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UNIT -(
(INTRODUCTION TO COSTACCOUNTING)

DEFINITION OF COSTACCOUNTING

Cost A ccoantr’&y i & method of accounting for cost. The process of recording
and accounting for all the elements of cost i called cost accounting.

The (nstitute of Cost and Works Accourdants, London defines cost
accounting as, “the process of accounting for cost from the point at which
expendrture i fncarred or comumitted to the establishment of ity altimate
relutionship with cost centers and cost units.

The lnstitute of Cost and Works Accountants, India defines cost accountin
as, ‘the technique and process of ascertainment of costs. Cost accounting is the
process of accounting for costs, which beging with recording of expenses or the
bases on which they are calculuted and ends with preparation of statistical data’.

To put it simply, when the accounting process is applied for the elements of
costs (i.e., Materials, Labor and Other expenses), it becomes Cost Accourding.

OBJECTIVES OF COSTACCOUNTING

Cost accounting was born to fulfill the needs of manufucturing companies. [t isa
mechanism of accourting through which costs of goods or services are ascertained
and controlled for different purposes. [t helps to ascertain the true cost of every
operation, through a close watch, say, cost analysis and afllocation. The main
objectives of cost accounting are as follows:-

L Cost Ascertainment: The main objective of cost accounting is to find out
the cost of product, process, fob, contract, service or any wnit of production. [t is
done through various methods and technigues.

2 Cost Control- The very hasic function of cost accounting is to control
costs. Comparison of actual cost with standurds revealy the discrepancies
(Variances). The variances reveal whether cost is withine control or not.



Remedial actions are suggested to control the costs which are not within control.

3 Cost Reduction: Cost reduction refers to the real and permarent
reduction i the wt cost of goods manufactured or services rendered without
affecting the wse intended. [t can be done with the help of techniques called
6aéyetc/my controf, standard costing, material control labor control and overhreads
control

4. Fixation of Selling Price: The price of any product congists of total cost
and the margin required. Cost data are useful in the determination of selling price
or quotations. [t provides detarled information regarding various components of cost.

[t also provides information in terms of fixed cost and variable costs, so that the
extert of price reduction car be decideo.

5 Framing business policy: Cost accounting helps management in
formatating business policy and decision making. Breaz even analysis, cost volume
profit relationshps, Orfferential costing, ete are helpful in taking decisions regarding
key areas of the business.

(mportance of Cost Accounting

Cost accounting is important for all activities (companies) and it it not as is
prevalent that cost accounting i limited i importance for manafacturing
companies only, cost accounting has a Significant role in determining and
controlling the services cost, and that the success factors of any commercial
activity is the use of cost accounting systems and therefore the importance of cost
accounting i a follows:

1 Cost control by collecting and recording all the cost elements of the
company,

2. Cost clussification through cost accounting methods, which enables us to
Orfferentiate between all types of costy.

3. Pricing of products in cost accounting plays a significant role in
controlling the pricing of products, as it provides cost reports, it i alyo possible to
take advantage of moderr methods of pricing of products such as the target costing
method, through which the price of products can be determined and the target
profit margin added before starting production.

4. Contributing to increasing the companys profits and increasing ity
competitiveness, had it not been for the presence of cost accounting, the



companies would not have been able to know the costs of products arnd control these
costs, and thus the ability to reduce costs to the lowest possible extent and increase
profits to the maximum possible profit

5. Creating the budgeting, through the methods of cost accounting, the
company can create hudgeting, and so that such budgeting can be created, the
actual activity costs of the company must be examined for previous years so
that the company car forecast what the future cost will be and can also be through
budgeting of tightening control and control of cost elements by co&Tam'ny actual
costs with standard costy and detecting variances, then analyzing these variances
and working on resolve shortcomings of costs.

6. Assisting the department in making decisions by providing the essential
cost reports, whether it is for the production elements or activities (costeenters) to
assist the Oepartment in excluding the avoidable costs, and supporting the
tmportant cost centers that achieve the castomer desives and increase the product’
s abrlity to compete in the market.

Cost accounting has a set of objectives that are seeking to achieve in companies so
that companies achieve their desired objectives

LIMITATIONS OF COSTACCOUNTING

1 [t & based on estimation: as cost accounting relies heavily on
predetermined data, it is not reliable.

2. No wniform procedure in cost accownting: af there i no wuniform
procedure, with the same information different results may be arrived by drfferent
cost accounty.

3. large number of conventions and estimate: There are number of
conventions and estimates in preparing cost records such ag materialy are issued on
an average (or) standard f"!:‘?e, overheads are charged om percentage busis,
Therefore, the profits arrived from the cost records are not true.

4. Formalities are more: Many formalities are to be observed to obtain the
benefit of cost accounting. Therefore, it is not applicable to small ard mediam firms.

5. Expensive: Cost accounting is expensive and requires reconciliation with
financial recoros.

6. [t s wwnecessary: Cost accounting is of recent origin and an
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enterprise car Jurvive even without cost accounting.

% Secondary data: Cost accourting depends on financial statements fora
lot of information. Any errors or short comings tn that itformation creep into cost

accounts also.

The difference between management and cost accounting are as follows:

S.No

Cost Accounting

Management Accounting

The main objective of cost
accounting i to apist the
management in cost control and
decision-making.

Theprimary objective of  managemel
accounting i to provide necessary informatio tr

the management in the process of ft
plarning,  controlling, — and  performants
evaluatior, arnd decision-making.

Cost accounting system  uses
quantitative cost data that care be
wmeasured in monitory terms.

Management accounting uses both quantitat]e
and qualitative data. (t alto uges those data thit
cannot be measured in terins of money.

Determinatior of cost and cost
control are the primary roles of
cost accounting.

Efficient and effective  performance of |a
concerne it the primary role of managemen
accounting.

Success of cost accounting does
not deperd upon management
accowrting system.

Success of maragement accourting depends (s
sourd financial accounting system and cist
accounting systems of a concers.

Cost-related duta a obtainedfrom
financial accourdting i the base of
cost accounting.

Management accounting is based on the data | £
received from financial accownting and clst
accoantr’ny.

Provides  future  cost-reluted
decisions based on the fustorical
cost information.

Provides tistorical and predictive informatiofdn
futare decigion-making.




STUDY MATERIAL FOR BBA

COSTACCOUNTING
SEMESTER - [V, ACADEMIC YEAR
2022-2023
7 Cost accounting reports areuseful| Maragement accounting  prepares  reponts
to the management as well as the| exclusively meant for the management.
shareholDers and creditors of a
concern.
8 Only cost accounting principles | Principals of cost accounting and finance nl
are used i (t. accounting  are  wuged  in  managemel ¢
accounting.
9 | Statutory  awdit  of  cost| No statutory requiremert of audit for reports.
accounting reports are necessary
. some cases, especially g
business houses.
10 | Cost accounting is restricted to | Maragement — accounting — uses — finandul
cost-related data. accounting data as well as cost accountin data.|q




The following are the mafor Oifferences between cost accouwnting and financial

&3 COSU Aecounting aims at maintaining cost records of an organization
Financial Accoanting aims at maintaining all the financial data of an orgarisation.
o  Cost Accounting Records both historical and per—deterimined casts. Conversely,
Financial Accounting records only historical costs.

o  Users of Cost Accounting are limrted to internal management of the entity,
whereas users of Financial Accounting are internal as well as external parties.

® (1 cost, accounting stock is valued at cost while in financial accounting, the
stock is valued at the lower of the two i.e. cost or net realisable value.

o  Cost Accounting is mandatory only for the organisation whick iy engaged in
marufactaring and production activities. On the otZeﬁ hand, Financial Accounting
i mandatory for all the orgardsations, as well as compliance with the provisions of
Companies Act and lncome Tax Act is also a must.
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o Cost Accounting information i reported fem‘oér’ca//y at frequent intervals, but
finarcial accounting information is reported after the completionof the financial
year ie. generally one year.

o Cost Accourting information determines profit reluted to a particular product,
Job z::[roce&’. As opposed to Financial Accourding, whick determines the profit for
the whole organisation made during a particular peroo.

o  The purpose of Cost Accounting is to control costs, but the purpose of financial
accounting iy to keep complete records of the financial information, onthe basis of
which reporting can be done at the end of the accounting perioo.

Cost Accounting Applications

There iy no activity without ity ability to apply cost accounting to it because all
activeties can be applied to cost accounding

We will cover some of the activities to which cost accounting is applied, such as
1- Hotel cost accounting

Cost accoundting in hotels performs to record all the hotel costs, clussify and
analyze them to provide reports to the department for monitoring and
decision-making purposes, in the hotel system; it follows the uniform system of
accounts, each hotel department has its revenues and expenses and hence all
departments of the hotel can be considered as cost centers and cost accounting
procedures in hotels based on designing a chart of cost centers, which consistsof

A- Revenue cost centers that generate revenue

t refers to the hotel divisions that revenue-generating for the hotel and are it
activity base such as

1- Rooms Division

2-Fo00 Department

3- Beverage Department
4- SFAE Fitness Division
5- Laundry Department

6- Front Office Department



B- Service cost centers that do not generate revenue
1- Finarnce Department

2- Human Resources

Department 3-  Frocurement

Department

The role of cost accounting in hotels

Dividing the hotel into cost centers where the copty iy caleuluted, whether
they are f?xe{ costs or variable costs, direct costs or indirect costs, and each cost
center iy aflocated by ity proportion of the costs, hence the role of cost accounting
appears in measuring the ratios of fixed costs from activities that do not generate
revenue for the hotel to the total costs to work on reducing it to the maximum
possible extent that does not affect the operational capacity of the hotel, i addrtion
to the role of cost accounting in measuring revenue from activity to keow how
much each department (cost center) generates revenue andhow much is spent on it
of the expense and in the end it is possible to create Cost Cendter reports for each
dZmrtment (cost center) separately and also for the hotel in general and through
these reports the hotel managers can excludeactivities that do not generate revernue
or adoress the shortcomings and analyze the causes of their problems as well as
expand activities that generate revenue for the hotel.

2- Manufacturing Cost Accounting

The manufacturing activity is characterized by that is based on the process
costing system; for example a manufacturing plart (packaged cheese), there are
certain stages for the production of a single package (the product), so itis possible to
calculute how much it costs from direct matem’ag drrect labor and manufacturing
overhead cost, and therefore it is easy to forecast the costs of each work order in
advance, even if approximately, and creating production budgets and comparing
these planned costs with the actual costs, and cost accounting determines the cost
elements for each work order through

A- Direct Materials Cost

It means all the materialy wsed in the production process, whether raw
materials, semi-finished materials, or packing and packaging materials, ete. cost
accoundant monitors their prices by following the policy of perpetual inventory
through controlling the inventory, which enables him to determine direct material
costs.



B- Direct Labor Cost

It means all direct labor costs incurred production as wages for machine
operators (picking, packaging, sorting, production line workers, etc.).

C- Manufacturing Overfead Cost

The cost accourntant caleulutes afl overhead costs and additional services and
allocating them to the products in proportion to the consumption of eack product
of them and that is by creating cost centers for all production departments arnd
allocating each department with the necessary overhead costs.

Understanding Cost Center

The operations of a cost centre will not directly result in profits to the
company. However, therr operation, such as customer service and enbancing
proouct value, would hefp the comparny get more buginess. Cost centres will support
the management in using the resources smartly by wnderstanding how they are
useo tn the company.

Despite cost centres making contributions directly, one carnot ignore the
revenues coming through them. Most associated advantages or the activities that
produce profits from these wings of the company are generally ignored for the
purpose of internal management.

Functions

The primary function of cost centres is to keep track of the expenses
tncurred. The managers or other high-level officials are given the responsitility of
having the costy in syne with the allocated budget and will not be hearing
resporsthrlities as to how the revenues generated to be useo.

The segmentation of expenses into cost centres will allow for a great levelof
control and analysis of the overall costs involved. Accounting resources at alllevels
will allow for more efficient caleulution and accourdting.

Types of cost centers

There are six major types of cost centers that do not gemerate profits on
their owne but are all important to the core functions of the business.

L (mpersonal cost center

limpersonal cost centers deal with equipment, machinery or locations. They
may focus on locations, equipment, production or machines. For example,



a research and development department hes a budget to find innovative solutions
to congumer problems or design new producty.

2. Qperation cost center

Operation cost centers are concerned with people or machines engaged in
similar activities. For example, [T departments make sure that hardware, software
and networks are all working corvectly, properly updeted and secure.

3. Persoral cost centers

Personal cost centers deal with a particular person or group of people. For
example, a companys HR department works across departments to deal with
employee needs and recruitment.

4. Proouct cost center

Product cogt centers deal with a gpecific product or manufacturing area. For
example, a publishing comparny may have a production department resporsible for
the actual printing of it books, newspapers or magazines. A manufacturer might
have assembly, patcting or welding shops.

5. Process cost center

FProcess cost centers fbcw on a ;pec:'ﬁc process or event. For exam/:/e,
customer service Oepartments handle customer complaints, improve customer
exprerience and manage avy warranties or rebates that might be available.

6. Service cost center

Service cost centers /ﬂ‘ow'de Jervices to the compary. For examp/e, a
Jardtoral staff maintaing clean, orderly facilities so that employees can be healthy,
safe and productive.

For example, a small company might have a cost center that is simply an
office manager or bookkeeper who manages office administration andbookkeeping.
Alternatively, a maltinational corporation might have separate cost centers such
as human resources (HR), accounting department and administrative staff.

Mearing of Cost units

A anit cost is a total expenditure fncurred by a company to produce, store,
and sell one anit of a particalar product or service. Unit costs are synonymous



with cost of goods s0l) (COGS). This accounting measure includes all of thefixed
and variable costs associated with the production of a good or service.

Cost sheet
Definition:

According to CIMA London Cost Sheet iy A statement which provides for
the assembly of the detarled cost of a centre or a cost unit. [t is alto a periodical
Statement.

Elements of Cost
(1) Direct Materials:

Since there will be only one product and process of manufacture is alto
simple, the raw material if any ig directly charged to the production of the period in
total.

(2) Direct Labour:

The labour costs are collected periodically through pay rolly which are
prepared separately for each section of work. The cost of abrormal @dle time should
be deducteo.

(3) Otteer Divect or Chargeable Expenses:

Expenses other thar direct material and divect labour are chargeable
expenses e.q. excise duty, rogalty, experses on designs, patterns and models ete.

%) Prime Cost:

The total of Direct Materialy Consumed, Direct Labour ard Other Direct or
Chargeahle Expenses is known as Prime Cost.
1. Cost of Direct Materials Consumed -

2. Direct Labour or Wages
3. Other Chargeable Exps

PRIME COST

(%) Works Expenses or Overheads:

In wnit costing, these expenses reluted to the product are added to Prime Cost.
Thege are:

(i) (ndirect materials lite orl, dusters, lubricants ete,,



(65) lndirect labour like wages to foremen, storekeeper, watchmar, fuctory clerksete.

(it) Steam, fuel or electric power,

(iv) Lighting heating and water in the factory

(v) Rent, insurance and rates of fuctory,

(Vi) Repairy and depreciation of machines plart, fuctory buiding and loosetools,
(vit) Factory stationery,

(viti) Factory research expenses,

(ix) Expenses reluted to factory establishment,

(x) Drawing office salary,

(x)) Welfare expenses and workmans compensation, lnsarance, etc.

(6) Scrap or Wastage:

ln the production of anything some wastage or scrap materialy is obtaineo.
Sometimes some of the units produced may be defective arnd such anits or scrap or
wastage iy 0l0. The amount thus obtained should be deducted firom factory expenses
or from works cost. [f, however, the materialy (when about to be used) are fournd to
be defective and then s0ld, the value of materialy used should be reduced by the cost
of such materials. The loss on sale of suck defective materialy should be debited to
the Costing Profit and Loss Account.

(2) Work in Progress:

ln any factory or workshop there are always some units which are not yet
complete, but on which some work has been done. Such work iy known as
work-in-progress or work-in-process. The valuation of such work-in—progress is
made on the basis of the value of material already used, the amount of wages pard
for the work concerned and a proper share of factory expenses. Since various anits
will be at Orfferent stages of production the value of work- in- progress will have to
be estimated for each stage separately.

The work—in—progress in the beginning i to be added to the carrent costs of
production and that at the end of the period has to be deducted from the



manufacturing cost. This may be done when factory expenses have beer addedto
the prime cost.

Cost sheet Format
COST SHEET ASON ..cccvevvennns (NO. OF UNITS PRODUCED: ..... )
PARTICULARS TOTAL | Per unit
T 4
Opening Stock of Raw materials XXX
Add: Purchase of Raw Materials XXX
Add: Carriage Inwards XXX
XXX
Less: | Closing Stock of Raw materials XXX
Less: Materials Returned XXX
DIRECT MATERIALS CONSUMED XXX XXX
Add: | Direct Labour XXX XXX
Add: | Direct Expenses XXX XXX
PRIME COST XX XX
Add: | Factory /Works expenses / works on cost XX
Add: | Opening Stock of work in progress (WIP) XXX
XXX
Less: | Closing Stock of work in progress (WIP) ik
Less: | Sale of Salvage (if any) xxx
Add: WORKS COST or FACTORY COST AXX XXX
% Office and Administration Expenses XXX XXX
Add: COST OF PRODUCTION xxx xxx
Opening Stock of finished goods XXX
Less: | Closing Stock of finished goods AR
(No, of units x Cost of production per unir*) AXX
: COST OF GOODS SOLD XXX XXX
Add: Selling and Distribution expenses XXX XXX
Add: COST OF SALES/TOTAL COST XXX XXX
" | Profits(Pisitive figure)/Loss (Negative Figure) XXX XXX

SALES XXX XXX




oNT - U
MATERIAL COSTING

Classification iy the systematic Oivision, grouping, or categorization of
materialy or items based on some common characteristic.

Classification of materials can be performed on different bases (e.q., nature,
mmaﬂrcfmv’&g process, value, and purpose). To fentify materialy that are
purchased and stored for commercial purposes, they should be properly classifieo.

The department in charge of storage should closely study ard monitor the
materials, ensuring thew sufe custody, meticulows handling, and protection from
damage, fire, priferage, and sporluge.

A broad classification of materials is showr below, based ore their natare, use, arnd
Jervice.

o Raw Materials
o Consumable Stores
o Machinery and Plart
o Factory and Office Equipment
o (nflamable Stores
o Chemicals
o Furniture and Fixtures
o  Scrap Materials
o  Puackaging Materialy
o General Stores
Basis for Classification of Materials

The basis for the clussification of materialy involves several aspects, including
nature, manufacturing process, and value.



Basis of Nature
Baseo o their nature, materials care be oivided into:

(t) Direct Materials: Direct materialy are items that can be Dentified with a
product or a group of products and can be easily measured and charged divectly into
the product. These materials are part of the finished product (e.q., timber in

furritare).

(¢¢) ndirect Materials: These are materials that cannot be traced to a specific
product o be charged directly to various products. (ndirect materials do notform
part of the product. Examples include repair and maintenance stores, lubricating
orls, and cleaning matersals.

Basis of Manufacturing Process

Bageo on the manufacturing process, stores are divided fnto:

(i) Pre-process Stock: These are ftems that are yet to he wsed in the
manafacturing process and are obtained prior to the start of production. They

include raw materials, bought-out parts and assemblies, and stock in the prpeline
of materials in travsit.

(#) lntermediate Stock: lntermediate stock comprises the parts or assemblies that
are marufactared within the factory for use in the final product.

(i) Fineished Goods or Finished Froducts: As the name indicates, finished ayoodr
are the items that have been duly manufactured i the factoryand are ready for
shipment or sale to the customers.

Basis of Value
Based on value, stores may be divided into:

(i) Category A: Category A consists of materials which constitute 57 to 107. ofthe
total items in the stores and represents 707 to 857 of the total stores value.

(i) Category B: This category consists of materials which constitute 107 to 207 of
the total itemy in the stores and represents 107 to 20 of the total stores value.

(¢t) Category C: This category consists of cheap materialy which constitute 70 to
857 of the total rtems in the stores and represents 57 to 107 of thetotal stores
value.



Category A items are costly rtems, ca//r':Z for a greater level of control to preserve
them. A reasonable degree of care may be taken to control category B items, while
a routine type of care may he applied to control C category (or residuary) icems.

Basis of Movement of Stores

Based on the movement of stores (i.e., rate of compumption), stores items maybhe
orvided into:

(t) Fast Moving Stock: Fast moving stock is extrausted rapidly due to high demarnd

from production departinents.

(i) Slow Moving Stock: This category consists of stores or materials that are
congumed or exhausted slowly due to lmited demand from the production
departmenty.

(¢it) Dormant Stock: This category congists of items that are not in demard at
present and may regain demand i the future. This category includes seasonal
materials, which are only required during specific seasons.

Advartages of Classification of Materials

Classifying the items that a business holds in its stores leads to many advantages.
These include:

1. Helpful in Grouping of Stores ltems: Classification helps to group Orfferent
items in the store. (tems that fall under a particulur category can be stored in one
location, ensuring optimal use of storage space.

2. Eagy Location: Proper clussification of stores items helps in the easy
identrfication of the various items. Storekeepers can easily find materialy whenever
they are required in the production departments.

3. Proper Accounting: Record-keeping processes are easier when items are
properly classified. Furthermore, simplified record-keeping ensures accuracy in
posting recepls and issues in the stores records.

4. Proper Care: By clussifying items based on value, storekeepers can ascertain
their relutive importance. Accordingly, a surtable degree of supervision and control
can be exerciged that iy proportional to the value of each item.

5. Avoidance of Daplicatiorn: Proper classification helps to avord the possibility of
duplicate stock itemys and materials.



6. Standardization: Classification helps to standardize various items in the stores.
Standardization involves variety reduction wing fixed sizes and types, leading to
aneiforem standards for similar items.

Codification of Materials

After clussifiying and grouping the various items i an organization s stores, it iy
useful to coorfy them.

Codification iy the process of assigning a namber or symbol to eack store item,
along with a name, i order to make it easy and convenient to entrfy.

The codrfication of store items thus leads to time-saving and labor efficiencres.

Different kinds of store codes are used today. Most have been specially designed to
surt the requirements of a particular organization.

These codes may be based on the nature of stock rtems, the purpose for which the
items are used, or or any other basis that is viewed as surtable according to the local
crrcwmstances.

Also, the accurate dentification of the materials may require a lengthy description.
This can be complicated and, hence, may add to the confusion.

Codification i necessary because it involves the assigrument of logical ard
systematic numbers or alphabets (or hoth) to help in the simple but accurate
identification of the material.

Advantages of Codification
The main advartages of codification include:
e Avoidance of long and unwieldy descriptions
e Accurate and logical dentification of items
o Avoidance of duplication
o Standurdrzation of purchasing and storage
o Reduction of variety
o Effective planning and high-quality production

Material Control i a management function that is concerned with thestorage,
hardling, and use of materialy to minimize waste ard fmprove



inventory accuracy. This process can be beneficial for comparies to reduce
costs and improve organization and productivity.

Objectives of Materials Control:
() To enable uninterrapted production:

The main object of material control & to ensare smooth and unrestricted
production. Production stoppages and production delays cauge substartial lossto a
concerr,

(%) To ensure requisite quality of materials:

The quality of finished products depends mainly on the quality of raw
materialy used. f quality of the raw materials is not ap to desired ;tm&argf, the end
product will not Ze of desired quality whick affects the sale of the productin the
market resulting ine loss of profits as well as gooowill of the concerne. [t is of vital
tmportance to exercise strict control and supervigion over the purchases, storage
and handling of materials.

() To minimise wastage:

The loss of material may occur on account of rust, dust, divt or moisture, bad
and careless handling of materials, poor packing and many other reasons. The
cauges responsible for such losses must be brought to light mf{ utmost efforts should
be made to minimise the wastage of raw materials. This i possible only by
introducing an efficient materials control system.

(0) To fix responsibility:

A proper system of materialy control also aims at fixing resporsibility of
operating unils and individualy connected with the purchase, storage and handling
of materials.

(e) To provide information:

Another objective of materialy control is to provide accurate information
reqarding material cost and inventory whenever needed by management.

Purchase Procedures:

The Purchase Department has to follow certain procedures for efficient
buying. The purchase procedures involve the following steps:



(1) Purctase requisition:

Recetving the purchase requisition, which may be recerved from the stores,
production control department, Departmental Managers. The volume of materials
to be bought should be detersmined judiciously.

(2) Search for supplier:

The Purchase Department has to search for prospective suppliers. Care
should be taken in choosing the correct supplier. Once the suppliers are dentified
they should he asked to submit quotation or tender. The tenders are to be operned
and supplier should be selected after considering the terms andcondrtions stated in
the tenders.

(3) Placing order for purchase:

Once the supplier i selected the purchase order should be giver to the
selected supplier. Copy of parchase order should be sent to the originating
c)e/mf'tmem; Accounts Department and one copy to Costing Department.

(%) Receipt of Material:

Materials received should be entered in the Goods Recerved Note and are to
be sent to lngpection Department for ingpection. After receiving ingpection report,
the materialy are sent to the stores for despatch to the production departments.

Receipt of Goods:

A g000s receiving department is usually set up at the entrance to the factory.
All carriers of goods are supposed to report to this department. After receiving
delivery note or an advice of despatch fiom the supplier, the receivingdepartment
should make arrangements for urdoading the goods.

The receiving office should receive the goods after comparing the quantrty,
quality and other detarly incorporated in the Purchase Order which he should
aéﬁeagy possess. On receipt of goods they should be checked either by weighing or by
coundting or by ingpecting.

(f there is any damage or shortage, the fact should be noted on thecarriers
copy o challan. After being satisfied in all respects the receiver of the goods should
Sign the carrier 3 copy of cﬁi«/ﬂm Particulars of goods should then



be entered in a Goods Received Note (given below). Goods Received Note is an
tnportant document and is necessary so that the suppliers fnvorice can bheverified

and passed for payment.
Goods Received Note és prepared with additional copies to be distributed asfollows:

(i) To the purchase department to update purchase record;
(it) To the department originating the purchase requisition;

(%) To the accourdting ard stock control department;
(i) To the store-tkeepers; and
(v)) Retained in the receiving department for record and future reference.

Goods Received Note (GRN):

It iy a testimony to the goods received which are i accordance with the
purchase order. Where this i not so the supplier i informed by a formal
commantication. (f some adjustments are to be made on account of damaged or
defective goods it i customary to send a debit note to the supplier for the value of
the damaged or refected items plus cost of carriage for returning them.

Checking of Purchase lnvoices:

Along with the goods the supplier sends an invorce which containg the
detarly of the materials supplied and the price to be pard for i,

O receqpt of materials the purchase clerk checks the accaracy of theparticulars
with reference to the following documents:

(1) Purchase Order.

(7) Goods Recerved Note.
(i) lnspection Report.
(iv,) Debit Note, if any.

(f the invorces are found correct they are signed by the responsible authoricy
of the purchase department with a rubber stamp and passed to the accoundts
department for payment. The invoices are now checked by the authorized person of
accounds department to ensare that the calculations are correct.



The invorce ig entered in the Purchase Day Book fiom which the suppliers
account iy credited. Feriodically the total of the Purchase Journal is debrted to
Purchase Account in the General Ledger.

Techniques of inventory Control

Some of the most important technigues of inventory control system are:
1. Setting up of various stock levels. 2. Preparations of inventory budgets. 3.
Maintaining perpetual inventory system. 4. Extablishing proper purchase
procedures. 5. lnventory turnover ratios. and 6. ABC analysis.

1. Setting up of varéous stock levels:

To avord over-stocking and under stocking of materials, the management
b to decide about the maximum level, minimum level, re-order level, danger level
and average level of materials to be kept in the store.

These terms are explained below:
(a) Re-ordering level:

[t is also known as ‘ordering level or ‘ordering point’ or ordering limit.
[t is a point at which order for supply of material should be made.

This level i fixed somewhere between the maximum level and the miviman
level in such a way that the quartity of materials represented by the drfference
between the re-ordering level and the minimum level will be sufficient to meet the
demands of production till such time as the materialy are replenisheo. Reorder level
depends mainly on the maximum rate of consumption and order lead time. When
this level is reached, the store keeper will inrtiate the purchase requisition.

Reordering level iz caleulated with the following formula:

Re-order level =Maximum Rate of consumprtion x maximen lead time
(4) Maxivnum Level:

Maximam level is the level above which stock should never reach. [t i also
keeowre ag maximurm limet’ or ‘maximum stock. The function of maximem level i
essential to avord unmecessary blocking up of capital in fnventories, losses on
account of Oeterroration cmay obsolescence of materialy, extra overheads ard
temptation to thefts ete. This level car be determined with the



following formula. Maximeun Stock level = Reordering level + Reordering quantity
(Minimen Congeurmption x Mindrmeum re-ordering period)

(c) Minimam Level:

[t represents the lowest quantity of a particular material below which stock
should not be alloweo to fall. This level must be maintained at every time so that
production is not held up due to shortage of any material.lt is that level of
invendories of which a firesh order must be placed to replerish the stock. This level iy
usually determined through the following formala:

Minimum Level = Re-ordering level — (Normal rate of consumption x Normal
Delivery period)

(9) Average Stock Level:

Average stock level is determined by averaging the minimum ard maximem level of
stock.

Tte formula for determination of the level s as follows:

Average level =1/2 (Minimum stock level + Maximeun stock leve()

This may also be expressed by minimem level + 1/2 of Re-ordering Quardity.
(¢) Danger Level:

Danger level i that level below which the stock should wider no
circumstances be allowed to fall. Danger level is slightly below the minimum level
and therefore the purchases manager should make special efforts to acquire
requived materialy and stores

EOQ (Economic Order Quantity)
EOQ is calculuted using the arraal product demand, order cost and holding

cost per unit, per year. This calculution can be automated with an invendtory
management system that 3 often part of a larger ERP plutform

What i EOQ?

EOQ stands for Economic Order Quantity. [t is a measurement used in
the field of Operations, Logistics, and Supply Management. I essence, EOQ isa
tool used to determine the volume and frequency of orders required to satisfya
given level of demand while minimizing the cost per order.



The (mportance of EOQ

The Economic Order Quantity is a set point designed to help companies
minimize the cost of ordering and holding inventory. The cost of orderinginventory
fally with the increase fn ordering volume due to purchasingon economies of
scale. However, ag the size of inventory grows, the cost of holding the inventory
vises. EOQ is the exact point that minimizes both of these inversely reluted costs.

EOQ Formula

The Economic Order Quantity formala is caleuluted by minimizing the total
cost per order by setting the first-order derivative to zero. The components of the
formala that make up the total cost per order are the cost of holding inventory and
the cost of ordering that inventory. The key notations in wderstanding the EOQ
formala are as follows:

LIFO AND FIFO (Last —in- First- Ouat And First — in - First —Out)
FIFO, LIFO, Simple & Weighted Average - MaterialCost

Materialy issued from stores are debited to the fohs or work orders which
recerved them and credited to the materialy accourd. These jobs are debited with the
valie of materials issued to them. But what iy the value of materinls? Theoretically
the valiee includes the invoice price less trade discount, the freight, cartage and
mgurance on incoming materials, expenses of purchase, receiving, storing and
record keeping and carriage from the stores up to the process plant. However, in
practice, it involves minute calculutions for including all these expenses and is a big
task compared to the benefit derived from it

More over the price changes according to the market conditions and at any
given time there will be stock of materials purchased at different times at different
prices. Hence the problem as to at what price the materials should be issued?

There are many methods of pricing material isues. The most important being:
FIFO, LIFO, simple and weighed average methoos.

1) First in First Out (FIFO)

Under this method material is first issued from the earliest consignmenton
harnd and priced at the cost at which that consigrment was pluced in the



stores. i other words, materials received first are issued first. The anity in the
opening stock of materials are treated as if they are issued first, the wnis from the
first purchase issued next, and so on antil the wnits left in the closing stock of
materialy are valued at the lutest cost of purchases. This method i most saitable in
times of falling prices because the issue price of materials to jobs or work order will
be high while the cost of replacement of materialy wil be low. But in case of Higing
preices this method i not surtable because the issue price of materialy to production
will be low while the cost of replacement of materials will be high.

Advantages:

() Since materialy irsued for production are at the original cost, the inventory
reflects the current market price,

(it) Profit and Loss Accomnt and the Balance Sheet satisfactordly
represent the actual conditions,

(7 When the price level is declining, the FIFO method shows a lower
profit for income tax implications,

(iv) Next to the Average Cost Method, FIFO i the mast commonlyaccepted
basis of valuation of issue, and

(v)) The method simplifies computation of the values of issues.
Demerits:

) When there are price-fluctuations FIFO method makes the cost of
production fluctuating from period to period,

) At the time of increasing price-level this method shows profit and
tnventory at higher figures whick have unfavourable income tax implications.

Wlustration 1: The following is a history of the receipts and issue of motives ina
factory during February, 2004:



February

February

1 Opening balance

8 Issue
13 Receipts
14 Refund from a work order
16 Issue
20  Receipts
24 Issue

500 kg @ 2. 25

250

kg

200 kg @ X. 24.50
15 kg @ T. 24.00

180

kg

240 kg @ T. 24.37

304

kg

lssues are to be priced on the principles of FIFO. Stock verifier of the factory
noted on 15th a shortage of Skgs. Weite out the complete Store ledger account in
respect of the above motives for Februaary, 2004,

Solution.
Stores Ledger Account for February, 2004
Motive............ Code No.............. Maximum quantity...............
Minimum quantity............... ;
Receipts Issues Balance
Date | G.R. | Onty.| Price | Amount | S.R. | Onty. | Price | Amount | Onty. | Price | Amount | Rema-
No. | kg |per kg % No. | kg | @ 4 kg |per kg L4 rks
2004 500 | 25.00 | 12,500.00
Feb. 1
8 250 | 25.00(6250.00| 250 | 25.00 | 6,250.00
13 — | 200 | 24.50 | 4500.00 250 | 25.00
200 | 24.50 | 11,150.00
4 | — 15 | 24.00 | 360.00 250 | 25.00 *Shor-
200 | 24.50 lage
15 |24.00 | 11,510.00| noted
16 180 | 25.00 | 4500.00| *65 | 25.00 on
200 | 24.50 15th
15 |24.00 | 6,885.00 | of §
- 20 | — | 240 | 24.37 | 5848.80 65 |25.00 | 12,733.80] kg
200 | 24.50 valued
15 |24.00 on
240 | 24.37 FIFO
24 65 |25.00 basis
200 | 24.50
15 | 24.00 216 | 24.37 | 5,263.92
24 | 24.37|7469.88
2) Last in First Out (LIFO)

Under this method, issues are priced in the reverse order of purchaser.e.,

the prices of the lutest availuble consigrment i taken. This method is suitable in
times of rising prices because material will be issued from the latest consigrment at

a price which is closely reluted to the carvent price levels.




Valuing material issues at the price of the lutest avarluble consigrment will helpthe
management in fixing the competitive selling prices of the products.

Advantages:
This method claims a few advantages:

(a) The gsue will be priced at the market rate prevailing, more or less, near the
date of Gsue. This has the advardtage of ascertaining the cost at ahout the prevaing
market price and the cost thus ascertained will enable the prices to be fixed on
competitive basis.

(b) The principle of costing the goods at cost has not been giver up.

(¢) ln case of rising prices the method has the advantage of showing a lower profit
which may help in saving tax to some extent. [t &t not without reason that this
methoo has come into uge onlly when prices have been steadrly rising.

Disadvantages:

(1) The disadvantages of this method are the sume as those of the FIFO method,
namely, excessive clerical lubour and Oiffering costs of similar jobs using similar
materials.

(€) Under this method the invertory is shown at the olfest market price and so does
not reflect the current condrtions,

(i) Stnce the inventory value at the end of a period i out of date, large
adjustment may be necessary, if the cost or market rule is applieo.

3) Simple Average Method

ln this methoo, price is calcaluted by oividing the total of the prices of the
materialy in the stock from which the material to é/m’ced could be Orawn by the
number of the prices used in that total. This method may lead to over- recovery o
under-recovery of cost of materialy firom production because quantity purchased in
each ot i igrored.

Advartages:
(@) It is simple to work out & apply.

(4) lssue price carnot be affected considerably by the fluctuations in prices of
purchage.



(c) Average cost method is suitable for the condition when differentlots ofpurchases
get mixed up so that the identification i not possitle.

(0) Where the quantity of each parchase is stable but the pricesfluctuate,
average cogt method surty the condition.

Désadvantages:

(a) Profit o loss ine material arises as total cost incurred usually does wot become
equal'to the total charges.

() Frequent caleulutions of rates will be necessary in case of frequent purchases,
thereby involving much clerical work. Average rate may have to be revised due to
exhaustion of ar existing stock ever if no new purchase comes.

(¢) Too much profic or loss on materials may be resulted from the method, when
lots of purchases vary much in quarntities.

(0) Due to fuct that the dentity of the materials dsappeared in the store, the
verification of closing stock figures hecomes difficult.

(¢) Abisurd figures may be shown by the closing stock. The closing stock account
imay even show credrt balunce, in times of nflationary spiraling.

The simple average method can work well where:

(@) ine eact lot, there iy stardard quantity of purcthase

() there s very mil® fluctuation i prices.

s tratior 4:

From the details preparestores ledger undersimple averagemet/roo.

2010 Dec1  Opening Balance 400 kg @ £ 1.25
3 F-“.-ecei'-.f_ed ?'_[ij_la;g @ % 1.30
B  Issued 480 kg
10 Issued 40 kg
15 Received 220 kg @ § 1.35
18 Issued 200 kg
20 Received A0 kg @ ¢ 1.40
25 Issued 160 kg
28 Issued 240 kg



Stortage of 40 kg on 16.12.2010 & another shortage of 40 kg 0n26.12.2010
isfound by the stock verifier.

Date Receipts [ssues Balance Remarks
G.R.|Qty RatelAmount S.R| Qty |[Rate Amount| Qtv [Rate | Amount
N.Ng(unit] $ S No|(Unit}] $ S (Unit)| $ S

2010

Dec]

01 400 (1.25 | 500

05 200 (1.30]| 260 600 760

08 480 [ 1.275| 612 | 120 148

10 4011.30 52 80 96

15 320 (1.35] 432 400 528

16 40 |1.325] 53 | 360 475 [Shortage

18 200 [1.325 265 | 160 210

20 400 (1.40| 560 560 770

25 160 | 1.375 220 | 400 550

26 40 | 140| 56 | 360 494  Shortage

28 240 | 140| 336 | 120 158

Workings: Caleulution of simple average price:-For
(ssue on 8th Dec = (1.25+1.30)/2 = § 1.275 For
(ssue on 10th Dec= & 1.30

For Shortage on 16th Dec = (1.30+1.35)/2 = §
1.325For (spue on 18th Dec = $ 1.325

For (ssue on 25th Dec = (1.35+1.40)/2 = §
1.375For Shortage on 26th Dec = $ 140

For (ssue on 28th Dec = $ 1.40

Ey:.-

1000 wnits parchased @ Rs.10 2000 anits purchased @ Rs.11 3000 anits
purchased @ Rs.12




I this example, simple average price will be Rs.11 calealuted as below:

Rs.10+Rs.11 +Rs.12=Rs.11
3

4) Weighted Average Methoos

(e this method, price is calculuted by awmg the total cost of materials in
the stock from which the materialy to be priced could be orawn bythe total
quandity of materials in that stock.

In the above example, the weighted average price i Rs.11.33 per wnit calculatedas
follows:

1000 x Rs. 10+ 2000 x Rs.11 + 3000 x Rs.12 =Rs.11.33

1000+2000+3000
ln the periods of heavy fluctuations in the prices of materials, the average cost

method gives better results because it tends to smooth out the fluctuations in prices
by taking the average of prices of various lots in stock.

Advantages:

(a) The effect of price fluctuations o issue rates are smoothenedeffectively by
the methoo.

(%) The rate continues in its application unless a new purchase arrives.

(c) Only if. in the caleulution of the rates, mathematical approximatior ismade
then profit or loss on materials arises.

(2) Simple & not too much clerical work is involved anless purchasesare made
frequently.

() Where both the price & quantity ordered fluctuate, this method suits the

condrtion.
Disadvantages:

(a) The work of calculution of rates becomes considerable i case wherea frequent
purchase i made.

() The cost price (nor the market price) of the materials actually issuedare not
represerted by the charges made to issues.

(¢) Unless the rates are calealuted corvecting up to 4 or 5 places of



decimal whenever necessary, profit or loss on materialy may be created by the
methoo.



UNIT - (LLABOUR
COSTING

Labour Cost Control - Meaning

Labour cost refers to the amount of money paid to the people who are
engaged in the production of qoods. (n manafacturing businesses, often
managemerd will break down lubour cost into direct cost and indirect cost.

The nature of labour whether it i direct or indirect deperds upon the
contripution of labour towards production. If they are Oirectly engaged in
production activities, the labour is termed as direct lubour ard if ndirectly engaged
then indirect labour.

Labour cost includes various types of expenses incurred on workers. These
may be monetary payments made to workers orectly such as bhasicwages, dearvess
allowance, honus ete., deferred monetary benefits such as emplogers contribution
to provident fund, qraturty, pension, ete., and fringe benefits such as employers
contriution to Employees” State Insurance scheme, subsidised food, subsidiseo
housing, leave travel concession, medical and holiday home facilities, oraries and
Otther Welfare measares. I relution to the job or the product, labour cost may be
Orvect or indrrect.

Five Factors for Labour Cost Control

Production Planning, Setting up of Standards, Use of Labour Budgets,
Study of the Effectiveness of Wage-Policy and Labour Ferformarnce Reports

The factors for laboar cost control are discussed below:
Factor # 1. Production Plansning:

The production iy to be plarned in a way as to have the maximum and rational
utrlization of labour. The product and process engineering, programming, routing
and direction constitute the production planning.



Factor # 2. Setting up of Stardards:

Standards are set up with the help of work study, time study and motion study, for
production operations. The standard cost of lahour so set i compared to the actual
labhour cost and the reasons for variations, if any, are studied minutelly.

Factor # 3. Use of Labour Budgets:

Labour budget is prepared on the besis of production budget. The number and type
of workers needed for the production are provided for along with the costof lubour
in the labour budget. This budget is a plan for labour cost and is prepared on the
basis of the pest 55 ta considering the future prospecty.

Factor # 4. Study of the Effectiveness of Wage-Folicy:

The potut for study and control of cost i how far the remuneration pard or the
basis of incentive plar matches with increased production.

Factor # 5. Labour Performarce Reports:

The labhour utilization and lahour efficiency reports received periodically from the
departments are helpful in the marnagerial control on labour and exercise labour
cost control.

(mportance of Laboar Cost Control

Like material cost, labour cost also congtitutes a significant portion of total
production cost. Now-a-days when wage rates are increasing and lahour cost is
tending to become more and more fixed, particulurly in Zlye manufacturing
orqgardsations, strct control over labour cost by afsurmed great significance in
order to control the overall cost of production and the cost of operating a urdt.

However, high wages to the workers do not necessarily mean high labour cost.
ln fact payment of high wages to workers i aimed to achieve more than
[proportionate increase in their output resulting in lower per anit laboar cost.

Some other importance of lubour cost control giver in points:

1 As Labour is a humar being, it sqmbolizes human contribution to afirms
production.



2. Accounting and control over lubour cost necessitates correct timekeeping.

3. Proper control on the recruitment of labour iy needed for the accounting
ared control of labour cost.

4. Labour cost s a committed cost because of the existing laboar lawswhich give
considerable protection to them.

5. Cost per unit of a product is influenced in a major way by labour cost.

6. ln the cage of some industries there is a shortage of skilled lubour andhence it is
necessary to make their effective utilization.

Wages can be paid to the emplogees erther on the basis of time or on the basisof
production done by them.

Thus, there are two system of wage payment:
1. Time rate System.

2. Prece rate System.
L Time Rate System:

Time rate system is the oldest method of wage payment. Under this
method the employee is paid on the basis of time wo#{ 0 ie. a day, a week, a
fortnight or a month irrespective of quantity produced. [t must be remembered here
that wages are pard after the time fixed for work is completed irrespective of outpet
or completion of the work.

Every worker knows how much wages he will get after specific period as an
arrangement regarding wages i reached hetween employees and management
regarding the wage rate.

Formula:
Wages = Number of hours worked x Rate per hour
For example, A wortker is paid at the rate of Re.10 per hour and fe spent 100 hours

at work.

So his wages wil be:

Wages = Number of hoars worked x Rate per hour
=100 x 10



= Re.1000
Types of Time Rate System:

(1) Flat Time Rate:

[t is the oldest and simple method of wage payment. Under this system
workers ave pard at the flat rate on the basis of time they are employed. The flat
rate may be per hour, per duy, per week, per month etc.

(it) High Pay Rate:

One of the basic drawbacks of the time rate system is that it does not attract
the highly skilled workers. High pay rate system suits to highly skiled workers.
Under this method overtime is not allowed and wortkers are required toachieve the

target within time. The success of the system depends on the cooperation of
efficient workers. [¢ also requires proper setting of stardards.

(i) Measured Pay Rate:

Under this workers are given a specified work and rate is fixed according to
the level of performance. Higher wages will be given for higher performance. This
method s criticise on the ground that additional remaneration i given for any
improvement in the performance.

() Graduated Time Rate:

Under this method the wage rate iy fixed with cost of living index changes.
This method is the choice of workers as they get additional wageswhen cost of
ﬁ'l/:'hy ndex cﬁakgef.

(v) Differential Time Rate:

Under this system Oifferent wages are fixed for Orfferent workers as per their
personal abilities. Higher wages are paid to meritorious workers and incentives are
given to workers for therr performance.

Advantages of Time Rate System:
Following are the advantages of time rate system:

(i) Simple — The very first advantage of time rate system is that it i simple to
understand and easy to use. The workers car easily understand this method and
compute their earvings.



(#) Regularity — Regularity is another feature of this method. Earnings are reqular
and fixed, there being no uncertainty of any type. So workers get reqularearnings
and plar their expenditures in advarce on the basis of their earnings.

(¢65) Clerical Work — Workload of clerks and other officials also gets reduced. lnthis
method, the clerical work in the wage calculutions is minimem because no records of
output are requireo.

(¢v)Amount of Wages - ln this method, the emplogees can predict the wages i
advance, similarly for the employer ie., employer can predict his lability forthe
payment of wages in future with accaracy which makes the arvangements of funds

very easy.

(v) Quality — There is no restriction reqarding the quardtity of output, emplogees
try to maintain the top Zaa/r’fy of goods. The employees work with ease and patience.
So it care be a0 that the output in this system i of good quality.

(vi) Protection — Workers are sure to get certain amourt of wage so they can plan
their expenditures and also can make therr family budget. This method protects the
wages of tranees, aged ard other employees who temporarrly fall sick.

(vii) No Wastage — There is no congideration of Zaant:’tg, workers make the
production by Zri/f?rj more tmportance to quality, which avoids wasteful hardling of

material, machines arnd tools.

(viir) Preference — Since time rate system of wage payment does not
differentiate between efficient and inefficient workers, so it is preferred by workers
ard trade wion.

(ix) Popular Method — This és the most popular methood. [t is favoured ad practised
by most of employers ard employees.

() Lesser Administrative Expenses — Every worker takes his job and his duty
sincerely and honestly and as such lesser inspection and supervision is required
which reduces the administrative expenses.

Désadvartages of Time Rate System:
Following are the disadvantages of the time rate system of wage pagment:

(i) Lack of lncentive for Efficiency — The mafor disadvarntage of this method is the
lack of incentives i.e., both efficient and inefficient workers get equal



remuneration on the same joh, as such there is no incentive for efficient workers.

(¢¢) Need for More Supervision — The workers become careless, as no specific
amount of work is required to be performed. This & why more supervision is
requireo.

(iit)Loss of Efficiency — There is no discrimination in this method between the
efficient ard inefficient workers. So efficient workers have no incentives to work
better in terms of quality and quantity, which decreases the morale and efficiency
of the efficient workers.

() Difficalt Assessment of Work — As there is no record of individual sperformance
o output. So tn this method it is very Oifficult to assess theworkers'efficiency.

(v) Loss of Production — Carelessmess and slackness of both workers and
maragement results in logs of production.

(vi) Reduced Morale — This method destroys the morale of the workers, and even
efficient workers come to the level of inefficient workers. Sometimes competition
takes the negative side.

Surtability of Time Rate System:

The time rate gystem is suitable in the following situations:

(t) Work is of varied nature ard standards of performance are oifficalt to set.
(it) Where quality of g000s is more important.

(it) Where mental work is involved such as administration, management policy
making.

(iv) Trade union iy very strong and iy opposed to output-reluated payment.

(v) Highly skilled ard competernt manpower is employed whick does not requireto be
c/weé superviseo.

(V) Whaen it is Oifficult to fix the standard time for doing the job.
(vii) When the job relutes to office or is clerical work.
(viii) When collective effort of group of persons necessary to perform the job.



Prece Rate System:

Under this system the worker is pard on the basis of output ie., amount of
work done. The earnings of the workers are yovemed by the production quardities
and wage rate per piece. The rate of wages i fied in advance. Though the time i
not important in this system, it iy agsumed that the worker will not tatke more than
the average time to complete a fob. The earnings of the worker deperd upor the
speed of his work and fis own individual skill avd efficiency.

As againgt the time rate system where every employee i pard the same wage,
under this system the wage varies according to the worker. A superior worker will
earve more than the inferior worker. The higher the output of the worker, the
greater are his wages.

Formula:

Wages = Number of wits produced x Rate per unit

For example, suppose prece rate prescribed is Rs. 20 per anit producep.
(f @ worker produces 10 anits, his wages will be as follows:

Wages = Number of units produced x Rate per unit

Wages = 10 x 20

Wages = K1.200

Types of Piece Rate System:

There are four types of prece rate system:

(t) Straight Piece Rate System:

[t i3 the simple method of pagment under which payment is made to workers
according to the anity produced at fived rate. Another type of this method i prece
rate with quaranteed time rate with additional advantage of piece rate.

(i) Taglor Differential Fiece Rate System:

The ifferential piece rate system makes the corvelution between theincrease
in the efficiency of the worker and the increase in wage rates. With thisan efficient
worker gels more wages in compatisor to the tnefficient one. The two wage rates
are Oetermined i tg i system ie. higher wage rate for the



worker who produces more than the stardard output and lower wage rate for the
worker who produces standaro or less thar standard output.

(i) Mervick Multiple Prece Rate System:

Under this system three piece rates are applied to workers with different levelsof
performance.

These are:

Performance level Piece Rate

Less than 83% of standard output Ovdinary Piece rate

8359 1o 100% ol standard output 110% of ordinary pic('c rite

More than 100% of standard output 120% of ordinary picee rate

(tv) Gantt s Task and Bonus Plan:

Under this the standard time is fixed for doing particular task and then workers’
actual performance is compared with the standaro time. (f worker takes more time
than the standard time then he i giver wage for the time taken by him.

(@) lf worker takes the standard time ther he is giver wages for the stardard time +
20 as the bonus on the wages earneo.

@) (f worker takes time less than the standard time then he is given wages equalto
the standard time + 207. of the wages for the standard time.

Advantages of Prece Rate System:
The following are the advantages of prece rate system:

(1) (ncreased Production — Production increases as every worker tries to produce
more and more. Efforts on the part of very worker results in the amount of output.

(i¢) Simple — Wages are based on the number of writs produced by workers so both
management and workers can caleulate their wages in advance. Or the basis of this
they can plan their expendrtares.

(¢6) Better Emploger Employee Relations — The relations between employerarnd
employees improve as rate of wages i decided in advance and there are no chances
of conflict.

(¢v) Proper Use of Tools arnd Equipments — Every worker tries to produce more ard
more s0 it makes the efficient use of tools and equipments.



(v) Benefits to Consumers — The large-scale increased output reduces the cost of
production and algo the prices of the products. The customers get these productsat
cheaper rates.

(i)Easy Determination of Quotation Price — The employer is able to know the
exact lwhour cost per wit. This will help to make quotations confidently and
accuratelly,

(i) Less Supervision — As compared with the time rate gystem, the
supervisioncosts under this system are not high, because the workers are to be paid
on the basis of performance. The very attraction of greater reward for greater
effort Orives them to work haro.

(i)  Reduction of (dle Time — The quantum of idle time i mirimised as
workers know that they will not be pard for idle time. Thus it persaades themmnot to
wagte their time.

(ix) Minimisation of Loss due to Breakage — The workers harndle the machines, tools
and implements with great care which helps in minimisation of loss resulting from
breakage. They know that the breakage will reduce their output which results in
reduced wages.

Disadvantages of Fiece Rate System:
Some important disadvantages of the system are given below:

(t) Difficulty in Fixation of Standard Piece Rate - Setting of a standard rate
involves a lot of difficulties and a congiderable amount of expense has to be incarreo.
(f high piece rate is established, it is very difficult reduce it subsequentlly.

(%) lgreores Quality - As more output mearns more wages, the workers are alivags in
a hurry to produce more. This results in production of substandard items, high rate
of rejection and ultimatell increased production cost per unt.

(6i6) lnsecurity — The system does not provide quarantee of minimum wages to the
workers. They feel insecure since they would get less wages during the ;emb& when
thei efficiency may get reduced due to factors beyond therr control. Thus, at times,
workers may be earning even below the subsistence level.



(¢v) Conflict - The system may lead to conflict between the management andthe
workers, (f the output i low due to some fault of the management, such as bhad
quality of raw material, frequent hreak downs farlure of mactinery ete.

() Expensive Control Systems — Management is compelled to intern expensive
control systems of supervigion and ingpection for matntaining quality of output.

(Vi)Speeding — Workers may Speed up the work to produce more which causes
great injury to therr health. Speeding also causes undue wastage of raw material
and wear and tear to machines.

(Vi) Effect on Production Schedule — Workers may work at a seed for a day,
earn more wages and then absent themselves for a few days, which may affect the
uniforsm flow of production and the production as such may be disturbeo.

i) (ncreased Cost of Production — Cost of production may increase due to
more wastage of materials, high cost of supervision and tnspection, and wearand
tear of machines.

(i) Frustration among Less Efficient Workers — The system will frustrate the less
efficient workers and ther efficiency may further Oecrease because of
discontentment.

Suttability of Piece Rate System:

Piece rate system of payment of wages i considered suitable where:

(1) The quantity of work done can be precisely measured and stardardiseo.
(%) The work is of repetitive nature;

(w)){¢ i3 possible to fix a fair and acceptable prece rate;

(&) The productivity is closely reluted to skill ard efforts;

(v) The quality of go0ds car be controlled;

(V) Time cards are maintained for ensuring regularity and punctuality ofworkers
and unirterrupted flow of production; arnd

(vii) Materials, tooly and machines are pettily avadable to cope with the
posshle increase in production.

Premium Plan



The object of a premium plar i to increase the production by giving an
inducement to the workers in the form of higher wages for less time worke?.

Under a premim plar, a stardard time i fixed for the completion of a
specific job or operation and the worker i pard for the time taken by him to
complete the joh or operation at an hourly rate plus wages for a certain fraction of
the time saved by way of a bonus. [t is to be recalled that standard time i the time
taken by the average worker arnd this time is determined on the bagis of time and
motion study.

The plare is alro known as incentive plan because a worker has theincentive
to earr more wages by completing the work in less time. For example,if a worker is
allowed 10 hours to complete the joh and he is given honus at the rate of 507 of
time saveo, ke takes 6 hours to complete the job. ln this case, he will get wages for 8
hours i.e., wages for 6 hours (actual time taken) plus wages for 2 hours (50 of
time saveo) as honus.

This system of wage pagment is in between the time wage system and prece
work system. (n time wage system, worker does not get any reward for the time
saved and in prece work system, the worker gets full payment for the time saved
whereas in a premiuwm plar, both the worker and the emploger share the labour cost
of the time saved (n the example cited above the worker will get wages.

(t) For 6 hours in time wage system,
(i) For 10 hoars in prece work system, and
(t))For 8 hours ine premium plas.

Thus, in a ff*emrhm plan, the empégef‘ i able to save wages for a proportion of the
time saved and on the other hand the worker is able to get extra wages for a
fraction of the time saveo.

Factors:

A satisfactory premium plare should take into corsderation the following
factors:

1. The plar should be simple and it should be easdly understood by all workers.
2. The plan should appear reasonable hoth to the employer and the employee.



3. Standard time should be determined on the basis of time and motion study. An
average worker should be able to complete the work within the allowed time.

4. Standard once fixed should not be altered anless there is a permanent change in
the methoo of work.

5. To make a premium plar successful, workers should be motivated by the desive
to earve more money. They should be motivated to attain standards.

6. Working condrtions should be such that a worker can produce more with extra

efforts.

7. The incentive should be sufficiently high for the efficiency above the standard so
that workers may try hard to have performance above the standaro.

8. The system should result in increased production and lower cost of production.

9. An incentive scheme should not penalise a worker for adverse results owing to
conditions beyond his control.

10. Workers should be properly educated ahout the incentive scheme so that there
may be no undue resentment among them.

11. A go0d incentive scheme should not put any limit on the earnings of workers.

Workers should have sufficient scope of earnings.

12. Quality of the product should be assured. Undue haste at the cost of the quality
should be discouraged. The incentive scheme should provide for adequate supervision
and production control.

13, (ndirect workers should also be covered in the incentive scheme.
Advartages of Premium Plans:

1 Increase in production with corresponding reduction fn cost because of
reduction i overtread cost per wnit particularly where there are substantial fived
overheaos.

2. More efficient workers may be attracted because of possibility of earning higher
wages.

3. Labour turnover is reduced because of high morale of workers as a result of
better wages earred by efficient workers.



4. Consumers get the benefit of lower production cost by way of lower selling
price and better quality of goods.

Disadvartages of Premium Plars:

1 Difficuflties are experienced in establishing performance levels and rates
resulting into frequent and continuing labour disputes.

2. It s Okfficult to withoraw a scheme once it is introduced even if it i proved ata
later date to be uneconomical from employer s point of view,

3. Non-acceptabirlity of the incentive system by the trade anions may lead to
strikes ard lock outy.

4. Some incentive schemes are complicated arnd expensive to administer.
Bonuw plan
Top of Form

1 Gantt Tesk Bonus Plan i applicable especially where output i affiliatedto an
inoividual employee and not a group.

2. Gantt Task Bonws Plare works well where the employer has set a standardtime
for every task within the timefiame given.

3. Gantt Task Bonus Plar is suitable where the emploger has set a minimumtine
wage af guaranteed to all workers to avord the risk of missing ar income.

Advantages of using Gantt Task Bonus Plan to Compuete Labor Cost

1. Gantt Task Bonus Flan is less puritive as compared to Taylors differential
prece rate is. Therefore, it is more acceptable by the workers.

2. Gantt Task Bonus Plan i simplified. So, all stakeholers can follow the
computational logistics thereof.

3. Gantt Task Bonus Plar has a characteristic of wage or income assaranceto all
employees who i below average workers.

4. Gantt Task Bonus Flan fairly Oifferentiates the efficient and inefficient
workers in a manner such that even the less performing is not pained much ag it is
in the case of Taylor3 differential prece rate is.

5. Gantt Task Bonus Flare aids in further decrease of the fixed cost per unit due to
tncrease in production associated with the incentive given.



6. Gantt Task Bonus Plare promotes efficiency for wages increase progressively
with increase in efficiency. As a result, the firm enfoys optimal resource utiization
for there is minimal wastage.

Disadvantages of wing Gantt Tesk Bonus Plan to Compute Labor Cost
1. Element of worker discrimination.

Gantt Task Borus Plan is characterized by discrimination element amongst
the emplogees. This causes demoralization to some of the employees especially those
who know that their productivity level i due to unavordable factors such as domestic
challenges.

2. Creates disunity amongst emplogees

Gantt Task Bonus Flan leads to luck of cooperation amongst emplogees.
Hence no team spivit and this results to a decline fie output.

3. No guaranteed efficiency although Gantt Task Bonus Plan has a guaranteed
time wage.

Gantt Task Bonus Plan has set a quarantee plans to ensure that each
employee goes home with a salury perk. However, this is not directly associatedwith
an increased work efficiency.



UN(T - v
OVER HEAD COST CONTROL

Definition

Overtread Cost Controlling allows us to collect arnd analyse costs that cannot
be directly assigned to the production of goods and services of a company. As
overhead grows, the proportion of divectly assignable production costs shrinks.

Understanding Overtread

A company must pay overhead on ar ongoing basi, regardless of how much
or how (ittle the company sells. For example, a service-based business with an office
has overtead expenses, such as rend, atilities, and ingurance that are i addition to
direct costs (such as labor ard supplies) of providing its service.

enses related to overhead appear or a company s income statement, and
they directly affect the overall profitability of the business. The company must
account for overtread expenses to determine its net income, also referred toas the
bottom line. Net income is caleuluted by subtracting all production- reluted and
overhead expenses from the comparny s net revenue, also referred to as the top line.

Overtreads costing

Overhead expenses are all costs on the income statement exce, [t for direct
labor,  Oiect  materials, — and  Oirect expenses.  Overead expenses
inelude accounting fees, advertising, insurance, interest, legal fees, labor mmden,
rent, repairs, supplies, taxes, telephone bills, travel expenditares, and utilities.



Overhead
Costs

Indirect

Material
Costs

Indirect

Labor Costs

Indirect

Expenses
Costs

OVERHEAD
Funciions Eleiients Behaviour or Normaiity Controllabiliry
() Production (i) Indirect Matenal (1) Fixed {1) Normal i) Controllable
(if} Administrmion (i) Indirect Labour (i) 1f.f::.rial::h: (if) Abnormal (i/) Unconirollabie
(i) Selling (4ii) Indirect Expenses  (fid) Semi-variable
(rv) Distribution
Types of overheads
Examples of Overtread Costs

Overtread costs are important in determining how mauch a company maust
charge for ity products or services in order to gemerate a profit. The most

common overhend costs that any business incar include:

1 Rent

Rent is the cost that a business pays for using its business premises. (f the
property is purchased, then the business makes mortgage pagments.

Rent iy payable monthly, quarterly, or arnually, as agreed in the tenant
agreement with the landlord. When the business is experiencing slow sales, it can
reduce thiy cost by negotiating the rental charges or by moving to less expensive

premiges.



2. Administrative costs

Administrative costs are costs related to the normal rurning of the business
and may nclude cosly incurred i paying salaries to a receptionist,
accountard, cleaner, ete. Such costs are treated as overhead costs since they are
not directlly tred to a particular function of the business and they do not divectly
result in profit gemeration. Rather, administrative costy support the general
running of the business.

Examples of administrative costs may include audit fees, legal fees, emplogee
salaries, and entertainment costs. A buginess can reduce administrative experses
by laying off some of its employees, switching emplogees from full-time to
part-time, hiving emplogees on a contract basis, or by eliminating certain expenses,
such ag entertaimment and office supplies.

3. Utilitres

Utrlities are the basic services that the business requires to support its main
functions. Examples of utilities include water, gas, electricity, internet, sewer, arnd
phone service.A business can often reduce at!'/rgy expenses by negotiating for lower
rates from suppliers.

4. (nsurarce

lnsurance is a cost incarred by a business to protect itself from financial loss.
There are various types of insurance coverage, LC;ZM:I@ on the visk that may
cauge loss to the business. For example, a business may purchase property insurance
to /7!;) tect its property or buginess premises from certai risks such as flood, damage,
o theft.

Another type of insurarce is professional lability insurance that protects the
business (ruch as an accounting firm or law firm) from liability arising firom
malpractice. Other types of imsurance include health insarance, home insurance,
rentery insurance, flood ingurance, (ife insurarce, disability insurance, ete.

5. Sales and marketing

Sales and marketing overheads are costs incarred in the marketing of the
companys products or services to potential customers. Examples of sales and
marketing  overheads include  promotional materials, trade shows,  pard
advertisements, wages of salespeople, and commissions for sales staff- The activities
are geared toward making the companyy products and services popular among
customers ard to compete with simiar products in the market.



6. Repair and maivtenance of motor veticles and machinery

Rent and maintenance overheads are incurred in businesses that rely on
motor veticles and equipment in their normal functions. Such businesses include
distributors, parcel defivery services, landscaping, transport services, and
equipment leasing. Motor vehicles and machinery need to be maintained on a
continuous basis and repaired whenever they break down.

Allocation and Apportionment of Overfead to Cost Centres

When all the items are collected properly under surtable account headings,
the next step i allocation and apportionment of such expenses to cost centres. This
i alo known o departmentalisation of overhead. Departmentalisation of
production overheads is the process of dentifying production overhead expenses
with different production/service departments or cost centres. [t is done by mearns
of allocation and apportiorment of overheads among various departments.

Thug, it mvolves:

(i) Allocation and apportionment of overheads among production and service
departments and

(¢7) Reapportiorment of service Oepartments overheads among production
departiments.

Followrng factors must be taken into consideration while orgardsing a concersn into
a namber of departments:

(i) Every manufacturing process is 0ivided into ity natural divisions in order to
mantain natural flow of raw materialy from the time of the purchase tll ity
convergion into finished goods and sale.

(i¢) For ersuring smooth flow of production, the sequence of operations is taken
tuto congideration while determining the location of the various department.

(iit)  For physical control on production and maintaining efficiency of the
concern, Oivision of responsibility must be taker into consideration
while organising departments. Division of responsibility as far as
possible should be clear, without ambiguity and dual control.



Types of Departments

(i &« manafacturing concers, there are three types of departments:
(@) Manafacturing or producing departmendts

(%) Service departments

(¢) Partly producing department.

Allocation of Overhead Expenses:

Allocation is the process of dentification of overheads with cost centres. An
expense which is directly dentifiable with a specific cost centre i allocated to that
centre. So it i the allotment of whole item of cost to a cost centre or cost unit or
refers to the charging of expenses which can be identified wholly with a particular
department. For example, the whole of overtime wages pard to the workers reluting
to a particular department should be charged to that department.

Similatly, the cost of repairs and maintenance of a particular machine
should be charged to that particular department wherein the machine iy locateo.
Power, if separate meters are provided at each cost centre and fuel ol for bodersare
other examples of allocation. So, the term allocation means the allotment of the
whole ftem without division to a particular department or cost centre.

Apportionment of Overhread Expenses:

Cost apportionment iy the allotement of proportions of items to cost centres
or cost unrts on an equitable basis. The term refers to the allotment of expenses
which cannot dentify wholly with a particular department. Such expenses require

Oivision ard ap/)ortrb&fmenf over two or more coft centres or anity.

So cost apportionment will arise in case of expenses common to more than
one cost centre or wat, [t i defined as the allotment to two or more cost centres of
proportions of the common items of cost on the estimated basis of benefit receiveo.
Comumon ftems of overheads are remt and rates, Oepreciation, repairs and
maintenance, lighting, works manager 3 salury ete.

Bases of Apportionment:

Suitable hases have to be fourd out for apportioning the items of overhead
cost to production and service departments and then for



reapportionment of service departments costs to other service and production
departments. The basis adopted should be such by which the expenses being
apportioned must be measurable by the basis adopted and there must be proper
correlution between the expenses and the basis.

Therefore, the common expenses have to be apportioned or distributed over
the departments on some equitable basis. The process of dfstribution is useally
knowr ag Primary Distribution.

Following are the main bases of overhead apportionment utilised in manufacturing
concervy:

(1) Direct Allocatiorn:

Overtreads are directly allocated to various departments on the basis of
expenses for each department regpectively. Examples are: overtime premiwm of
workers engaged in a particular department, power (when separate meters are

avarlable), fobbing repairs ete.
(i) Direct Labour/Machive Hours:

Urder this basis, the overhead expenses are Oistributed to vardous
departments tn the ratio of total number of labour or machine hours worked in
each department. Mafority of general overhead items are apportioned on this basis.

(i) Value of Material Passing through Cost Centres:

This basis is adopted for expenses associated with material such ag material
handling expenses.

(i) Divect Wages:

According to this basi, expenses are istributed amongst the departmentsin
the ratio of drrect wages bills of the various departments. This method is usedondly
for those items of expenses which are booked with the amounts of wages, e.q.,
workers’ insurance, their contribution to provident fund, workers’ compensation
etc.

(v) Number of Workers:

The total number of workers working in each department is taken as a hasis
for apportioning overhead expenses amongst departments. Where the expendrture
depends more on the number of emplogees than on wages bil or



rmber of labour hours, this method & usged. This method s used for the
apportionment of certain expernses as welfare ard recreation expenses, medical
exprenses, time Reeping, supervision ete.

(vi) Floor Area of Departments:

This bagis is adopted for the apportionment of certan expenses like lighting
and heating, rent, rates, taxes, matntenance on building, aiv conditioning, fire
precaution services ete.

(i) Capital Values:

In this method, the caprtal values of certain assets like machinery and
building are used as basis for the apportionment of certarn expenses.

llustration 1:

What basis would gou follow for distribution of the following overfead expenses to
departments?

(@) Store Service Expenses,

(6) Employees’ State (nsarance,

(¢) Factory Rent,

(0) Manicipal Rent, Rates and Taxes,

(e) lnsurance on Building and Mactinery,
(f) Welfare Department Expenses,

(4) Creche Expenses,

(h) Steam,

() Electric Light,

() Fire lisararce.



SOLUTION

Expenses Basis of apportionment
(a) Store Service Expenses Value of materials consumed
(b) ES.IL Wages of each department
(¢) Factory Rent Floor area
(d) Municipal Rent, Rates and Taxes Floor area
(e) Insurance on Building and Machinery Insurable value
(f) Welfare Department Expenses Number of employees
(g) Creche Expenses Number of female employees
(h) Steam Potential demand
(i) Electric Light Calculated units
(/) Fire Insurance (£) For capital items—value of capital items
(i1) For stores—Average value of goods in stock.

Following illustration will indicate how allocation and apportionment of expenses are done in practice and
finally the total overhead of each department is obtained from the Departmental Distribution Summary,

Departmentalisation of overhead expenses has the following advantages:

1. Allocation and apportionment of overhead expenses to the respective
departments fucilitate control of overhead cost by means of budgets predetermined.

2. Apportionment of service department cost to production and other service
departments facilitates control of the uses made of the services rendered to
respective departments.

3. Absorption of overhread costs in the products produced by departimentaloverfread
rates faciitates ascertainment of cost as the overhead costs of the respective
departments are taken fnto congideration in determining the overheadrates.

4. The basis used in the predetermination of the departmental overhead rates may
be used for control of actual basis in comparison to the quantity predeterminec.

5. Analysis of urder or over absorption of overhead discloses the reasons for
variances which indicate the remeodial measares to be taken.

6. For working out correctly the cost of work-in-progress. [f the overhead is not
departmentalized, the cost of work-in-progress will be loaded with a proportion of
overhead of all the departments including those in which the product is yet to be
processeo.

Principles of Apportionment of Overhead Costs:
(1) Service or Use or Bewefit Deriveo:

(f the service rendered by a particular item of expense to different departments can
be measured, overhead can be conveniently apportioned on this basis. Thus,the cost
of maintenance may he apportioned to different departments on the



basis of machine hours or capital value of the machines, rent charges to be
distriputed according to the floor space occupied by each department.

(%t) Ability to Pay Methoo:

Under this method, overhead should be distrbuted in proportion to the sales
ablity, income or profitability of the departments, territories, basis of products etc.
Thus, jobs or producty making higher profits take a higher share ofthe overhread
expenses. This method i inequitable and i not generally advisable to relieve
tnefficient vty at the cost of efficient anits.

(i) Efficiency Methoo:

Under this methoo, the apportionment of expenses is made on the basis of
production targets. [f the target iy exceeded, the unt cost reduces indicating a more
than average efficiency. (f tz target is not achreved, the unit cost goes up, g}cﬂm’n 7
thereby the inefficiency of the department.

(iv) Survey Methoo:

ln certain cages it may not be possible to measure exactly the extent of
benefit wick the various departments receive as this may vary fiom period to period,
a survey i made of the various factors involved and the share ofoverthead costs to be
borne by each cost centre is determined.

Thus, the salaries of foreman serving two departmerts can be apportioned
after a proper survey which may reveal that 307 of such salary should be
apportioned to one department and 70 to the other department. The cost of
lighting, wher not metered, may similarly be apportioned on a survey of the
number and wattage of light points and the hours of use in each cost centre.



UN(T - V TECHNIQUES
OF COSTING

Job costing and process costing are the two bagic methods of costing. Job
costing is surtable to industries which manufacture or execute the work according to
the specifications of the customers. Process costing is suitable to industries where
production i continuous and the wrils produced are dentical. All other methods are
combinations, extensions or improvements of these hasic methoos.

The methods of costing are explained in detai:
Method # 1.Job Costing:

[t is also called specific order costing. [t is adopted by industries where there is
no standard product and each fob or work order is different from the others. The job
i done strictly according to the specifications given by the customer and usually the

Job takes only a short time for completion. Thepurpose of fob costing is to ascertain
the cost of each job separately. Job costingis used by printing presses, motor repair
shops, automobile garages, film studios, engineering ndustries ete.

Methoo # 2 Contract Costing:

[t & alo known as terminal costing. Basically, this method i similar to joh
costing. However, it is used where the fob is big ard spread over a long perioo of time.
The work is done according to the specifications of the customer.

The purpose of contract costing is to ascertain the cost incurred on each
contract separately. Hence a separate account iy prepared for each contract. This
methoo i used by firms engageo in ship building, constraction of buildings, hridges,
dams and roads.

Methoo # 3 Bate Costing:

[t is an extengion of fob costing. A bateh is a group of Wentical products. Al
the units in a particular batch are wriform in nature and size. Hence each bateh is
treated as a cost unit ard cogted separately. The total cost of a batch i ascertained
and it s Ovided by the namber of units in the batch to determine the



cost per wnit. Batch costing is adopted by manufacturers of biscurts, ready-made
‘qarmends, spare parts medicines ete.

Method # 4 Process Costing:

[t i called continuous costing. (n certain industries, the raw material passes
through different processes before it takes the shape of a final product. lnother
words, the finished product of one process becomes the raw material for the
subsequent process. Process costing is used in such industries.

A separate account i opened for eack process to find out the total cost as
well as cost per anit at the end of each process. Process costing is applied to
continuous process industries such as chemreals, textiles, paper, soap, lather etc.

Method # 5 Unit Costing:

This method @ also known as single or output costing. [t i suitable to
moustries where production is continuous and units are identical. The objective of
this method is to ascertain the total cost as well as the cost per unit. A cost sheet is
prepared taking into account the cost of material, lahour and overheads. Unit
costing 1 ap, teable i the case of munes, ol 3#:'//!?@ unrts, cement works, brick
works and wnils manafacturing cycles, radios, washing machines etc.

Method # 6 Operating Costing:

This method is followed by industries which render services. To ascertainthe
cost of such services, composite anits like passenger kilometers and tone kilometers
are uged for ascertaining costs. For example, in the case of a bus company,
operating costing indicates the cost of carrging a passenger per lilometer.
Operating costing is adopted by airways rarlways, road trarnsport compardes (goods
as well as passengers) hotels, cinema halls, power houses ete.

Method # 7 Operation Costing:

This s a more detarled application of process costing. [t nvolves costing by
every operation. This method is used where there i mass production of repetitive
nature involving a number of operations. The main parpose of this methoo i to
ascertain the cost of each operation.

For instance, the manufacture of handles for bicycles involves a numberof
operations such as cutting steel sheets into proper strips, moulding, machining and
finally polishing. The cost of these operations may be found out separately.
Operation costing provides a minute analysis of costs to achieve



accuracy and it i applicd in industries such ap spare parts, toy making and
engineering.
Method # 8 Multiple Costing:

[t s also known as compogite costing. (€ refers to a combination of two or
more of the above methoos of costing. [t is adopted in indugtries where several parts
are produced separately and assembled to a single product.

Contract Costing:

Contract iy an agreement enforceable by law. The contractor agrees to
complete the work and to mention the price bunown as contract price. Contract
costing is the technigue of ascertaining the cost of a contract.

A contract ledger hook is kept in which a separate account is opened.
The format of contract accownt & as under:

Contract Account

To Materials By Material returned
To Wages -| By Material sold

To Direct charges By Loss on materials
To Plant By Materials at site
To Indirect charges By Plant at site

To Sub-contract cost By Contract Price

To Extra work done By Work in progress :
To outstanding expenses Work certified

To Profit on materials Work uncertified
To Balance ¢/d

Work Certified — Work is certified by the contractee and advance is givento
the contractor. Full pagment is not made but money is retained knowr as retention
money. Where the contract ig incomplete and profit is to he ascertained on the
basis of contract.

Work done but not certified — Work dore 6{ the contractor but which i not
certified by the contracted i known ag work done but not certifiee.

Contract Price — [t is the value of the contract agreed to be pard to the
contractor on the satisfactory completion of the contract. On completion of the
contract, the contract A/C is credrited with the contract price.

Ascertamment of Profit on Contract:



A per accounting standard AST contract issued by the two methods are used to
determine the profit on contract done by the contractor:

(t) One gear to year basis
(it) On completion of the contract.

On Completion of Contract — The excess of credit over the debit side of the contract
A/C is bnown as profit. ln case of loss, the whole amount is transferred to P/L A/C.

On (ncomplete Contract — Where a contract takes more than one year in
completion, a part of the profit is transferred to P/L accownt.

The excess of credit over the debit items in case of ncomplete contract is not
treated as true profit. A reserve has to be created for the unseen future until the
contract is not completeo.

The general rule of profit are as under:

(1) lf the value of certified work i less thar 1/%th of contract price, no profit is
taken into account. The balarce of contract A/c iy transferred to work rn
Progress A/C.

(2) If the certified work is more than 1/4th of contract price, but less thar 1/2 of
the contract price, only 1/3 of the computed profit should be credited to F/L A/C.

The balance of computed profit is a reserve and is transferred to work in progress
A/C.

Cash Received
F : - =X
ormula : Profit = computed Profit x 3~ Work Certified

(B)If the value of certified work is 1/2 or more than 1/2 of the contract price,
2/3 of the computed profit is credited to P/L A/C.

(%) lf the contract work has done sufficiently advanced, the profit is ascertained as
urder -

Work Certified
ContractPrice
Cash Received
ContractPrice

(i) Profit %

(i) Profit



Cost Plus Contract:

When contractor and contractee are new in the trade, they may agree that
the paymendt would be made as total cost of work plus a rate of percentage on total
cost. Such a contract is known ag cost /7/{:,; contract.

As the contractor will get a rate percent on the total cost as his profit, he
may feel interested in increasing the cost as much ag possile.

To avod i, the contractor and cortractee may agree not to include the following
items in arviving the total cost:

1. Rent of self-owned building.

2. Chartable donations.

3. Expenses not reluted to contract.
4. lnterest on owned capital.

5. Salary of the contractor.

6. Fines and Penalties.

Job Costing:

Job costing is the method of costing used to determine the cost of non-
stardard fobs carried out. ln this methoo, cost anis are dentified. Under each order
placed with the firm remain quite Oifferent from other orders. Job costing is
applicable to fob printers, builders, contractors ete.

Procedure for Job Costing:
The procedure in job costing i as follows:

(1) Estimation — The cost of each joh has to be estimated separately and prices are
to be quoted separatelly.

(2) Production order — A production order i issued to proceed with the work
regarding the d/ebé. This order contains all relevant production information. Each
[roduction order is given a number. [t is prepared in three copres.

(3) Accounting — The costs of all the jobs are weitten in work in progress account
on completion of a fob this account is credited.

(%) Planning - On accepting the order, the plavuing department prepares a
suitable design for the joh and prepare requirements of material, labour ete.



(5) Jobh cost sheet — The costing department prepares joh cost sheet for each job.(t i
a document in which detadls of the cost of job ete. [t is prepared for a specific job.

(6) Completion of ol — Or completion of job completion report is submitted. This
report is an indication that further expenses are closed.

Recording of Costs:

The cost of materials labour arnd overheads are recorded according to the principles
of recording. Expenses of materials, lubour and overheads ete. are weitten in it.

A Production Order
oo R S A Customer reference No.
Code NO. e revcsemsnnns L[T1:1,3 1, A
Bl venn w— - - Date of order.......csvaenss
Tool list NO. vovcereecererrerererenns Date of start........cc.cun..
Operation NO..cvccceevevrreeeneen Machine No. ....ccceceereene
Deptt No. JobNo.| Hour Operation Quantity
No. Details Made | Rejected

Cost Control:

Cost control over costs may be used by comparison of actual costs with the
estimates worked out. The cost sheet of the preceding period of the same fohmay
kelp in detecting the variations. The hudgets prepared for common fobs helps in
controlling costs.

Different Methods of Costing — Job Costing and Process Costing

Cost accounting it a process of ascertaining or estimating costs. Hence, it
consists of a hody of methods and techniques by which cost of products ard services
are Oetermined and presented. These could be reqarded as the tools of cost
accourttants.

Methods of cost accounting ;?nrfy the systems uged to assigr cost elements
to cost objects. These are the procedures by which product costs are accumulateo.
Drfferent methods of cost finding are used because businesses



vary in their nature and the type of products or services they produce. There are
two main types of costing systems/methods based on actual cost.

These are:

1. Job costing

2. Process costing
1. Job Costing:

Job costing i one of the two basic systems of cost accounting. [t iy designed to
accumalate cost data for a manafacturing firm that produces goods to specific
orers.

The features of a job costing are:

(i) Each joh is of a comparatively short duration,

(tt) Work is undertaker to customery special requirements,

(iit)Each fob moves through stages as an identifiable anit. Examples are, reparrfob
i a garage, printing orders in a priting press.

The important variant of fob costing are:

(a) Contract costing; and

(%) Batch costing.

(a) Contract (Tersmina() Costing:

(¢t is a methoo of costing in which each contract is taken as a separate costing
untt for the purpose of cost ascertainment and control. The objective isto find out
the profit or loss on each contract separately. The terms of the contract usually
allow for progress pagment during the course of construction. This method is
employed by firms engaged in ship-buiding, civi engineering for roads, hridges,
dams, industrial estates, heavy engineering, factory construction, et.

(%) Batck Costing:

[t is a form of fob costing in which a batch of Dentical products iy takenas
the cost unit. The manufacture of wooden pencils may be by bateh so that a bateh
includes pencis of drfferent colours, size or lead softness. Other examples



wnclude drugs, cigarettes, footwear, clothing, printing, engineering equipment, etc.
2. Process Costing:

[t & a method of costing in which costs are accamuluted by single processes for
selected period of time.

The features of process costing are:
(t) Manufacturing activity is carried on continuously.
(it) The output of one process becomes the input of the next process.

(it) When there are more than one process, costs flow fiom one process to the
other process.

()it is not possible to trace the dentity of a particular (ot of output to any
particular lot of input.

(v) The end product is usually aits.
(Vi) Joint products /by-products occur in the process.

Each process is treated as a cost centre and a separate account is opened for
it. All costs relating to each process are debited to the respective process account.
The output passing through the process is alro recorded. The total cost for a period
divided by the units processed in that period gives the cost per untt in that process.
This method is suitable for chemical works, sugar, paint manufacturers, ofl
refineries, bottling companies, breweries, rubber ang tanning industries.

The important variants of process costing are:
(@) S ingle or output costing,

() Operation costing and

(¢) Service costing.

(0) Multiple (Composite) Costing.

(a) Single or Output or Unit Costing:

[t is a methoo of costing in which cost is ascertained in convenient unitsof
product turned out by continuous manufacturing activity. The anit of costing is
choser according to the nature of the product.



(f the number of articles produced are a few, costs are accumaluted for each
unit of production, e.q. automobile in an assembly plardt. lne case of bulk production,
the unit of cost iy conveniently fixed, e.q. a torne of coal, a gallonof orf, a metre of
textile fabric, a bale of cotton, a thousand bricks, a thousand cigareties, ete. This
methoo is applied in case of automobles, refivgerators, typewriters, television and
radio sets, mines and quarries, steel plants, brick works, paper manufacture, ete.

(%) Operation Costing:

Here the cost unit is an operation rather thar the whole process (u process
congists of a sequence of operations). Yarw spinning is a process but it does involve a
series of operations. [t is employed by concerns where standardized goods or services
ate produced from a sequence of repetitive and more or less continuous operations.

The concerns could be those engaged in the manufacture of bicycles, cerling fans,
weightng machines, etc.

() Operating Costing:

Also known as service costing, it is a distinet type of costing where services
are being provided rather thar goods manufactured. Since here costs are
computed for a period, it is treated as a variant of process costing. This method is
employed by undertakings like travsport, electricity, gas, hospitals, hotels,

educational institutions, ete. Naturally, the cost anit depends upon the service
[rovided, e.q. tonne—kim, pessengerlom, patient-day, student-hour, ete.

(0) Multiple (Composite) Costing:

ln the real world, comparies hardly use pure job costing or pure process
costing. They employ a hybeid or a mix of the two systems. What is common isa
blend of the two systems, combining the elements of hoth. For example, Favreluba
or Citizens companies, no doubt, produce a wide variely of gents and ladies watches
on a mass scale.

But within these watches, fﬁez make wide istinctions on the basis of jewels,
90l0 plating, quartz, digrtal, ete. The same holds good i respect of soft Orinks,
television sets, automobiles, arnd the (ike.
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