to TR. 
The ratio is the same in each case and in both the situations the calculated ratio is 
subtracted from the equation, Q8 (P 0 A VC) = TVC, to yield the percentage of 
revenue that contribu tcs to recovery of fixed costs or overheads. 

3. In order to determine, the break-even point in terms of percentage utilisation of 
plant capacity(% B), (or load factor to be achieved) the equation: 

TFC TFC 
Q11 = (P _ AVC) = -A-C-,M- has to be modified as 

% 8 = TFC xl00 
(P-A VC) x Q(cap) 

where, Q (cap) is the maximum capacity of the plant expn.,-sscd Ju units of output. 



% B = . 2,00,000 x I 00 
C I 00 - · 20) 20.000 

= 12.5%. lb.is wdicates that the firm can in hreak even by using only 12.5% of its 
capacity. 

Example: Indian Airlines has a capacity to carry a maximum of 10,000 passengers per 
month from KoJkata to Guwabali at a fare o( · 500. Variable costs are ' 100 per 
passenger, and ftxed costs are · 3,00,000 per month. How many passengers should be 
carried per mont.b to break e ven? What load factor (i.e., average percentage of seating 
capacity filled) must be reached to break even? 

Solutio11: 

PDAVC = · 5000' JOO = · 400 

Q (.P ) 
· 30,00.000 

11 assengers =: • 
400 

= 7,500 pa.s;scngcrs 

The break-even sa]es value 

Q = · 30,00,000 = · 30,00,000 

u 1-( '_!Q_~) 0,8 
· 500 

= · 37,50,000 

13.6 BREAK-EVEN MODELS AND PLANNING 
FOR PROFIT 

Tl1e break-even point represents the volume of sales at which revenue equals 
expenses; that is, at which profit is zero. The bTe.ik-evcn volume is arrived at by 
dividing fixed costs (costs that do not vary with output) by the contribution margin p"-r 
unit, i.e. selling price minus variable costs (costs that vary directly with output). In 
certain situations, and esp1.-'Cia1Jy in the consideration of multi-products, break even 
volume is measured in tern1S of rupee sales value rather than units. This is done by 
dividing the fixed costs or overheads by the contribution margin ratio (contribution 
margin divided by se lling price). Generally, in Lbese types of computations, the 
desired profit is added to the foc ed cos ts in lbe numerator in order to ascertain the sa les 
volume necessary for produ<.:ing the target profit. 

If management plans for a certain profit, then revenue needed to cover all costs plus 
the desired profit is 

P. Q = TR = TF C + A VC x Q + Profit 

and 
Q == TFC + Profit 

R p - AVC 

TFC + 1t TFC + re 
or QB == p _ A VC ""' ACM where, p = Profit. 

and 
TFC+ 1t 

- ( ~~c) 
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TFC -t n 

(P - AVC) (Q(cap)) 

Thus, in the example used above, 

Q cap 20,000 

p ' JOO 

AVC = ' 20 

TFC · 200,000 

QB 2500 units 

Su = . 250,000 

%B 12.5 

If the management now wants 1o eam a 1arget profit of · 50,000, then we get new 
levels ofQ13 = 321,500 and% B = 15,625. If we add this target profit to the fixed costs 
we see that the break-even levels of all three factors we increased. The infonnation in 
this example could be extended so as to make provisions for such factors as payment 
of taxes or for payment of any other fixed obligations 1l1at might be associated with 
the fixed costs (such as interest payments on bonds or debentures used to finance an 
investment). 

13. 7 MARGIN OF SAFETY 

Margin of safety is the CXCl'SS volume of sales over the break-even sales. It . is 
highlighted in the form of absolute sales or in percentage. It is the difference in 
bet ween the actual sales and break even sales. It elucidates the extent in which sales 
can be reduced without incurring a loss. 

Margin of Safety = Actual Sales DBreak-evm Sales 

(or) 

"" Profit/PV ra1io 

The greater the margin of safety leads to soundnr.:ss of the firm's business. 

It is important that there should be reasonable margin of safety otherwise a reduced 
level of activity may prove disastrous. The soundness of a business is gauged by the 
size of the margin of safety. A low margin of safety usually indicates high fixed 
overheads so that profits are not made until there is a high level of activity to absorb 
fixed costs. 

A high margin of safety shows that break-even point is much below the aclual sales, 
so that even if there is a fall in sales, 1here wil I still he a point. A low margin of safety 
is accompanied by high fixed costs, so action is called for reducing the fixed costs or 
increasing sales volume. 

The margin of safety may be improved by taking the following steps: 

(i) Lowering fixed costs. 

(ii) Lowering variable costs so as to improve marginal contribution. 

(iii) Increasing volume of sales, if ll1crc is unused capacity. 

(iv) Increasing the selling price, if market conditions pennit. 

(v) Changing the product mix as to improve contribution. 



Example: From the following information relating to Quick Standards Ltd., you arc 
required co find out (i) PV ratio, (ii) Break-even point, (iii) Margin of safety and 
(iv) Calculate lbt: volume of sales lo cam profit of · 6,000. 

Total Fixed Costs 

Total Variable Cost 

Total Sales 

· 4,500 

- 7,500 

· 1s,ooo 
First step to find out tht: contribution volume 

Sales · 15.000 

Variable Cos1 · 7,500 

Contribution · 7,500 

Fixed Cost - 4,500 

Profit ' 3,000 

(i) Second step to dt:lcrmine the PV ratio 

Py . Contribution 100 7,500 100 SO¾ rauo = -----x = --x = o 
Sales 15,000 

(ii) Third step to find out th<: break-even sales 

Fixed cost 
Break-even sales = ---

PV ratio 
4, 500 =9 000 
50% ' 

(iii) Margin of safely can be found out in two ways 

(a) Margin of Safety-=- Actual sales DDrea.k-even sales 

= · 1s.oooo· 9,ooo= · 6,000 

. Profit · 3,000 
(b) Margin of Sa fcty = ---= - -'--- = 6,000 

PY ratio 50% 

(iv) Sales r~quired to earu profit = · 6,000 

To dek-r1uioe the sak s volume to earn desired level of profil 

Fixed Cos\ ... Dt:.Sired Profit 

PV ratio 

= . 4 ,500 -t- : 6,000 =. 21 000 
50% ' 

Example: 

Break even sales 

Sales for lhe year 198'7 

Profit for the year 1987 

Calculate: 

· 1,60,000 

' 2,00,000 

. 12,000 

(a) Profit or loss on a sale value of' 3,00,000 

(b) During J988, it is expected that sclliog price will be reduced by 10%. Wl1a1 should 
be the sale if the compaoy desires to earn the same amouol of profit as in 1987? 
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The major aim to compute fi xed expenses 

In this problem, lht: profit volume is given which amounted · 12,000 

Profit= Contribution 0Fixed expenses 

From tbe above equation, the volume of contribution has only to be found out. 

To fiod ou1 the volume of contribution, the PY ratio has to be found out 

Hcfore finding oul the PY ratio, the marg in of safely should be found out 

Margin of safety = Actual :-;ales DBreak-even sales 

= · 2,00,000 ff 1,60,0UO = · 40,000 

Another formula to find out the M argin of safety is as follows: 

. Profit 
Margm of safety = ---

PV ratio 

.PV ralio = Profil ___ ·_l_2,_0_0_0 = 30% 
Margin or safety · 40,000 

What is PV ratio? 

Pv 
. Contribution 

0 raho = -----x l 0 
Sales 

30
% = Contribution 

. 2,00,000 

Contribution=· 2,00,000 x 30% = · 60,000 

Now with the help of the available informal.ion, the fixed expenses to be found out 
from the illustrated formula. 

Fixed expenses= Contribution 0Profit = · 60,000 0 ' 12,000 == • 48,000 

The next OJlC i., to find out the coJTes ponding variable cost. The variable cost could be 
found oul with lhe help of the following form11la: 

Sales :0Variable cost= Contribut1on 

· 2,00,000 f) · 60,000 = Variable cosl = · 1,40,000 

(a) P rofit or loss on the saJe value of · 3,00,000 

For a sale value of · 3,00,000. what is the conlributioo? 

Contribution for · 3,00,000 sale= · 3,00,000 x 30% = · 90,000 

P rofit or Loss = Contribution f) fixed expenses = · 90,000 0 ' 48,000 =' 42,000 
(Profit) 

(b) Sales to be found out to earn same level ofprofi1 

Sale value reduced 10% from the actual 

. 2,00,000 0- 20,000 

Variable cost 

Contribution 

1,80,000 

l,40,000 

40,000 

For the new level of saJe volume in rnpees, the new PV ratio has to be fouud out 

Pv . Contribution OO · 40,000 lOO 2 T' ratio= -----x I = ----"--- x = - 1mes 
Sales · 1,80,000 9 



TI1e next importaot step is lo detennine the volume of the sales to earn tl1e desired 
level of profit 

= Fixed expenses + Desired level profit 

PV ratio 

. 48,000 + . J 2,000 
= 2/9 · 2, 70,000 

13.8 DISTINCTION BETWEEN MARGINAL/DIRECT 
COSTrNG AND ABSORPTION COSTING 

Since the closing s101.:ks do oot have any element of fixed costs, profit shown by 
marginal costing technique may be different from tliat shown by absorption cMting. 
When tl1c cn1irc stock is sold, tJ1crc is no inventory, i.e. neither there is opening nor 
will closing stock, the profit revealed by both the methods be same. Dul when sales 
and production are out of balance, difference in net profit is re_[lorted. When 
absorptk>n costiug ii; applied, lhe fixed manufacturing costs are shifted from ont, ytmr 
to another year as a part of the inventory cost, i.e. stock. If a company produc~s more 
lhan it sells in a gjv1...11 period, not all of the current manufacturing overheads will be 
deducted from sales. i.e. closing s tock will include a portion of fixed overhec1ds. lo 
other words, io absorption costing, inventory will be valued at a hjgher figure; 
therefore, profit wiU be more as revealed by absorption costing tl1an marginal costing. 
Hence, profits will not necessarily increase with an increase in sale value. TJ1e po~ilioll 
will be reverse, in case a company produces less than it sells in a given period. Tl1us, 
marginal costing can produce a oet profit figure which is similar tbao or greater thun 
or equal lo the net profit as sbowo under absorpl.ion costing. 

The differences between absorpriOil costing and marginal costing are given below: 

• In absorption costing, items of stock are accumulated as cost to include a Oair 
sl1aJ"eO of fL'<ed production overhead, whereas in margrnal costing, stocks arc 
valued at variable production cost only. The value of closing stock will be bighcr 
i_o absorption costing tl1an in margina] costing. 

• A.,:, a cous~queoce of carrying forward an element of fixed production overh1::ads 
io closing sto1.:k vulucs, the cost of sales used to determine profit iu absorption 
costing will: 

-> Include some fixed production overhead costs incurred in a previous period 
but carTicd forward into opening stock values of the current period; 

❖ Exclude some fixed production overhead costs incurred in th.e curre.nt pi:dod 
by including them in closing stock values. 

w contrasc marginal costing charges the actual fixed costs of a period in fuU into 
the profit and loss aet:ount of the period. (Marginal costing is, therefore, 
sometimes !mown as period costing.) 

• In absorption costing, <acrualOfully absorbed unit costs are .reduced by producing 
i.n greater quantities, whereas in marginal costing, unit variable cost~ arc 
unaCf ecl~d by the volume of production (that is, provided that variable costs per 
unit remain unallcred at the changed level of production activity). Profil per unit 
in aoy period can be affected by lbe actual volume of produclion in absorption 
costing; this i!i not the case in marginal costing. 

• In rrmrgiual costing, tbe identification of variable costs and contribution enables 
management to use cost information more easily for decision-making purposes 
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(such as in budget decision-making). ll is easy to decide by how much 
contribution (and therefore profit) will be affected by changes 1n sales volume. 
(Profit would be unaffected by changes in production volume). 

• ln absorption costing, however, the effect oo profit iu a period of changes io botb.D 
production vohtme and sales volume D is not easily seen, because behaviour is 00 1 

analysed and incremental costs are not used in the calculation of actual profit. 

Example: The following information relates to Sweets Ltd. and to a new product that 
has been produced al the commencement of the period just completed: 

Sales 10,000 units sold at ' 5 each. 

Production lS,000 units were produced at the following costs: 

Direct materials l 5,000 

Direct labour 30,000 

Variable expenses 6,000 

Fixed expenses 12,000 

(a) Prepare Profit & Loss Ale for the period under absorption and marginal bases. 

(b) Rcconeile the resulting profits/losses. 

Solution: 

Preparing PcoGt & Loss Ne under absorption and marginal cos1ing 

(a) 

Absorption 

Sales 

CoSt of produclion: 

Dirccl ma1erials ' 15,000 

Direct labour 30,000 

Variable overhead 6,000 

F 1xcd overhead 12,000 

63,000 

Les~: Closing s1ock• (5,000 (21,000) 
units) 

Less: 

Fixed overhead 

Net profit 

Notes: *Closing stocks: 

Under absorption costing = · 21,000 

Under marginal costing = · l 7,000 

costing 

. 50.000 

(42,000) 

8,000 

• 15,000 

30,000 

6,000 

0 

51,000 

(17,000) 

Mllrginal 
costing 

. 50,000 

(34,000) 

(12,000) 

4,000 

(b) The difference between the prnfits of (" 8,000 £) " 4,000) = ' 4,000 is owing to the 
difference in stock valuations of C 21 ,000 o · 17,000) = · 4,000. 

Under tht: marginal basis all the fixed overheads have been charged to the period, 
whereas under 1he absorption basis one-third of the fixed overhead f)' 4,000 Bhas 



been carried forward in closing stock, tbcreby e!,Caping from 1he i_ucomc 
statement, and llius rendering it higher lhao the marginal statemcnl. 

Example: I\ compaoy producing a single article sells i1 al · 10 each. The margioal 
cost of production is· 6 each and fixed cos t is· 400 per annum. You are requin:<l lo 
calculate the followiog: 

Profils for annual sales of l unit, 50 units, 100 uni LS and 400 un.its 

PN ratio 

Breakeven sales 

Sales to eam a profit of · 500 

Profit at sales of · 3,000 

New breakeven point if sales price is reduC<!u by 10% 

Margin of safety at sa Jes of 400 units 

Solution: 

Particular, Amount Arnounl .!\mount 

Unils produced 1 50 100 

Sales (units ~ 10) IO 500 1000 

Variable COlil 6 300 600 

Contributioo (Soles OVC) 4 200 400 

fixed COSI 400 400 40() 

Profit (Cootnbullon OFC) -396 -200 0 

Profit Volume Ratio (PVR) = Contribution/Sales x l 00 = 0.4 or 40% 

Breakeven Saks (') = Fixed cost/PVR = 400/40 x J 00 = · 1,000 

Saks at BEP = Coulribulioo at BEP/PVR = 100 uni1s 

Sales al profit · 500 

Contribution al profit ' 500 = Fixed cost + Profit= · 900 

Sales = Contribution/PVR = 900/.4 = · 2,250 (or 225 unit~) 

Profit at sales · 3,000 

Contribution at sale · 3 ,000 = SaJes x PN ratio = 3000 x 0.4 == ' 1,200 

Profit = Contribulion DFixed cost = · 1200 fr 400 = · 800 

New PN ratio = ' 9 0- 6t 9 = 1/3 

Sales at IJEP = Fixed cost/PY ratio = · 
1
~

00 = · 1,200 

Margin of safety (at 400 units) = 4000 D 1000/4000 x 100 = 75 % 
(Actual sales 013EP sales/Actual sales x 100) 

Amou.nl 

400 

4000 

2400 

1600 

400 

1200 
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Check Your Progress 

Fill io lbe blanks: 

1. A indicates at what levels of cost anc.l revenue are in ----
equilibrium. 

2. The ____ indicates Total Fixed Costs (TFC) (the vertical intercept) 
and a conslanl average variable cost (the slope of the TC curve). 

3. _____ is also equal to total net profit plus total fixed \:Osts. 

4. ____ is equal to the selling price (P) per unit times the quantity of 
output or sales (Q). 

5. The break-even point represents the volume of sales at which revenue 
equals expenses at which profit is ____ _ 

6. TI1e value of closing stock will be _____ in absorption costfog than 
in marginal costing. 

13.9 LET US SUM UP 

• Break-even analysis examines the relationship b ctWCl.-'U the total revenue, total 
costs and total profits of the firm at various levels of output. Break-even analysis 
is generalised approach for dealing with a wide variety of questions associated 
with profit planning and forecasting. 

• The difference between Price and Average Variable Cost (P-AVC) is defined as 
'profit contribution'. That is, revenue on the sale of a unit of output after variable 
costs are covered represents a conlribution toward _profit. 

• A break even chart may be defined as an analysis in graphic form of the 
relationship of production and sales to profit. 

• Break-even analysis can also be performed algebraically, as follows. Total 
revenue is equal to the selling price (P) per unit times the quantity of output or 
sales (Q). 

• The break-even volume is arrived at by dividing fixed costs ( costs that do not vary 
with output) by tl1e contribution margin per unit, i.e. selling p1ic\: 111.inus variable 
costs (costs that vary directly with output). 

• Margin of safety is the excess volume of sales over the break-even sales. Jt is 
l!.igblighted in the form of absolute sales or in percentage. 

13.10 LESSON END ACTIVITY 

S V Ltd., a mul1i-product company, furnishes you the following data relating to the 
year 1979: 

PartkuJa rs First half of the year Second half of the year 

Sales - 45,000 . 50,000 

Total cost . 40,000 . 43,000 

Assuming I.hat there is no change in prices anc.l variable costs that the fixed ~xpenses 
iu:1-: iDCUtTCd equally in the two half year periods thcofor the year I 979. 
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Check Your Pro i·ess 

fill in the blanks: 

J. Discount on dcbentures and bond<; is an example of ___ __ _ 

2. National depreciarion on assels fully depreciated in the books is shown in 
_ _ _ _ _ accounts. 

3. Valuation of stock in financial accounts is invariably based on the 
_ ___ _ price. 

4. If overhead expenses in cost accounts are more than the actual, it is called 

5. _ _ ___ account is presented in debit and credit form but it is not a 
part of double t:ntry system of book-keeping. 

6. lo cost accounts, the _ ___ may be depreciated on the straight line 
method. 

11.5 LET US SUM UP 

• When cosl accounts and financial accounts are separately rnaiotained in two 
different sets of books, two profit and loss accounts will be prepared Done for 
costiog books and second for financial books. Tl1e profit or loss shown by the cost 
accounts may nol agree with the profit or loss sliown by financial account:; or 
books. Therefo{c, it becomes necessary tbat profit or loss shown by the two sets of 
accounts is reconciled. 

• According lo Wheldon, '·No system is complete unless it is linked up with the 
financial accounting. that results shown by borh cost and financial acco1mting 
may he reconciled. ·· The m:ed for reconciliation arises owing lo :,;eek reasons for 
the difference in the profil or loss in cosl and financial accounts. 

• There arc a number of items whid1 are included in financial accounts but they find 
no place in cost acc<>unts. While rt:eQnciling any items under this category must be 
considered. Overheads absorbed in. cost accounts on the basis of estimation like 
percentage on direct materials, percentage on direct wages, etc. may be rnore or 
les~ than the actual amount incurred. lf overheads arc not fully absorbed, i.e. the 
amouut in cost accounts is less than the actual amount, the shortfall is called 
under-absorplio11. 

• Abnormal losses and abnormal gains arc completely kept separate from cost 
accounts or they are transferred to costing profit and loss account. Work-in
progress is valued either at the stage of prir:ne cost, works cost or cost of 
production. In cost accounts, the basis followed may be quite difforent than that 
followed in financial accounts. This difference in the method of valuing work-in
prcgress g,ive:s 1ise to preparation of reconciliation statement. 

• The procedure of memorandum reconciliation accounl preparation is similar to 
that of reconciliation statement, the only difference is that items :,;bown under 0-6 
column are shown on the credit side and items shown under Cil) column are 
shown on the debit side of tl1e memorandum reconciliation account. 

11.6 LESSON END ACTIVITY 

Critically examine what value do you attach to the reconciliation of cost accounts and 
financial accounts? Explain the main reasons for the difference in the net profits 
shown by the two sets of account'>. 
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CulculaJe: 

(a) PV r atio 

(b) Fixed ex peoscs 

(c) Break-even !-ales 

(d) Margin of saftly 

13. 11 KEYWORDS 

Breakeve11 Point: IL is the level of activity a1 which to tal costs of the units an~ lo equal 
total revenue, leaving no profit of loss. 

Break-even Chart: The break-even chart is a grnphica I representation of cost volume 
profit relationship. It depicts the profilability/loss, bxeakeven of the undertaking at 
different levt:ls of output. 

Total Cost (TC): Total cost (TC) describes the t<1tul i::conomic cost of production and 
is made up o( variable costs, whjch vary according to 1hc quantity of a good pToduce<l 
and include lnputs such as labour and raw materials, pJus fixed costs, which are 
independent of the quantity of a good produced and include inputs (cap ita l) that 
cannot be varfod in the short term. 

Collfrihutio11 Margin: The coolribulion margin is the amount of money a company 
has to cover its .fixed costs after it pays a ll of its variable expenses. It is also lbe 
amount, after covering fixed costs, which c0111ributes IO Che net operating profit or net 
operating loss of the business firm. 

Margin of Safety: Th e margin of .safety is !he amount of sales over a company's 
break-even point. 

13.12 QUESTIONS FOR DISCUSSION 

I . What do you mean by brt:Uk-even analysis? 

2. Wba t are its assumptions'! 

3. Btiefly explain 1he term CBreak-even point6and give iLs uses. 

4. How can the break-even point be computed? 

5. The ratio of profit and volume of a company is 50% while its margio of safety is 
4/1. The sales volume is · 50 lacs. Find our il~ break-even point and the oet profit. 

6. The Profit-Volume (P/ V) ratio of a phannaceutical company is 50% and the 
margin of safety is 40%. Find out the break-even point and the net profit if Lbe 
sales volume is ' 50 lacs. 

7. Whal is I.be difference between absorption costing and marginal costing? 

8. What is 'profit contr ib ution'? 

9. Draw a hreak-even chart in which the Total Revenue (TR) and the Total Cost 
(TC) curves are repres<?oted by straight 1-inQ:i. 

10. W rite a short note on margin of safety. 
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I. Break-even ana lysis 

2. T C curve 

3. Total contribution profit 

4. Total revenue 

5. Zero 

6. Higher 
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Cost Awountmg 14.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Explain the meaning, objective$, scope, importance and types of cost audit 

• Discuss tlic advantages aud disadvantages of cost audit 

• Describe the appointment, eligibjlity, rights. re:.-ponsibilities and functions of a 
cost auditor 

• lnterpret cost audit in India 

• Understand the p,ogramme of cost audit 

14.J INTRODUCTION 

Cost Audit is a critical review undertaken to verify the correctness of Cost Accounts 
and to check tha1 cost accounting principles and planning have been efficiently 
followed. With the emergence of accountability as an important aspect of business 
enterprise whether in the public sector or in the private sector, the auditing of accounts 
has assumed enormous significance. As such, different types of audit are in use, which 
are as under: Cost Audit, Financial Audit and Managemenl Audit. 

14.2 MEANING AND DEFINITIONS OF COST AUDIT 

It is an audit process for verifying the cost of manufacture or production of any article, 
on the basis of accounts as regards utilisat ion of material or labour or other items of 
costs, maintained by the compaoy. In simple words, the term <lost auditOmeans a 
systematic and accurate verification of the cost accounts and records and checking of 
adherence to the objectives of the cost accou uting. 

A!; per ICWA London, "Cosr audit is the verification of the correctness of cost 
accounts and oft he adherence to the cost accounting plan. " 

As p er the section 233 B of Company Law 1956, there is the provision for cost audit. 
Under this se::ction. cost audit is compulsory for all the public and govt. cornpanic:s 
which are associated witb the processing and production. If their aggregate value of 
net worth exceeds · 5 crores or total sale exceeds · 20 crores, the cost audit is must. 

ICW A, India defines cost audit as, "An audi1 of efficiency of minute details of 
expenditure while the work is in progress and not a post-mortem examination. Cost 
audit is mainly a prc.>ventive measure, a guide for management policy and decision in 
addition to being a barometer ofperformance. " 

lo other words, fl1e term Caosl auditO means examination of books of accounts and 
vouchers so as lo ascertain their accuracy in tl1c system 

Cost Audit has been defined by the Chartered Institute of Management Accountants 
(CIMA) of London. as "the verification of cost accounts and a check on the adherence 
ro the cost accounting plan. ,. 

This defiuition implies lbe following: 

(i) The objects of cost accouaLing with reference to which the cost accounting plan 
must have bcc11 drawn up have to be kept in mind to sec whether or not the plan 
itself and the figures coJJected will lead to 1he achievement oftJ1e goal or objective 
set. For instance, if the objective is to achieve maximum efficiency, the plan and 
the analysis of data will be different from the case where Uie only objective is to 
fix prjces. 



(ii) It bas lo be ~xamined whether the methods laid down for ascertaining coslS and 
other rclevant decisions are being implemented. Treaunent and detenninatfou of 
abnormal losses of gains or treatment of certain expenses as direct or indirecl arc 
cases in point. 

(iii)The correctness of the figures bas lO be vouched. 

C$talulory Cos1 Audit is a system of audit introduced by the Govt::rnmenl of lndia for 
lhe review examioa1ion aod appraisal of the cost accounting record and added 
information required to be maintained by specified induslriesO (JCWA o[ Jodi a). 

JCWAI defines Sta1Ulory Cost Audit as a ·•system of audit introduced by the 
Government of India/or the review, examinalion and appraisal of the cost accounting 
recordr and added information required to be maintained by the spec!fied indush-ies". 

Cost Audi1 is a critical review undertaken for !be purpose of: 

(a) Verification of lhe correctness of cost accounts, and 

(b) Clu:cking that Cost Accounting Plan is adhered to. 

From the above definitions, the meaning of cost audit comprises the following: 

(i) The verification of Cost Accounting Records, such as Cost Accounls, Cost 
Reports, Cost Statcmeots, Cost Data and Costing Techniques. 

(ii) Examioiog these records to ensure that they adhtre to the i:ost accounting 
principles, p]ani., procedures and objectives. 

(iii) Cost Audil is lo be conducted with regard lo (i) provisions of Companies Act, 
l956, (ii) Cost Accounting Records Rules, (iii) Cost Accounting (Report) Rule::s 
and (iv) Cosl and Works Accountaots Act, 1959. 

The Companies Act, 1956 was amended by the Companit:S Amendmc::nt Act, 1974 
introducing section 233B crnpowering the Central Government to order audit of cost 
accounts for whicl1 maintenance of Cost Accounl'> was prescribed in respect of 
companies engaged in production, processing, manufacturing or mining ai;tivities 
under section 209(1 )(d) such particulars relating to utiliw lion of materia~ Jabour or 
other items of cost as may be prescribed. 

14.3 SCOPE AND IMPORTANCE OF COST AUDIT 

Cosl audil is concerned mainly with propriety aud efficiency audit. The company law 
is si lent. in respect of scope and areas of cost audit. Some of the: areas/scopes wbich 
may be examined by lhc cost auditor are mentioned below: 

(a) Raw Ma1erials: The cost auditor must make the following tc:sts about raw 
materials: 

(i) Check the puichasi.ng routine, the purchase order, stores indent, bills of 
payment, elc. 

(ii) Verify tht: various levels of stock, i.e., maximum level, minimum level and 
average level, 

(iii) Js the stock of raw material in conformity w:ith the output activities? 
Exceeding the quantity necessary for the output reduces the liquidity of 
fuuds naturally increases the output costs, 

(iv) Raw materials have been issued under signed acquisitiou cards by the 
airthorize<l persons, 
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(v) Check the routine of storage, bin cards, stores ledger, disposal, wastages and 
damages, 

(vi) The different items relate-d with the receipt, issue and balance have heen the 
subj ect matter of adequate accounting in terms of quantity and price. The 
ledger of raw materials should be yerified from the hand-over slips or receipt 
vouchers, 

(vii) Check the issue ofraw materi.als, pricing of issues, etc. 

(viii) Effecting io purchasing raw materials, whether materials are purchased at 
economic buying quantily, 

(ix) Rs::asonablencss of losses, scraps, wastage, etc., arising out of ma1rnfacturc, 

(x) Adequacy of the procedure for posting stores ledger and bin card on a day
to-day basis, 

(xi) The auditor must also see whether there exists any loophole by tbe tJ1eft of 
the raw material is possible, and 

(xii) Reasonableness of the value of closing stock vis-A -vis opening stock and 
production programme. 

(b) Labour: Proper utilisation of labour wilJ lead to increase in efficiency and 
productivity. The auditor(s) duty will, therefore, be to assess performance 
ef!kiency of labour. In measUiing actual performance, the auditor should: 

(i) Verify that the aualysis of direct labour and indirect labour is correctly done, 

(ii) Ensure the physical checking of allendance and see that time cards are 
maintained, 

(iii) Check the reconciliation to auendance time with effective time and idle lime, 

(iv) Confirm that lhc incentive bonus schemes are in operation, 

(v) Examine j ob cards and idle time cards, 

(vi) Examine whether inefficiencies are reported to the management in time so as 
to ensure max.imum utilisation oflabour, 

(vii) Check and verify that there is any arrangement to keep the account of the 
extra-work done by the labourers? Are written orders passed to get the extra 
work done? 

(viii) Verify the labour cost is distributed properly into direct and indirect cost. In 
the division of cost oflabour m various jobs, does it work properly? 

(ix) Check, is the manpower used judiciously or the productivity of the Jahour 
satisfactory? 

(c) Overheads: The auditor must examine the following overheads: 

(i) Check all possible increases or decreases in overhead expenses, 

(ii) Check whether allocation, apportionment, aod absorption. methods are 
correct, 

(iii) Legitimacy of payments made for overhead costs, 

(iv) Correctness of calculation of overhead a bsorption rates, 

{v) Adequacy and reasonableness of overhead costs compa1ed to volume of 
production, 



(vi) Method of valuation of closing stock lo ensure that overhead costs are 
com;islcntly included or excluded in record, 

(vii) Clieck the actual overh.ead.s are excess of standard or hudget overheads'? If, 
yes, what are its effective reasons, and 

(viii) Check lhe absorption has been done on various work.~ and job adequately and 
on the due rate. 

(d) Capital Expendilure: The audjtor must check and verify the capital expemlitu;e 
as follows: 

(i) Maintenance of proper asset register, 

(H) Accounting of capital expenditure including charges for transport, t!tc., to 
capital beads, 

(jii) Propdety and authorjty for a capital expenditure, 

(iv) Correctness of depreciation rates aud physical veri fication of fixed asse1s, 
and 

(v) Collection of capital cxpendinu-e and comparison with budget regulady. 

(e) Capacity Utilisation : The auditor sbould examine the following: 

(1) General imbalance in production capacity and facili ties, 

(ji) R easonableness of idle capacity and reasons for idle capacily. 

(iH) Optimum utilisation of resources, a nd 

(iv) Reasonableness of cost of maintenance, repairs, rcplacemt:nl. etc. 

14.4 OBJECTIVES OF COST AUDIT 

The broad objectives of cost audit are given as follows: 

(i) Detecting en-ors or ensuring tltal cost cecords arc compiled con:~tly. 

(ii) To examine and verify tbt: arithmetical exactness in tlie cost ledgers or cost 
books. 

(iii) Ensuring thi1t tlle cost acco1mting routine laid down is prop<.:rly carried out. 

(iv) To trace and c heck the errors and fra ud in cost ledg1::rs. 

(v) Verifying tJ1at cost accounts are correctly maintained in conformity witl1 
accepted cost accounting principles adopted in 1hc enterprise or industry. 

(vi) To establish tbat tbe policies and procedur~ fixed by management for effective 
decisions arc bting pursued uniformly or not 

(vii) The prescot use of capital is adequate or not whether it can be bettered or not. 

(viii) To sec whether the dcte.mined policies, procedures. various reports and 
descriptions for presentation are adequate and appropriate or not. 

(ix) T o check whc1)1er the adopted procedure is effective in carrying out manageriaJ 
decisions or not. 

(x) In the event of cost plus contract., to verify the purity of output of cost. 
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The following are the main types of cost audit: 

(i) On the basis of Origin, and 

(ii) On the basis of Nature. 

14.5.1 On the Basis of Origin 

On this basis of origin, the cost audit is divided into foHowiug categories: 

Internal Cost Audit 

It means lhe audi1 under which the auditors are appointed to help the manageria l 
decisions of enterprise taken by lbe top management. Internal cos! audit can be further 
divided into: 

• Continuous Internal Audit continues for the year round with the cost account,;. 
This audit helps in tracing the faults and errors and provides ready lime to correct 
them. Cost accounting is not left incomplelc, therefore, wltatcvcr information is 
needed, is available at hand. 

• Periodic Internal Audit is done after a definite period of time, wherein the 
accounts of that period are checked and examined. 

Specific Cost A1tdit 

The specific cost audit i<: arranged by customers, business enterprises, government or 
special undertakings for some specific objectives. The objectives of specific cosl audit 
can be divided into following categories: 

1 . Cost Audit on behalf of Government: The govemmcn I may appoint a cosl auditor 
to conduct cost audit where it is necessary: 

(a) To do so in lhe opiniou of lhe governmeul under section 233B of the 
Companies Act, 1956, 

(b) T o ascertain correcl cost of specific units when governmenl is approached for 
protection or rdated help, 

(c) To ascertain correct cost of contract givt:n to privall! cnterprise under Glost 
plusOnethod, and 

(d) To fix reasonable prices of products. 

2. Cost Audit on behalf of a Customer: Sometimes, cost audit may be conducted on 
behalf of a customer when be agrees to pay pdcc for a product on 6.:ost plus6 
method. Tbe customer in such a case gels cost accounts of the product concerned 
audited to establish correct cost so that be may be able to pay price on the basis of 
correct cost plus an a!,'TCed margin of profit. 

3 . Cost Audit on behalf of Trade Association: Sometimes, a trade association may 
appoint a cost auditor to conduct cost audit: 

(a) To ascertain comparative profitability of association of members, 

(b) To determine minimum price to avoid competition among its members, and 

(c) To maintain prices at various levels. 

4. Cost Audit on behalf of TribtuiaLs: Sometimes, Labour Tribunals may direct the 
audit of cost accounts to s1;:ttle trade disputes for more wages, bonuses, share in 
profit, etc. Similarly, Income-Tax Tribunals may also di.reel the audit of cost 
accounts to assess cotTect profit for tax purposes. 



Statutory Cost Audit 

Statutory cos1 audit means that audit which is arranged to fulfill the provisions of a 
certain statute. It may be botl1 fmancial audit and cost audit. Such audit of the accounts 
of tl1e government departments and starutory bodies is conducted by the representative 
of the CAG oflndia. 

14.5.2 On the Basis of Nature 

On the basis of nature, the cost audit is divided into following cat.egorics: 

Propriety Audit 

This audit is the audit of such actions and plans of management which have a bearing 
on the finance and expenses of the company or enterprise. The cost auditor has to 
examine the following actjvitie~: 

• Whether the size and channe ls of expenses were designed to produce the best 
results, 

• Whetl1t-T the return from exptmses on capital as well as currt,11t operations could 
not be bettered by smm.: other allernative plan of action. and 

• To examine the planning of expenses so as to ascertain whether possible result is 
obtained or not. 

Efficiency Audit 

It is the test of the efficien1,;y of organisation. This is 1he valuation of the executed 
action. So that it is concluded that the effective efficient implementation of the 
predetermined plan has been canied on. It starts with the study of the plan and extends 
to the comparison of the actual pc1·formance against the budgeted performance and 
investigation into the reasons of variables. The main func tions of efficiency audit are 
as following: 

• To ensure that every investment in capital or o ther fields gives the optimum 
return, 

• In matters of work and financial matters, the adjustment bas been made in .such a 
way so that the optimum result is obtained., and 

• lllis audit is related with valuation and examination of profitability so it is known 
as perfomrance or profitability audit. 

14.6 CIRCUMSTANCES UNDER WHICH A COST 
AUDIT IS ORDERED 

With refereu<.:e lo "Types of Cost Audit" in 14.5 above, following are the 
circumstances under which a cost audit is ordered: 

(i) When a company or a produ1,;l incurs continuous losses. 

(ii) In case of cost-plus contrac1s 

(iii) For price fixation 

(iv) ln case of major cost variations within the different units of the industry 

(v) In case of granting subsidy by the Government 

(vi) 1n case of fixation oflevies and duties on products by the Government 

(vii) For settling trade disputes on account of higher wages, bonus, etc. 

(viii) When a trade union wants to negotiate with the Government for i:ertain benefits. 
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COST AUDIT 

The followings arc the main advantages and disadvantages of cost audit to 
management, cost accountant, shareholders, tax-payers, government and consumers : 

14.7.1 Advantages 

The advantages of cost audit arc as follows: 

(i) ll will help management in taking importan1 decisions because prompt, accurate 
and reliable information is made available to management with I.he he lp of cost 
audit. 

(ii) It will bring more reliability on the cos1jug data and hence can be more 
effectively used for inkr-li..rm comparison. Manage1m:nt by exception is possible 
since cost audit separates efficient from inefficient operations and fixes 
individual responsibility for inefficien1 operations. 

(iii) Cost audit is very useful in public encer()ri£es because it pinpoint<; the 
inefficiency of Lbe emp loyees. Thus, it wiJI help in reducing cost of production 
of goods producetl by such organisations. 

(iv) The existence of cost audit has a great moral influence on tbe employees, as a 
result ofwl1ich the efficiency is increased. 

(v) Cost audit will est ablish the accuracy of cost ledgers or other accounts and will 
assist in prevention of errors and frauds. [t will also help to improve cost 
accounting mctbods and techniques to facilitate prompt and .reliable information 
to management. 

(vi) c~1 audit reports raise thi: slams of cost accountant. Reing externa~ it h elps in 
improving cost methods and can solve s pecific problems whicJ1 ultimately raise 
the status of cost department. 

(vii) Analysis of variances is facilitated w ith cost audit because a comp arison of 
actual production wi(h standard production and sales is made. H ence, the 
systems of standard costing and budgeta ry i.:ontrol will be gainfully applied with 
(he cost audit. 

(viii) Cost audit assists tl1e financial audito,r because he can safely relay o.n many 
important costing data such as cost of closing slo<.:k of raw materials, work-in
progress and fin i.c;bed goods. 

In financial accounts, closing stock is valued at cost o r market price, whichever 
is less. The actual cost of closing stock can be rd iably taken from costing b ooks. 
In other mallers, like payment of commission, bonus to staff, etc., the data 
supplied hy cost accoun(s and audited by cost auditor can be taken as correct by 
the financial auditor. 

(ix) It provides iofonnation relating to weak. inefficient or mismanaged units for 
taking proper corrective action. Jt also helps Lo identify the sickness in a unit. 

(x) T he government and tbc trade associations may require cost audit for tl1e 
purpose of fixing selling prices to p revent excessive profit making. The 
government also n :quires cost audit to give protection to certa in indus tries in 
public interest. It contributes to the betterment of the economy by increasing 
productivity and performance. 



14.7.2 Disadvantage 

TI1e disadvantages of cost audit are as follows: 

(i) Cost audil involves cost of products and this may not be suitable for small 
indus tries, 

(ii) Cost audit may create unnecessary problems in day-lo-day official work. 

(i ii) When the fiuancial and other related accounts are audited, audit of cost accounts 
Le; unnecessary work in the audit practice, 

(iv) Wbcn the various cost and other accounts are prepared or maintained by a 
qualified accounlaul, there can be no rt.-ason for getting such accounts audited by 
another auditor, and 

(v) The cost auditor may be a qualified man, but he may oot be always right and 
correct opi11ioJ1 regarding various accounts and its information. 

14.8 TECHNIQUES OF COST AUDIT 

Some i,nponan.t cecbniqucs are discussed here: 

14.8.1 Audit Sampling and Statistical Sampling 

O\udit sampling is the application of a compliance or substantive audit proc~dure to 
less than I 00% of the items within an account balance or class of tran~ctions to 
enable the auditor to obtain and evaluate evidence of some characteristic of the 
balance or class and 10 form or assist in fomung a conclus ion concerning that 
charactcrislic6 The term GamplingQdenotes the se)t.-ction of a part of the aggregate 
material repr~enting the total affairs of a system. The term Gtatistical sampling() 
refer~ Lo chc wbole process of carrying ou1 a Lest on a scientific basis. It is designed to 
determine the degree of accuracy of a particular set of transaclioos rather to discover 
individual isolated errors. 

Factors to be considered/or 'Audit Sample' design 

Tn <l~signing an audit samp le, an auditor should apply his judgement in cons ideration 
of the jmporlant factors: 

(i) Audit objectives, 

(ii) Po_p11lation, 

(iii) Risk and assw·ll.D~, 

(iv) Tolerable error, and 

(v) Expected error i.u the population. 

Sampling, as the Q,rocess of Leaming about a Jot by looking al a little<) helps tbe Cost 
Auditor in making an opinion or submitting recommendations on a particular audit 
area by examining a small percentage of the transactions or operations. 

H is a kind of audit tool that enables him to crystallize his though.ls into a 
recommeodatioo. But. in the application of a sampling technique in an audil work. the 
Cost Auditor has to make sure, for sampling to be effective, that he has obst.:rved the 
three bas ic ingredients of successful sampling. 

These are: 

(i) Selection of the sample i tems, 

(ii) Number of item.<; to be selected, aod 

(iii) Evaluation of the sample results. 

305 
C<>SI AuJi• 

http:applicati.on


306 
U151 AW)Unting 

Therefore, will1 a view to applying the technique of Statistical Sampling successfully 
in a Cost Audit Assignment, the auditor needs lo be cautious and should keep in his 
mine.I tile following importa.ul poin!s: 

1. He must bt: aware of the principles involved in a scientific samplingN which 
should be used by him only when the audit objective ne cessarily so warrants 
depending on the circumstances. 

2 . Audit opinions should be based only on the sampled population but be must not be 
oblivioLL~ of the total population. 

3 . He must ensure thal every item in the popu.lalion has an equal opportuoity of 
being selected for 1bc sample. 

4. During selection p rocess of a sample he sl10uld not keep biased thm.1ght. 

5. The patterns in the popufation should not be permitted to influence 1he 
randomness of the sample. 

6. He should not come to bis conclusion abou! the entire population from the.: 
Glirecte<lG;ample. 

7. He should base hi,<; estin1ates of maximum-error rate on realirtic grounds a.rid not 
illusory. 

8. Stratifica tion should be resorted to by him, whenever necessary. 

9. He should not set for himself unrc.1listic and unachievable goals. He suould 
remember that all conlJ'ols seek to reduce the extent and degree of audit risks. 

JO. After the sample results have been obtained, be should try to find oul the reasons 
for the variances, and then recommend corrective measures or express his 
opinioru;. 

Application i11 a Cost A udit Assignment 

CStati.stical samplingOtechnique in a co~1 audit assignment could cover the following 
areas specifically: 

(i) Purchases and Creditors; 

(ii) Sak s and Debtor::;; 

(iii) Consumable stores and spares consumption; 

(iv) W orkmcnG attendance aoc.1 \ea.ve records; 

(v) Workmen@ pay-rolls; 

(vi) Employees();alaries; 

(vii) Cash disbursements; 

(viii) Consumable stores inventories; 

(ix) Posting in Priced Stores Ledger, and tallying with the Bin Cards; 

(x) Over heads (Works/ Adrn.ioistra t'ion/Sd ling/Distribution) . 

Records or Tran.suctions where Test-Clteddng Unsuitable 

The mcthoili. of tt:St-cbecking are not suitable for their application to the foUowing 
records and transactions specifically: 

(i) Cash Book; 

(ii) Bank Account; 



(iii) Asset Records; 

(iv) Shares Register; 

(v) Lovestment Account; 

(vi) Account of loans aod advances; 

(vii) Account of liabi litics; 

(viii) Profit and Loss Account; 

(ix) Balance Shcct; 

(x) Accounts of major raw materials/components/process materials; 

(xi) Direct Expenses; 

(xii) Depreciation; 

(xiii) Quantitative Production Records; 

(xiv) Abnormal an<l non-recurring costs; 

(xv) Cost Stalemea:nts; 

(xvi) Inter-company transactions. 

14.8.2 Flow Charts 

11 is one of the techniques used by an auditor for reviewing and cvaluat-ing internal 
accounting control of a company. 11 is a graph sl10wing the flow of any work activity 
from start to end, into which the various stages of operation or work or process of the 
entire activity or system ai·e charted sequentially with the aid of certain symbols 
universally adopted by the accountants and auclitors. 

There arc two approaches in the preparation of a flow chart: vertical and horizontal. 
Most auditors, who use this technique for audit flow chart, prefer OorizonlaJC):;harting 
for the purpose of making an intensive analysis of the movement of documents and 
accounting information between different employees aud deparlments. 

This way, they can obtain an understanding of how the Ck>gicOof a system operates, 
and can trace out the systcmQ weaknesses or indfi<.:iencies. Special graph papers arc 
used for the preparation of flow chart s. Generally, four steps are involved in now 
cha11ing techniqueN designing, symbolizing, outlining and completing. 

The designing, itG a first step, is very important becausc tJ1c overall system of the 
organisation is carefully studied for dividing it into a number of appropriale logical 
sections. If the auditor des igns a flow chart, he has to visualize the information Oow 
and the documents being processed. If, however, he uses a client-coustructcd flow 
chart he should o.ot only inlerprel the symbols but also draw useful conclusions about 
the system depicted in it. 

Accounting or auditing flow charts may be drawn (for examples) to show: 

(a) The flow of material from material stores through departments to the finished 
goods godown. 

(b) The flow of inward mails io office through different sections lo the filing section. 

{c) The processing of vouchers and bills al different stages of recording up to 
finalization of accounts. 

Tims, a systemG flow chart is one;: that gives Qi pictorial image of the general flow of 
information from one document to another from one location to another, and, if 
applicable, from one machine to another◊ By viewing this documentation, the auditor 
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is able Clo arrive at some tentative conclus ions about lhe order or lack of order in 1hc 
systemO 

14.8.3 Vouching 

Vouching is the examination of the evidence offered in substantiation of the entries in 
Ille books including in such examination the proof so far as possible that uo entries 
have been omilled from the books. To substantiate an entry in the books, the auditor 
has to examine the supporting documentary evidences such as vouchers, receipts, 
invoices, minutes, contracts, correspondence, etc. 

14.8.4 Check Marks and Ticks 

In order to indicate that the work has been completed, some check mar.ks and licks 
with coloured pencil or iJlk should be adopted. 

14.8.5 Test Checks 

These may be employed where transactions are numerous and the audit checks are 
few. In such cases, slalistical techniques may be employed. There is no need of cent 
per cent check. 

14.8.6 Audit Notes and Ques tionnaires 

A careful and precise note au.1st be taken of all material facts uncovered in lhe course 
of audit such as errors discovered, defects in the system of accounting or internal 
control and working details supporting the actual statemenl of accounts. The auditor 
may issue questionnaires to the iliiferent departmental managers so as 10 find ao 
answer of each question. 

A questionnaire on material (stores department) is given as under: 

I. Are goods received notes obtained for all incoming goods? 

2. Are bin cards t.'Dlercd daily from goock received notes? 

3. Are stores requisitions checked as to authod7.ation? 

4. Arc stores taken from bins recorded daily on bin cards? 

5. !-Jave stores debit notes been received for all materials returned to store'> 

6. Have they been recorded at once in bin cards? 

7. Have all known losses, with their causes been reported at once? 

8. Have fire appliances bt1cn checked regularly? 

9. Have weighing machines been regularly maintained? 

I 0. Has !11e inspectorG anention been called lo all cases of damage to goods? 

l l. I [ave you any suggestions lo put forward to the management regarding the work 
of your department? 

14.8.7 Audit Report 

After completion of the a,idit, the audilor should report about the correclness or 
otht:rwisc of the system and his recommendations. No standard form for an audit 
report can be laid down. The report should be concise and rendered speedily so a<; Lo 
be of effective use to the management. 



J 4.8.8 Ratio Analysis 

H is 1he most common of all analytical revit:w procedur<::S (i.e. , analytical audit) . It 
involves the foUowing: 

l. The computation of significant financial relationships . 

2. The comparison of current period ratios with one or more of the following: 

(a) Similar ratios of a prjor period or periods, 

(b) Similar ratios of the industry, 

(c) Similar ratios designated as acceptable by bankers, other credit gua rantors or 
the auditor. 

3. The analysis of unusual and significant deviations between current period ratios 
and those with which they are compared. 

Ratios may be classified based on their sources as follows: 

1. Balance Sheet Ratios: They <lea! with relationship between two items appearing 
in the balance sheet. These ratios are also knov,n as financial positiou ratios since 
they reflect the financiaJ position of the business. Examples arc: Current ratio ("" 
Current assets/Current liabilities) which measures short-term liquidity and 
Inventory-Working Capital ratio [= lnventory/(CuTTen1 assetsN Current 
liabilities)] which measures excessive inventory or insu fficieut working capital. 

2. Income Statement Ratios: They express the relationships between two individuals 
or group of items appearing iu the profit and loss stalemcnl. Since they refl ect tbe 
operating conditions of a business, they are known a!- operating ratios. Examples: 
Gross profit ratio (= Gross profit/Sales) which measures pric ing policy and Net 
Income ratio(= Net income/sales) which indicates operating effic iency. 

3. Mixed RaJios: They express the relations hip between two items each appearing in 
differeot statement, i.e., one appearing in the balance sheet and the other in the 
income statement. These are also called Ontcr-slatemcnl ratios<) Examples: 
Inventory turnover ratio (=- Cost of good~ sold/Averuge inventory) measures 
inventory liquidity, and Return on assets (= Net income/Total assets) measures 
efficiency of asset utilisation. 

In order to develop relevant and meaningful ratios, 11,e auditor must use his knowledge 
of the client aud ils i11dustry. Ra1io aualysjs has limitations in I.hat it concentrates on 
the past and deals io aggregates. Ratios serve as warning signs and iudil:alors, and are 
helpful in discovering existing or po tential trouble spots when applied in trend 
analysis and variance analysis. 

Ratios show a trend and may help in focusing attention to the more important areas 
where detailed checking may be necessary. Such ratio analysis may identify anything 
abnormal or anything wh:ich deviates from tbe expected and the known ratios 
highlight only symptoms. It is for the cost auditor to study those symptoms properly, 
correlate them, and reach definite conclusious or id(:;ntify tbe areas for further 
enquiries. 

14.9 DIFFERENCES BETWEEN FINANCIAL AUDIT 
AND COST AUDIT 

In general, no difference between financial and cost audil is discernible. Both employ 
the similar methods, techniques and principles for examining the various accounts. 

309 
Co~t Audit 



310 
Cost Accountiog 

Financial audit and cost audit may be distinguished as follo,vs: 

S. No. Basis Finauci:11 Audit Cost Audi( 

!. Purpose financial audit is no! necessary for a The cost auditor has to make a detailed 
financial auditor to examine cost checking of expenditures, particularly 
accounts except for the purpose of alloca1ion and apportionment of 
inventory valualion. overheads. 

2. Objective The primary objective of financial The primary objective of cost audit is to 
audit is to sec whether necessary verify the cost records have been 
accounts, recurds and documenl5 properly maintained by the accoums 
have been maintained by the dq,artmenl or organisaliun. 
enterprise or organisation. 

3. Compulsion As per the Company Act, financial A~ per the Company Acl, statulory cost 
audit is compulsory for each audit is only re qui red for the financial 
ccmpany for every financial year. year. 

4. Arca Financial audit is an audit of Cost audit ts an audit of cost accounts, 
financial accounts, financial cost statements and various cosl plans. 
statements and documents. 

5. Statutory The statutory financial auditor The statutory cost auditor cannot also 
audil cannot conduct a statutory cost audit conduct a statutory financial audit in 

in the organisation. the financial year. 

6. Auditrepm:t The financial auditor submits his Cost auditor al so submits his report to 
report to the shareholders ,c; per rule the Managemenl. But in the case of 
of the Company Act. statutory cos! audit, the audit report is 

required co be submitted to the board of 
directors. 

7. Competent A chartered accountant is considered A qualified cost accountant is 
person competent person for performing considered competent person for 

financial audit. perfonning cost ~udi:. 

8. Postmortem Financial audit is somewhat a Cost audit also re fer., to the past; it 
postmortem examination. /l is back creates thinking for the future. 
to the past of company or 
organization. 

9. Shareholders financial audit is essentially ,m audit Cost audit is jn the hands of 
and lID behalf of the shareholders. management and also conducted on 
management behalf of the management. 

10. Inventory In the mauer or stock or invencory, The cost auditor has lo not only check 
checking the fiuancial auditor has only to see the cost of each item of stock or 

whether all categories of stocks or inventory, but also see whether the 
inventories have been included in invcntori cs of materials have been 
the a<.:cow1ls. included in the proper way. 

14.10 COST AUDITOR: APPOINTMENT, ELIGIBILITY, 
RIGHTS, RESPONSIBILITIES AND FUNCTIONS 

The various rules with respect to cost auditor() appointment, eligibility, rights, 
responsibilities and functions are discussed below: 

14.10.1 Appointment of Cost Auditor 

The Cost Auditor has to be appointed by the board of directors und~-r section 233-£3 of 
the Companies Act subject to prior approval of the Company Law Board. This will be 
done on receipt of specific order from the Company Law Board for getting audited the 
Cost records and Cost statements of a financial year for specified products. For 
appointment of auditor, the board of directors is required to pass a resolution either in 



its meeliog or by circulalion with a condition that the same i-. subject to approval of 
the Cenlral Govcrnmeol. 

Appoiutmeot of cost auditor is made on the TC(;eipl of an order from Central 
Govcrnmenl wilhin a specified period. The _person to be appointed as cost audilo.r 
must hold a certificate of practice from the lostirute of Cost and Works Accouotants of 
Iudia. Consent of the cost au<li lor sbou Id be obtained before making an appoinlmeol as 
cost auditor. Application in prescribed fonn as per rnle is submitted to Central 
Governrn--'llC with the prescribed fee a long with. a copy of the boardsQesolution. 

Approval for appointment of cost auditor is communicated by lhe Central Government 
to the company after considering the application and tl1e name oftl1c auditor proposed 
subject to the conditioo tbal the cost auditor is not disqualified as per related section of 
the Companies Act, l 956 as amended. A copy of this communication will also be sent 
by the Ccnti:al Government to tile cost auditor. Th~ company should issue a formal 
leller of appointment to the cost auditor after receiving the approval of the Central 
Government. 

Aller receiving the letter of his appoiutm~ul, the cost auditor should communicate 
with the previous auditor, if any, for his reaction. He must send his formal acceptance 
of the assignment to the company or board of dirC(;tors. 

14.J0.2 Eligibility for Appoin tm ent of Cost Auditor 

The following persons arc eligible to be appointed as a cost auditor: 

(i) AJJy such chartered accounlaot within the frame of tbc (..'barrcred Accowllaot Act 
and has passed examination of the Institute of Chartered Accountants of India, or 

(ii) Cost accountant within the frame of the Cost and Works Accounlants Act. or 

(iii) Other person as may hold the prcscriboo qualification for a cost auditor. 

14.10.3 R ights of a Cost Auditor 

A cost auditor has tile same rigllts in relation to an audit conducted by him under 
section 233-13 as an auditor of a company under section 227(1 ). The fo llowing are 
rights of a cool auditor: 

(i) He bas a right Lo get all facilities and assistance from the related company or 
organisation to perform his duties as a cost auditor, 

(ii) He has a right of check at all times to lhc rccorili;, accounts and vouchers of the 
compauy, 

(iii) The company aod t:very offi cer, in default of uot providing Ille records, accounts, 
vouchers, information. explanations, etc., to the cos1 auditor, 

(iv) He bas a right to get sucl1 information and explanations from Lhe officers of the 
company or organisalion as he may lhink necessary for the perfonnance of his 
duties as a cost auditor. 

14.10.4 Responsibilities of a Cost Auditor 

The responsibilities and duties of a cost auditor have not been clearly given in the 
Companies Act. 1l1e cost auditor is a lso required to perform the duties as are expected 
from auditors in geoeraJ. Tiic main responsibilities of a cost auditor are given as 
under: 

(i) He should maintain his working papers as ao evidence of his having carried out 
h.is duties, 
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(ii) He is responsible to answer any query n;quircd/raisec.l by the Ct:ntral Government 
on a scrutiny of the cost audit report s ubmittcd by him, 

(iii) He is liable to take responsibility of the Company if he does not perform bis 
duties properly or in right direction, 

(iv) He also owes a legal responsibility to third parties who might have been misled 
by his audit certificate. 

14.10.5 Functions of a Cost Auditor 

The Institute of Cost and Works Accountants of India has detailed the principal 
functions of a cost auditor by way of comparison with the functions of the auditor of 
financial accounts. The principal functions of a cost auditor, according to the aforesaid 
Institute are given as following: 

(i) Inventory 

(a) Is the size of the inventory adequate or excess compared with the production 
programme? 

(b) ls tl1e provision most <x:onomical? 

(c) Docs it ensure optimum order size? 

( d) Docs it take into account the storage cost on the one hand, and carrying cost 
on the other? 

( e) Does it take note of lead lime of the various items or groups of items? 

(f) Does the receipt and issue system cause any bottle-neck in production? 

(g) Does it involve too many forms and too much paper work? 

(h) Is there any room for reduction of inventory cost consistent with production 
needs? 

(i) ls the inventory as per the priced store ledger and as certified by the 
management physically correct? 

(j) Is the same amount of attention and care given to monies translated into 
material things like raw materials, stores and supplies of all kinds as given to 
liquid rnsh? 

(k) Docs the issue of raw materials make tlw production in accordance with the 
standard or schedule or otherwise or covered by authorised schedule? 

(I) Is the ~xpenditure of consumable stores within the standard? If not, why not? 

(ii) Opening and Closing StocAs 

The cost auditor who sees the following: 

{a) That the opening stock is not unduly large compared with the volume of 
production during the year; 

(b) That the opening stock against various jobs really represents the actual 
physical stock in the production shop and is not merely an accounting figure; 

{c) That the responsibility of the shop foreman in-charge of the stock held in tbc 
production shop is clear and properly documented that he maintains proper 
!\::cord of actual consumption vis-a-vis the actual witl1drawal from the stock. 



Valuation and correct indication of closing stock in the Trading and Profit and 
U >ss Accouol and in Balance Sheet is equally impo11aot. The Cost Auditor 
wi1l examine and certify: 

(a) That the physical verification is correctly carried. out: 

(b) Tuai the valuation is correct with reference to the actual cost of 
production and recognised policy for valuation; 

(c) That votu111c of c losing stock is commensurate wieh the volume of 
productfoo and that it docs uot reflect any failure or bottleneck in .sales 
budget or production budget; and 

(d) Thal the volume of unmoved stores is not abnormal in compadson with 
the normal rate of yearly consumption. TI1c Cost Auditor will recommend 
disposal of s uch unmoved stores with co11sequenl release of capital 
unnccu!>sari ly locked up to the advantage of the fioancial resoUTct.-::; of the 
conccm . 

(iii)StQre hme Procedure in Stocks 

The Cost Auditor will sec: 

(a) Tbal withdrawal of materials or stores lo production shop is scienlifi c or 
covered by a111borised schedule and permits receipt to be located; 

(b) That 1hac is 110 possibilily of loss or pilferage of stock lying in the _production 
sect ion; 

(c) Thal surplus materials and scraps arising in prnduclion s hops are returned to 
stores correctly an<l without delay for wb.ich necessary cred:it is given to unit 
cost of production. lf transferred 10 other jobs, proper transfor voucher has 
been prt:pared and copies sent to the accouots, stores, etc. 

(iv) Work-in-Progress 

The Cost Auditor will see: 

(a) That work-in-progress has been physically verified aod that it agrees with the 
balance in the incomplete cost card; 

(b) Tbal valuation of the work-in-progress is correct with reference to stage of 
compJetion of each job or process and the vahie job cost cards or process cost 
sheet; 

(c} Thal there is no over-valuation or under-valuation of op1.:ning work-in
progress or closing work-in-progress, thereby artificially pushing up and 
dovm llCt profits or net assets as the case may be; 

(d) That the volume and value of work-in-progress is 001 disproportionate 
compared with the finished out-tum. 

{v) labour 

(a) Proper utilil>ation of Labour and incn~ase in productivity are now receiving 
at1ention, several productivity ceams have emphasised importance of h1g}ler 
productivity. lt is, therefore, essenlial to assess tllc performance efficiency of 
labour and compare it with standard performance, so thal labour utilisation 
could be progressiveJy improved. The labour force in Indian industries is 
generally very bigh compared to similar types of industries in otht:r developed 
countries. Our ai.m should be lo reach t.bal level, though not imm.ed.fately but 
over some time, a study of this nature would give an idea where the 
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incffic.:iency lies so that limely and adequate sTcps could be taken to ensure 
maximum ulilisat.ion of Jabour to reduce labour cost. 

lb) Cosl oflabour is allocated to different jobs wilb reference to time or job cards. 

(vi) Capacity Utilisation 

Tbe cost auditor wiU see: 

(a) that the idle capacity in any production shop or of transport facilities for 
distribution is not excessive; and 

(b) that production volume and overall machine ti.me utilised are conuncnsurale. 
In other words, the utilized machine hours have given the optimum output. 

(vii) Overheads and indirect expenditure 

The cost auditor will see and certify: 

(a) That allocation of .indirect expenditure over production, sales, and distribution 
is logical and con·ect; 

(b) That compared with ilie value of production in a production shop, overhead 
cltargt:S are not excessive; 

(c) That actuaJ indirect expenditure does not exceed budgets or standard 
expenditure significantly and lhat any variations are satisfactorily explained 
and accounted for; 

(d) That the rela1ion of indirect expenditure in keeping with the load on individual 
production shop is appropriate; 

( e) Corrcctuess of appropriate allocation of overhead expenditure (both 
production and sales) will be certified by the cost auditor; and 

(f) That allocation of overheads between finished products aod unfinished 
products is iu accordance ·with correct principles. 

in lhis section, we shall discuss in detail 111c aspects lo be dealt with in the cost 
auditorO report pursuant to the.: Cost Audit (Report) Rules, 1968 as amended in 1996 
and again in 2001. These rnles came into force from October l , 2002. The aforesaid 
Rules have been issued pursuant to Scdion 233-B (4) of the Companies Act which 
requires the cost auditor to make a report on the cost accounts and cost records 
mai..ntaincd by U1e company. 

lt may be noted lbal the requirement of the statutory cost audit in om Companies Acl 
is somt:tb.ing special, because statutes in most of tile other countries do not contain a 
similar requirement. In most of the countries, the concept of cost audit as such is aJso 
non-existent and the objectives, whatever they may be, are achieved by properly 
designing the scope and depth of internal audit. 

The object with which the statutory requirement of cost audit has been included in the 
Companies Act can only be ascertained by a study of the cost audit report 
requirements. They include control ovt-, cost, wastage and losses, efficiency in the 
utilisation of human, material, and other resources, determination of appropriate 
selling price, proper maintenance of cost records, appropriate use of the costing 
system, etc. 

For dc1crmining the scope and extent of cost audit, the cost auditor ·will necessarily 
have regard lo the relevant costing records required lo be main1.ained pursuant to 
Section 209(0Xd) of the Companies Act, in respect of products manufactured by 
certa in types of industries and tbe cost sheets prescribed. The records are broadly 



based on the elements of cost and, therefore, there is a great deal of similarity between 
Lb.<:: various records prescribed for various producls. The cost sheeti:. however, vary 
from product to product, having regard to the nature of the product and the production 
process involved. The cost auditor wiU also have to _pay special attention to the 
reporting requirements laid down under the CostAudi1 (Report) Rules. 

14.11 COST AUDIT IN INDIA 

The cost audit was recommended to Indian industries by Vivian Bose Enquiry 
Commission. The cost audit is necessary for optimum and proper utilisation of 
resources by Indian industries. Section 223-B of the Companies Act prov ides for 
ordering of cost audit by Central Government. The Cost Audit (Report) Rules, 1968 
)aid down by the Central Government make certain industries to get cost books 
compulsory audilt:<l in every financial year. 

The following item~ are included in the cost audit report: 

(i) General informalion regarding the company and tltc cost auditor, 

(ii) A brief detail about each type of product, production and utilisation of 
production capacity, 

(iii) Detailed information about the wages and salaries of the employees, 

(iv) A detail note about 1he manufacturing process of the company, 

(v) A brief repor1 on the present cost accounting system, 

(vi) Information regarding the financial position of the company of cw-renl and 
previo11s year, 

(vii) Detai I report about the sales of product and fixation of selling price, 

(viii) A note on special expense which have been directly a llocated to production 
process, 

(ix) The cost of raw materials both in terms of quantity and price or rale, 

(x) Details about the cost of power, steam and fuel used in the production process, 

(xi) In.formation about abnormal features affecting production process of the product 
during the financial year, 

(xii) Details about the stores and spare parts of the company, and 

(xiii) Details about depreciation policy and its implemenlatioo. 

14.11.1 Cost Audit Report and Its Format 

AO.er carrying on cost audit, the cost auditor has to prepare a detail report on cost audit 
under rule 1968. Under rules, oo a prescribed format, the cost auditor has lo present 
the report before the Company Law Board and its one copy should be seot to company 
to be pn.-sented on the date before the annual general meeliog of the company jn 
60 <lays in advance. If any clarification is sought by the Company Law Board within a 
prescribed period of auditing, the cost auditor will have lo clarify. If the auditor 
violates any of the provisions of company act, he may be fined maximu01 of· 500. 
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Format of Cost Audit Report 

E E F. E E E E E E E E E E E E E E E E E ... E E E E E (Name of 
cost auditor) Appointed as auditor of E .E E E E E E E E E E E E E E 
(Name of the company) in pursuance of provisions of the Companies Act, 
! 956 under section 233-D, the books of account maintained by the company 
pursuance lo the rules made by the Central Government under section 209 (l) 
( <l). 

I have conducted audit in accordance with the provision of this section and 
report that: 

(a) I have obtained all informa1ion and explanations which to the best of my 
knowledge ,md belief were necessary for the purpose of audit. 

(b) In our opinion, proper cos1 account records required under section 209( I) 
(d) ofCompanks Act, 1956 have been kept by the company. 

(c) The required statements of the branches which are not audited by us have 
been received for the purpose of our audit/not received or available for 
our audit. 

(d) Jn our opinion, ll1e cost accounts books give the information required by 
the Companies Act, I 956. 

(e) ln my opinioo, the cost audit records kept by the company in the properly 
man.uer with a true and fair view of cost of manufacturing and marketing. 

With cost report, we are also enclosing notes and various policies of the 
company which is part of our audit report and these points are considered in 
our investigations. 

Dale: E E E E £ E E E 
Place: E E E E E E E E 

E .E E E E E E E 
Signature of Cost Auditor 

llie Cost Audit Reports have great potential in government procurements especially in 
case of non-eompelitive procu rements. Tl1erc are no effective anti-trust Jaws in Jndia. 
This always leaves a scope for the traders/suppliers to charge exorbitant prices from 
the government supplies. 

Example: (]::Jayton ActO in USA clea{]y provides that any discrimination in price, 
services or faci lities shall be unlawful in USA. It al.so prohibits tbe discrimination in 
rebates, discounts or underselling in particular localities. This CActOfurlher provides 
that any differentia l in prices etc., shall have to be justified on the grounds of 
differences in the cost of manufacture, sale or delivery resulting from Lhe differing 
methods or quantities in which such commodities are sold or delivered and tl1c burden 
of rebutting the prima-facit· case shall be upon the person charged with a violalion of 
this act. The OClayton ActOaLc;o provides lhat it sha ll be un1awful for any person to 
induce or receive discr imination in price, which is prohibited under the act. In other 
words, each seller of product or service can charge a uniform price only in the USA. 

14.12 COST AUDIT PROGRAMME 

No standard pattern can be I.aid down for the cost audit programme. It will be affected 
by the nature and size of the bus iness, attitude of the management and exis1ing system. 
The cost auditor should have a cost audit programme which shou ld be specific lo the 
unit concerned A suitable programme for cost audit shou ld be drawn out in detail, 



specifying each item of audit work to be carried oul. TilC areas which a cost audit 
programme should include arc inventory o( store,,; and work-in-progress, labour, 
overheads, selli.ng, distribution and administrative expeose.'\, capita l expenditure and 
utilisation of capacity, plant and equipment. 

In drawing up such a programme, the guiding factors should be: 

(i) TI,e impact of differenl clements of cosl on lolal cost. 

(ii) CompMison of actual wit11 budgeted production and salt.~. 

(iii) Analysis of variances. 

(iv) Drawing up a list of priorities if more lllan one allcrnalivc was 'LO be followed 
up. 

(v) Critical examination of all statements to be presented to tJ1e management fm 
taking managerial decisions. 

(vi) Frequently reviewing every sys tem laid down, or action taken. 

(vii) Discussion of raised queries while conducting cost audit. 

(viii) Tiie effc.cl of all abnormal factors should be separated. 

(ix) The same procedure of fiJJanciaJ audit, i.e., voucbing, checking and Licking, test 
checks, auclit notes and questionnaire should be followe<l to establish the 
verification of correctness of cost accounls. 

(x) Profit as per cost accounts should be reconciled with Lha1 as per financial 
accounts. 

The audit programme should include a 11 the usual broad steps th.al a firurnc ial auditor 
includes in his audit programme. However, lhe significant tbings that slt0uld .not be 
missed are: proper vouching of expenses, capitaJ and revenue character determination. 
allocation of expenses. apporlionmen1 of overheads, arithmetical accuracy. the 
statutory requirements, examinalion of contracts and agreements. review of the 
BoardG and slmreholdersOminute books to trace important decisions having bearing 
on costs, verification of title deeds and documents relating Lo propcrti~ and assets, 
etc. Cost audit, in order to be effective, s hould be completed at one time as far as 
practicable. The exact content of cost uudil largely <lepeud.c: on the size of the 
organisation, rauge of products, production process, tJ1c existence of a well-organised 
costing department and of a weU-desi!:,'llCd costing system, and the existence of a 
capable iutcmal auditing system Other rdevaot cousidcrations may be given as 
fo llowing: 

(a) System of cost accounting in vogue and the organisation of \he cost department, 
fonns, schedules, etc. 

(b) System of internal check used in the organisation. 

(c) Frequency of audits, areas to be covered, volume of transactions, efficiency of the 
internal check. needs of management, purpose of cost audil, its benefits, etc. 

After considering the aforesaid factors a set of procedures and instructioru; are evolved 
which may be termed the cost audit programme. Like every other audit. a systematic 
planning of cost audit routine is necessary. DroadJy speaking, cost audit programme 
may be divided into the following stages: 

(a) Review o/CostAccqunting Records: This wil1 include: 

(i) Method of costing in use - batcJJ, process or uoil. 

(ii) Method of accounting for raw materials: stores and s pares, wastages, 
spoi lagc defocti ves, etc. 
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(iii) System of recording \vages, salaries, overtime and spares, wastages, etc. 

(iv) Basis of allocation of overheads lo cost centres and of absorption by 
products and apportionment of service deparlmenle3 expenses. 

(v) Treatment of interest, recording of royalties, research and development 
expenses, etc. 

(vi) Method of accounling of depreciation. 

(vii) Method of stock-taking and its valuation including inventory policies. 

(viii) System of budgetary control. 

(ix) System of internal auditing. 

(b) Verification of cost statements and otlter ,Lota: Th_is will include the verification 
of: 

(i) Licensed, instal1cd and utilised capacities. 

(ii) Financial ratios. 

(iii) Production data. 

(iv) Cost of raw material consumed, wages and salaries, stores, power and fuel, 
overheads provision for depreciation etc . 

(v) Sales realisation. 

(vi) Abnormal non-recurring and special costs. 

( vii) Cost statements. 

(viii) Reconciliation with financial books. 

Check Your Pro~ress 

Fill in the blanks: 

1. Cost audit reports raise the status of ------
2. The government and the trade association., may require cost audit for the 

ptupose of frxing selling prices to prevent excessive _____ _ 

3. Section _____ of 1]1c Companies Act provides for ordering of cost 
audit by Central Government. 

4. After carrying on cost audit, the cost auditor has to prepare a detail report 
on cost audit under rule -----

5. The cost audit was recomrncn<lc<l lo Indian indus tries by -----

6. is the examination of the evidence offered in subslautiatioo -----
of the entries in the books jncluding in such examination Ilic proof so far 
as possible that no entries have been omitted from the books. 

14.13 LET US SUM UP 

• With the emergence of accountability as an important aspect of business 
enterprise whether in the public sector or in the private sector, the auditing of 
accounts has assumed enonnous significance. 

• The cost audit is an important system in the auditing, because the cost audit is also 
a well-managed examination of books and accounts by the learned auditors. 

• \Vhcther the audit is internal or periodic, il aims at providing suggestions 
regarding improvements in effective cost account plan and reduces th~ additjonal 
cost audit work. 



• The existence of cosl audjt has a great moral influence on tbe employees, as a 
CC:$Ult of which the efficiency is increased. 

• Cost audit reports raisd enhaTicc the staLus of cos1 nccounlrull. Being external, it 
helps in improving cost methods and can solve specific problems which ultimately 
raise the status of cost department 

• The CosL Audit or has 10 be appointed by the board of directors under section 233-
B of lhe Companies act subject to prior approval o f the Company Law Board. 

• Appointmeol of cosL auditor is made on the reccipl of ao order from Central 
Government within a spcci fied period. The person to be appointed as cost auditor 
must hold a certificate of practice from the Institute of Cosl and Works 
Accountants of Jrulia. 

• A cost auditor has tb (.! same rights in relation to an audit conducted hy him under 
section 233-D as ao auditor of a company under section 227(1 ). 

• The responsibilities and duties of a cost auditor have nol been clearly given jn the 
Companies Act. Tue cost auditor is also required to ptrlorro the duties as are 
expected from auditors in general. 

• The cost audit was recommended lo lndian industries by Vivian Bose Eoquiry 
Commission. The cost audit is necessary for optimum and proper u11lisation of 
resources by Indian industries. Section 223-U of the Companies Act provides for 
ordering of cost audit by Central Goveromc::nl. 

• The cost auditor should have a cost audit programme which should be specjfic to 
tl1e unit concerned. A suitable p rogramme for cost audit should be draWD ou.1 in 
detail. specifying each item of audit work 10 be carried out. Tbe areas which a cost 
audi1 programme should include are invent ory o( stort:S and work-in-progress, 
labour, overheads. selling, distribution and administrative eitperu;es, capital 
expeoditure and Ulilisation of capacity, plant and cqui,Pmenl. 

14.14 LESSON END ACTIVITY 

Enumerate how cost audit brings out the weaknesses in the cosl accouoting system. 

14.15 KEYWORDS 

Contim1ous l11tema/ Au dit: ft continues for the year rouud wilh lbe cost accounts. 
Tb.is audit helps in lraciog lhe faults and errors and provides ready time to correct 
them. 

Cost A udit: It is the verification of cost accoums aod a check on the adherence to the 
cost accounting plan. 

Efficiency A udit: It is the test of the efficiency of organisation. This is the valuation 
of the executed action so that it is concluded that t.he effec1j ve efficient 
implementation of lhe pnidelcnnined plan has been carried on. 

Internal Cost Audit: II means the audit under which tbe audi1ors arc appointed to help 
the managerial dedsioos of enterprise taken by the top management. 

Periodic 111/ernal Audit: It is done afk-r a definite period of time, wherein the 
accounts of that period arc chet:ked and examined. 

Prnpriety Audit: This autlit of such actions and pJans o f management which bave a 
bearing oo lhc finance and expenses of the company or enterprise. 
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Specific Cost Audit: The specific cos! audit is arranged by customers, business 
enterprises, govenunent or special undertakings for some specific objectives. 

Statutory Cost Audit: Statutory cost audit means tbat audit which is arranged to fulfill 
the provisions of a certain stalute. 

14.16 QUESTIONS FOR DISCUSSION 

1. Wl,at is cost audit? Distinguish between financial audit and cost audit. Explain in 
detail. 

2. Describe the objectives, advantages and disadvantages of cost audit. 

3. De..:;cribe the various types of cost audit in detail. 

4. Describe the scope or areas of tile <.:OSI audit in detail. 

5. Wl1at is cost audit report? 

6. Explain the provisions regarding report and give the format of cost audit report. 

7. Discuss the appointment, eligibility aud rcsponsibilitit.-s of a cost 11uditor. 

8. Write short notes ou lhc following: 

(a) Internal cost audit, 

(b) Specific cost audi1, and 

(c) Statutory cost audit 

9. What are the important techniques of cost audit? 

I 0. Distinguish between fin11ncia\ audit and cost audit. 

1 l. Write a short note on Cost Audit Programme. 

Check Your Progress: Model Answer 

l . Cosl accountant 

2. Profit making 

3. 223-B 

4. 1968 

5. Vivian Bose Enquiry C(m1mission 

6. Vouching 
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