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2 1 1 Meamng and Definition of Overheads - ,.;-.;-,,,,::;

are incurred and cannot be. separately .allocable to a partxcular cost centre in a
effective manner Itis the total of all the indiréct costs .which ate- not: dlrectl
attnbutable It is. also known as on cost : :

\Aceordmg to CI\'IA London, “Overhead ’19 the agcrecate of mdlrec
' marcnals indireci wages and md1rect expenses == - ; dgt

Accordmg to Harpen ‘Overheads are those CoSts wlnch de not result from th
_existence of individual cost umt.s‘

Accordmg to Blocker and Weltmer, “Overhead costs are the operating-cosft Y
! ‘of a busmess enterpnse wh;ch -cannot. be traced d1rectly to a particular unit .
- output . e -

Thus. overheads is tbe sum of the lndll'CCt costs wmch a cost accountant is no
- dble o segreoate among dlf_ferent ‘cost units: - ... e SEie & b

- Factory overhead mclude all manufacturing cost except direct material ant
“direct labour (lubricating oil,wages of indirect 1abc'ﬁlr etc) and also known aj

are made, the result is overapplied overhead. Overapplied factory overhead f'_
always result when_a predeterrmned_mfg,ctory overheads rate is employed AN
overhead mcurred is‘less'than’ apphed overhead. S s TR i e TR
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2.1.2. Obj'ectives of Overheads

Some of the major objectives of overheads are as follows: :
1) To calculate the-budgeted factory overhead rates and use the same fdl

factory overhead in production. .. ~ B
2) To identify and apply the appropriate cost dnvers for overhead appllcano
'3) To determine_the meaning and the need of noitnalised overhead rates. :
4) ~ To prepare profit & loss statement Ry adopting variable-costing approach.g
5) To prepare proﬁt & loss statement by adopting absorption-costing approach. 3
6)- To calculate the production-volume variance i.e., overhead flexible budg
variance is calculated ‘as the dlfference between .actual variable overhed
eogt and [ flexible budget vanable overhead and deplct how the's“mne w_qu
" be shown in the’ statement of profit & loss. - i
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2.1.3. Advantages of Overheads
Following:are the-advantages of the.overheads: | .
i);,Cg)lal{ate thie-Full Cost of Outputs or Activities: Overheads determine

<57 [iG GOMmpIctc ¢odt of (e ourput and (e operational activitcs. The above
-2 “information assists in managing the cost and the product mix, services,

" locations and the customers. Overheads serve the base to segregate_the .
profitable operations from the non- profitable operatiens, for pricing the
services and to decide whether a job is to carried in-house or is required to _
be outsourced. Particularly ‘organisations that are engaged in broadcasting
activities, full cost information is required to differentiate betweensthe in-
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2)" ‘Manage ‘and” Control” Costs:: Calculation and ‘the 'fdénﬁﬁcatié?h of the
overheads help managment to make the personnel responsible for the
deviations occuring within their scope. Budgets are allocated for the
various departrnents and they are.made accountable for any variance found.

3) Reports to Internal and External Stakeholders: Reporting to the internal

and external stakeholders is another important aspect of overheads. They serve

“the information of whatZrésources have been used at different levels and also
assure the usage-level for the core product or sérvices of the company.

2.1.4. Steps for Distribution of Overheads
Following are the steps for the distribution of overheads:
1) Classificdtion of overheads, | : g
2) Collection of overheads, g S
3) Primary overhead distribution summury: '

1) Cost Allocation of ovérheads, and .

1) ’Apportiongr'iep't of ,qve.z’hé’éd,sl : - wie ¥ . )
4) Secondary overhead distribution summary/ Re-apportionment of Service
" Department’s Overheads, and :
5) Absorption of overhead.

e e T . e ST i R S A et

Classification of overheads “means to group different cx;)én{sés‘ u
overhead into’di(':tinct groups based on the same features,
The Terminology of CIMA defines classification as
items in logical groups having regard
or the purpose to be fulfilled (Objectiv

:I‘hus, In simple words, classification d

L g p—

. “The arrangement of
to Lhelr.narurc (Subjective Classification)
¢ Cla551ﬁcation)".

1) Nature of business,
2) . Size of business, and ...

P VN P Ty RV X, | T i Y LN, ‘@-‘"- Q""I;:‘,'ffﬁ M Y : .‘;"“ ¥ T ‘*,‘-' ""G {"r' © o d NV Lin iy e
3):*Nitiré of product prodtﬁced/scwnce rendered, i . imii .

The classification of overheads is based on:
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Generaliy, classification of overheads is done on the basis of:
Classification of Overheads .

| - .
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By Element By Behaviour By Fu?c - i
) Ind-lrect Matetials 1y Fixeq Ovetheads - 1) Production Overheads
2) Indirect Labour 2) Variable Overheads  2) Administrative Overhead
3) Indirect Expenses 3) Semi-Variable 3) Selling Overheads
A i Overheads 4) Distribution Overheads
@it 2 - Elementwise Classification. ...
... Undér“mis méthdd, “the “total over

Unda dds-are split-intothree-basic -pasts,
- Indirect material, ‘indirect labour and the indirect expenses. These f{
_ .elements are descrit;ed below: 5 ‘

1) . Indirect Materials: Those materials which are not separately identifiable :
Which product they belong but are as significant as the others in completic
the manufacturing process are the indirect materials. For example, duster 1

- for cleaning the plant and machinery; lubricants, coolants, engine oil, etc. 1
In maintenance of the machinery. In many cases, petty materials like thr
glue, buttons, Zip, etc.,-are termed as the indirect materials in ‘manufactu
the shirts and shoes as the same are used in very small quantites.

2) Indirect Labour: Indirect labour comprises of that labour cost that canac
directly atmributable to a particular product or service. For exaimple, w;
paid to supervisors, store keeper, production manager, quality contuol-manz
security officer, accounts officer, etc. These costs do not directy result in

. production of goods and servjces but assist in carrying out the operations.

3)- Indirect-Expenses: Those expenses that are not seperately rea'o'g'nis.;

" with regards to a particular product or service are known as the indj

‘expenses. These are the common expenses incurred for the goods, J

services but cannot be allocated specifically. For example, rent.

laxes, postage, telegram, electricity, ir{sprancc premium, etc.-

srrEee 22 Behayi ourwise:Classification.... ...
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Different characteristics are cxhibited by the overheads im ihe Short duss

based upon the level of the production and sales. This 1s termed as

behaviour of the overheads. Under this, the oved}cads are Classified as unfic:

1) Variable Overhead: Those overheads which dlr'ectly fluctuate with

change in level of production are knov\_m as the vaniable overheads. The

.- meme o ypit-cost-of~overhead however remains-the same. For example, pc
consdmption, stores and consumables consumption, etc. ~

5y Fixed Overhead: Those overhgads which remain the same: regard
2) ith the production levels are termed as'the.fixed overheads. The am,
w1 5

’ ' ds-are “same .even if full capacity is udlised" or even wher
3 - of g;vergl;: is carried-out. In short, such ‘expenses aré" fixed in -natwre
- . 2 cu
produ

) . =fop 74 Fanicularsperiod of - timezFor.: exam
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e isation, rental expenses, staff‘salary, €tc. =it

— A

" depreciation and 2
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3) Semi-Fixed Overhead: Unge
-fixed and some is variabje and.

thus it may also be

of the usage. So, there is an element of both fixed and-

2.2.3. Functional Claﬁsés‘jﬁfi‘ggﬁgg_ s S T L |
An- organisation - can . engage ' in. Cartying, "o . funcions o “produciing T
administration, selling, marketing, finance, research and dev :

functional classification divides the i
1) Production Overhead: It is

e

clopment, etc. The .

_ labou; the-indirect expenses. - .
- incurred in respect, of:carrying ‘out -the. produc_:g‘m
" activit » ce. €.

on. The manufactunng
: ce. with the procurement of the aterial and terminate =~ **
with the packaging of the finished goods, e R i
Foliowing are the Examples. o

1) Indirect Material Cost

- a) Cost of consumable stores. and -supplies- like cotion waste, = -
' lubricating 6il, coolant, engine oil etc.

f production oi'erh_eéd: e LS

v 3 b) Cost of printing, postage "a=§id'SLa_';ioneryi.'etd.- used in_Produétion -
i ey Department. ~ - Rl gy s - R D
"i'f)”_Iﬁdii:éé't'l;éﬁii'ﬁi"_'(:ééft " TR s S rapEl LS et
- . a)- Salary of supervisor, quality inspector, works manager; accounts . . *

incharge and departmental superiritendents.
b). Contribution to ESI,

: welfare expenses, etc.
ii1). Indirect Expenses -
el .ch5;@@1499,@x6.81.-.91'?;2;.@9.;31:&gu.l.:kd}!zga-

. i Rl

)~ Reépairs- insuranc
machinery, furniture and-other assers. _ b

~©) Factory telephone expenses. g
d) Lighting, heating and cleaning of factory.
2) Administration Overhead: It
lowards indirect material,-
formulatiop of the policies,
firm. They are also termed 2

P.F.; leave- Pay, maternity benefits. staff

oA\ B
Ny = FRROL, » S

G TRt T Ry TS o) '-'*‘-f-.u-". Y S e \:::‘;L*i.»'; o ~ i:":‘{‘“‘t"“':\i: e Reasigh
€ and“depreciation’ of factory'bulldmgﬁ)lam and =<

——

is the sum total of expenses incurred-
-indirect-wages_and. indirect..expenses..durin g
administration and controlling function of the
$ the office overheuad or the general overhead.
Following are the examples of administration overhead:
- 1) Indirect Materiaig Cost )
3" Costiricurray towards prig i
Ty pelilE

(x cnrmrusedinadministration.

PR department. i AR T e S e ey
.h;,_;.-‘..),,.,B‘ﬁg’,ﬁ'é‘-?”fﬁ;i?ﬁi:“' S e S s A Pl eng eat gty S ~--i.f.“""" SR
THEETD)T Cost'o usters; brushes; etciiforcleaning of-the office. Twvvn sl

5 22t g e .
T e - Caie®q o B et AR NELNIE
« * . L
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u) Indirect Labour Cost ‘ 3
a) Salary of managing director,” whole time director, - generg

manager, finance manager, accounts manager. secretary, legal§

manager and other staff working in, ‘administration department.

b) Remuneration of internal and statutory cost, ﬁnancml audnors

legal advisors. : _ i

ity m'djrect Reiises o e =
a) Rent, rates and taxes of office bulldmo

b) . Repairs, insurance and depreciation of office buxldmg, equipmen 7
-and furniture and other assets. A S
c) _ Telephone expenses of . administraton.o ofﬁcc.. S —

Ziiad)S nghtmg. heating. and cle’anmg of_ adrmmstratron ofﬁce. e “
Selhng Overhead: The expenses incurred to boost the sales and retain thi

1

existing customers are kniown as.the" selling overhead. It. includes-the. co
that is incurred towards indirect materials, indirect labour . and mdxrec

expenses for promoting the sales and reaching out to the customcrs

Following are the examples of selling overhead e
i) ~Indirect Materials Cost = i A 2 -3
.a) Cost ‘incurred towards. prmung, postagq and; stationery which i
used in sales department. s g = '
b) Cost of catalogues, price lists, packmg matcnal etc
ii) Indirect Labour Cost : '
a) Salary of sales director, sales managers, sales Qfﬁt:crs. salesme
_and other staff working in sales départment. - _
b) Commission paid to the sc]hng agents T g e HL
m) Indirect Expenses - R : .
_.-a) - Rent, rates and taxes of salcs oﬁice showroom and cxhibmon ocntres
b) Repairs, insurance and deprecrauon of sales office buxldm i
equipment, furniture and other assets.. - e :
c) Telephone expenses of sales office. 3

d) Lighting, heating and clea.mng of sales office. . -
e) Advertisement expenses. T .o
Bad debis. i xz —ovs oo arm T ~ ey
‘2) - Debt colléction charocs AR T DR L skl bty

h) Salesmen’s travelling expenses.

1) Entertamment expenses incurred on customers

4) Distribution’ Overhead The expenses incurred towards providing afte
sale service to the customers in order to maintain and satisfy the dcmand 15}
. known-as-the disuibution expenses. It is ‘the sum total of the €Xpense
incurred towards the indirect material, indirect labour and the indirec
expenses to make the firms product reach the custormiers.

Following are the examples of distribuation overhead
i) . Indirect Materials Cost. e

'a) - Cost incurred towards prumng, postage and stationery whu:h 55
uced ;P_ b‘};pq o,fﬁcg. a3 Ty .

“" ok PN 2 R

: -.f:;'vh) nvolved m,second%ry pbckagmg
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Overheads (Module 2) ik’ . . 3 &,
c) Cost of materials used in reconditio

ning ‘of the emp
.-~ returned by. customers. for reuse. s 3 '
!i1) ~ Inditect Labour-Cost

a)" -Staff salary attached to _disﬁbution ofﬁcc like packcrs, (iiSpatch
l . . staff, etc. o .

| b) Driver’s salary of the distribution vehicle.
i iii) Indirect Expenses. i

~a) Rent, rates and taxes of distributing office and godown.
b) Repairs, insurance and depreciation of dis

ty containers

. 1d ‘ _ tribution office building,
SO ST T equipment fumittre’and déliVery vai T s 1 i e & i

7'¢) T Telephoiié expenses of distabution SFfice, TN S ik
d) Lighting, heating'and cleaning of distribution office.
e) Depreciation, repairs and running exp
f) Freight and carriage outward. ALl

-g) ,Ihsu;;'ancé of finished stock in godown. B Sty

2:3:COLLECTION-OF:OVERHEADS
ds for every orgznisatién. The
past data adjusted against the -
e individual expenses incurred
by the. firm. Under:this,’ every
code along with’ the cost aécounts -
ake the collection procedure gasy.

enses of delivery. vans.

It is important to éstimate the amount of.overhea
overheads are usually-estimated on the basis of
- familiar future changes: It meass to note down th
in the costing records ‘that are -maintained
document or invoite must carrya-cost cenire
.iumber and the standing order number to m

" Following are the source docum
the overheads: . . - . 1 : rE. N
1)  Invoices; These includes the bills of the services or the material that is
~_rececived "by the firm from the outside agencies. They serve as the
"evidence input documents based on which the payments are to be done.
These .payments are thed transfered in the financial accounts and the
izrindirect expensesare collected only.through these invoices. ...~ = 5=
2) Stores Requisitions: These serves a

s the base for accounting of the
indirect materials:. ‘These re
the job or the service for w

quests carry a cost centre code, which denotes

hich the material is used-along with the name of

the cost centre and their head. This cost centre code is of significance while
allocating the indirect material cost. ’ '

3) Subsidiary Records: In accounts necessary provisions are made for the

: ¢xpenses that are to be incurred in the near future. Such provisions are

reflected in the subsidiary books. For example, provision is made for
- outstanding rent, salary and other expenses. So these records also serve as

enfs Which.{étje'uspd for the -'é"(.)._lle'c‘tion‘of .

T R T

-
0%

-.* . _the source documents faor collection of the overheads. - .oa .
4) - Wages Analysis Books: The wage book depicts various control accounts.

‘Tiiese “aceoiits can be; fsed:while maiiainidig:the-records=foryintirect s
" wages and salaries. N i

L R RN
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5) Estimation from Financial Accounts: Some expenses are charged Oveg.
different accounting periods. For example, heavy advertisement expenseg

prepaid expenses, etc. Thesé expenses are apportioned among differegg
accounting periods. The best possible way for their collection is ‘th

financial records of the company. v ' =

After the collection of the overheads is done on the basis of the various-sour 4'
=5 -documents, they need to bé duly allocated and apportioned. among fi!ffel'@?
sProductonzand-theservice=departmentg;-Such - phenomenon.-of -allocating . angg

“apportusnment” is “known’ as-departitientalisation - ot primary - distribution’ ¢ i
overheads. Primary distribution comprises of the following two types of overheads: 3
"Iy Cost Allocation of Overheads Expénses. '

Y I

2) Cosi Abboniqnmém of O'\.'ci'hgad-.E.x‘pén'scs."' BT ij
..+ 2.4.1. Cost Allocation of Overheads . e R
Allocation of overheadss the mechanism of dllocating the different overheadgd

-among the’production cost 2nd the service cost centres/ departments.-Allocatio
is concerned with whole itemns of costs. In other words, the pverheads expens
of an item, charged specifically to a single department is.known as allocation
‘For example, wages of the maintenance staff whig‘h is ‘ascertained from the}
record books can be directly allocated to the maintenance: ¢ost centre. In ord

to-identify, costs that reiated to a specific product an -allocation base should. bej]

choosen that has a cause and. effect’relationship.  Factory overheads should bef

..-...... ‘allocated-on the basis of activities related to cost incurrgd. . : E
- ‘According to CIMA, é'lloéation_is' the charging of diserete, identifiable JAtems ofy
cost to cost centres or cost units. Where 2 cost can be clearly identified with a co

centre or-cost unit, then it.can be allocated t that particular cost cenire OT COSt Uniteyj

Some of the overheads that are directly allocable to different departments and
i the cost centres are insurance and depreciation of the plant & machinery, fuel
~r= fyeemato--0il and depanimental electricity. m.“f‘?lfcdg,:':_f

v - o
. 2 B AL At S T L S W S A PR S — e e K
Wy -‘b’?ﬁ.:.r‘f}.bfi.’e"%.!% iiab 4*7'1'__’:4}:«6&-'1-(}“4‘ é.;’,‘«;‘;.",, ATE Sh—r ¥ I 1Y AR

- . .24.1.1. Formatof Statemeﬁt Sl;owing the Allocation of Ovefheéas ‘

A

Statement sho{ﬂing the Allocation of Overheads - ° ’ fasd
Items of Overheads Production Departments | Service Departments | 4
Allocated ‘ , ¥
o T 5 i & ,Pl oo [y, P, 3 S] . Sz :]
-~ P, 5% ] we— . 3 . (() B R ‘. (?) Sptimeritnd Lo, (t)-. gL _“._._“.(z) 1
1Direct Matenial — - — T 1
o Direct Wages ; d1 — —

: Direct Expenses B s s ‘
ZS Indirect Material -: e :

Indirect Wages - = A T e " L .

’ reads Allocated .| T, mp— I
R A ot ST ey i ;
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2.4.1.2. Reasons for Allocation of Overheads s "6’"’52"
Following are the reasons behind allocation of overheads: ST T
1) To p1-<?vide timely input for economic decisions; .

2) - For encouraging the managers and the employees;

.3) To-give ground for the cost incurred; and- .. ~ : :
4) To report and :comrnun-ica{gé' to thé internal and ‘cxte'ma!'iﬂtcres:ted"bh'z”-tjés". T

2.4.1.3. Methods of Allocation of Overheads
Overheads can be allocated in the *followingyg;gge ways: :
<1)--Single-Rate Method:, Under.this, all. the —?329?3%&5&.&5@-92@dgpasmgsfi,gm ;

=Zw-one of.the ‘cost pools. and using:a single base tale’ these costs are’allocated . -
to .cost objects. No differentiation is mdde between the fixed and the
variable costs and all the costs are allocated collectively. -

[ | “l_‘he single rate is calculated as per -ihe-t'oilow'ing formula:. -
Rate = Manutacturing overhead ‘costs/Labour hours.

Dual-Rate Methkod: 'Under this method instead of having one cost pool,

the same is split into two coit pools i.e. one for the fixed costs and. the
other for the variable costs. Eamae E g & g

TV
ok Loy
5 ?.‘.u‘\.)

Different costs allocation base are used for allocating cost -of each pool.

Two cost drivers are made which are based on the expenses made by the
provider department. : 2

For allocating the variable cost:current usage -of the user departments are
considered -while. long-term ‘commitmeants are considered for allocating the .
- -fixed costs. : : 5 " Ly

3) A_ctuai Rates, versus Budgeted Rates: When the ‘actual. rdtes are used

Budgeted rates on the other side are constant and lesser variations are -

e ound in the charges to the cost objectives and ultimately o the end,

zf;f:‘:fjp‘rba’ﬁé"f:‘W’h”é?ié%r_éth;e‘&-»are::chances-;tha:etﬁéli\?aiﬁﬁtﬁian's‘zi‘ﬁ;th‘ € actual rates
will mislead the allocation process,-then budgeted rates are preferred.

; 2.4.2. Cost Apportionmeﬁt of Overhévads

Some overhead costs such as electricity, rent, salary of factory manager and
Canteen expenses, €tc. are il_lCUI_‘ljeg_jfor the entire factory and cannot be assigned

| t© a-paiticular department.

- In simple word, it is a process
3of assigning share of indirect costs to -cost ¢enters. . W :

According ‘to CIMA, apportionment is “ithe allotment .of two or more cost
Seutes of proportions of yhie! Common itéms of.co Lon e RUmaed basiar e
beneRT racatvad e v o AR S T SRR R M R e

vy
¥ s

e

. .
.
- e
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2. 4 2. 1 Format of- Statement Showmg the Apportlonment of

Overheads 2
. Statement showing the Apgordonmen‘; 09 OVer}\eadS !
Items of Overheads Basis of Apportionment | Production | = Service
Apportioned ° : it < Department Departiment
) - : ; X Py (R) | Pr(%)4:S, R) | Sz ()
Fixed Power Generation Cost {Nommal Capacity ~ - | == — S e
Varable * Power Generaton {Actual 9 50 A (R (N R
Cost : Consumption (kwh)
Lighting ‘| No. of Light Points siee ——
Depreciation Asset Value s seeee | TEniia
- INSUrance -~ = pree wmnreo e L Asset:Valu e
‘| Rent;:Rates and Taxes —+— ~-;1—L£f= Floor: Area% TR :
Repairs Floor Area fedae
Stores Overheads : Direct Material i i PN, LRy
s e Employee's Insurance Charges Direct Wages e R Il ey e
- Staff Welfare Expenses No: of Workers PR IR DR SO N B A

g -+ 7+ - |Supervision Expenses No. of Workers . - .

s § - |Total 0verheacb Apport\oned i S sed )R i
B .. .Note: In the prcparatxon of statement of anary Ovcrhcad sttnbuuon Summary bo_’
i - the statement ‘of - *Allocation of Overheads' .and ‘Apportionment. ‘of Overhcads ge

NG AR s combined to evaluate the total depanmental overheads cost.

Tt " 2.4.2.2. Basis of Apportlonment

o g ) Common bases of apportionment of overheads may. bc summarised as below:
T DT “__Overhead Cost * ___Basis of Apportionment
| ENEDRET ¢ 1) i) Rent and other buxldmg expenses Floor area or _
P Tl ii) Lightng and heating ag I ] Volumc of dcpart.mcnt
s ili) Fire precaution service _ ! : .
3 __.iv) Air-conditioning
-12) 7 i)Fringe benefits = -

© - - “|Numberof workers

1) Labour welfare expcnscs Sormtieabll P e e Teemien -

- iii) ‘Pme keeping ' R TEA G D g
iv) Personnecl office

v) Supervision ~ - . «,
; vi) Canteen expensc: : (" p 2Lk :
s e S en e e A 00| 3D e ) Compcnsauon‘to WOrKers. . .. .c el Dl:ccuwages e ) P ]y
2R e g TS R g [V "n) ‘Holiday pay- AR TR s, R T A NS TR e v s TR oy
- ifi) ESI and PF conmbuuon : NS Y e :
iv) ‘Fringe benefits" St | & o s -
4) General overhead - - - | Direct labour-hours, or
= ) g W T s . |Direct wapes or Mactnne hours

oris . S) i) Depreciation of plant and machinery Capual values =~ :

e e o s —mmime feme-2ii)  Repairs and maintenance . of plant ST peis s SRR Ty :

Tl and machinery : " g T Cos Y

: iii) Insurance of stock ° : | B : s
: 6) i) Power/steam consumption \ Technical estimates
J ii) Internal transport R o B,
* iii) Madnagerial salaries . ik | e b
, . - |7)__Lighting expenses 2 - +7 . |Number of light.pdints'or Area - |3
: £ s e Horse power of .machines or . : i
{i Y . I Al Nuinber of machine: houxs QE Yt :ﬁ‘
; 5: e "‘,':, €24, e Value of machines*: et it ilackld ¢,
ERY ¥R . {
P 3
rie -t i . - -
> T
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[6)- 1)

Matenal handling

{Weight of materals, - of Volume of]
materials or Value of materials

|- i) Stores overhead

110)_Operaing manager |Machine hour

ﬁ) AdministratiOn overhead Works cost, Conversion cosg, Saleg:
jvalue .

2.4.3. szference between Cost Allogation & Cost

Apportionment

[ Basis of Cost Allocation Cost Apportlonment :
Differences [ . . _ 1 - oo noooovessmm sfeadime TS oy 0L AT LG ATE

:'I) Definition =i, Aﬁf:o'é;'aﬁsjrf‘f """frz,éfef's"”!‘".ch")":'—'i""fthe Apporuonment tefers to  “the

al]otment of whole items of
COst tO ¢£OoSt centres oOr. COSt
units’’ .

allotment of proportions of nc'ms
of cost 0 " cost centres or ' cost
umts : 3

2) Deals With

Allocation is conceméd.'with
whole items of costs.

Appomonmcm is conccrnod wuh
oportions ‘of items of cost.

3) Type of Process

Allocation isa direct process

~

Appomonment is done

only
indirectly using suitable bases. ,

4) Treatment
Overhead Cost

of

Overheads should prcfcrably
be allocated.

An overhead may'be appomOned if
it cannot be allocated.

5) Includes

Allocation deals with items
such as indirect waoes,
ovcrume and idle tme. ‘cost,
power, * - depreciation. . -of

machmery, supervision, cr,c

. and other wclfarc expenses, etc.

Apportionment is generally for
expenses such as fire insurance, g
hghung and heating, time keeping

éxpenses, canteen expenses, medical|
XS

The process of allocation” and apportlonmcnt of. expenses -may: be-clearly "

Hlustrated by the followmg ex
and a calculation of differert 1

ample in which a detailed step by step procedure
tems are glven with the formula.
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The proce<s of absorpuon of ovcrhcads is also known as Apphc.mon Levy or

Recovery of overheads. It mvolves proper ‘allocation and apoomonmcnt of the

s total factory overheads-to each producuon depan.mcnt It-is 'also called as

- ‘applied factory overheads

Absorption of factory ovcrhcads consumtes the last ste p in the- proccss

of overhead distribution. The ‘first step -involves the <distribution of"
total factory overheads . to the .production department

.by allocating
deparument costs and appomonment :0f common costs over different producnon
and service departments

10 productloo departmem Through the output of depaxtment an

equitable- base is ‘formed for the absorpuon ‘of total overheads of each
production department at- the end after the redistribution * process.

Overhead absorption exercise will be most useful when selling price .canbe
based on COosts.

_ Mﬁccordmg to CIMA, absorptlo'l of overhead s “the process of absorbing all
; »ovcrhead,.cos;s alI'oc“‘ted o) & appomoned Rover;a

it "‘pa.rtmu[an COst centré: or

e_._n

‘production department by ‘the units produced. B

Common Bases for Absorption of Productidn Overheads from Production
Cost Centres to Products or Services.

process is labour)

intensive and wage rates are substantxally
BAREE St . ._|uniform. .
Direct labour hour' e Tan Tl

. :‘~

i i e Ao T
P ; C_“:S“ﬁ "_'\.T_.—j?;ﬂ}}:i e 2l m‘e&sm‘;kyt PR L T e AR
b B YV e s e S
: Machme Hour ‘or 1

T s S g I
e = (NSRS T W T T P -
N AL OB TSR AT e v O

Somasic s b SR e

=, .,.4.. T o — ———

| Reaction Hour or Crushmg Hour, etc.

Vcssel “‘Occipancy or

perfonmance of the base.

e

When  conversion ° process  is _labour|

. 1
Bascs of Denominator : * Applicability J'
Unit of Production- o mam {When single-product-is produced or- se»eralv e
b s for products are similar in specification. R
| Direct labour cost ’ When  conversion:

R
P

eh e

Wﬁéri"'flifédﬁéﬁon. mainly - -depends- onj -~
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f Various units such as. maching hours, dirget labour hours, direct-wages or 1
| L © production "units. ‘may ‘bé ‘used for the -purpose ‘iof:.appostionment. .;

T Al cefevant Tactdrérchoitd be considéred before choosing the unit. Then, -
S 2 the absorp(';on rafe 18 0bf2in€d by leldlng the total ovcrhpads Wi(h‘ the ¢
produced units (as a base).” R O 9 s e

’ o b

b - . -, ;‘l ¢ g,
, 2.6.1. Difference = between ‘Appo'i"t"ibﬁ’rﬁ'”h'(i’i"-?"-."..‘and.
i "~ ‘Absorption’ of Overheads he e TR
i ' - Apportionment of overheads and absorption of overheads are different from
E - . -each other in the following manner; = AL s YL
SZETEESIET [ Appostionment of Overheads o) {7727 “AbSorption.of Overheads or. -1

T
1
i
1
]

2 1)"In the case of apportionment, the In the case of absorption, the overheads| .
! rhe - proportions of cost items are allotted | are ‘allotted to cost dpitd:’ s+ -z -2
) : 10 cost centers, and any-departmeiit's ' et : i
- spécific. ~overhead " portion - is ¢ : ST By - i
F determined. - B L
- -|2) The process of apportionment gets | One cannot _make abSorption without |
- completed before Absorption. .| compléting the apportionment. -
3) In-the case of “apportionment, proper | In the case of absorption, the percentage| -
proportions or ratios are used. = . raies of overheads are used. -

L4

Vel N R

bbb RLL T SRR

: 2.6.2. Overhead Recovery Rates e
- Overhead ratc is determined by dividing (he total overheads by the quantity or
4 & - the value of other determined units. : PP

: Followirfg figure sfiows various types of overhead rates: . .o, <4 - 2t
: - T AR g Overhead Recovery Rates - LT
et Lil 50555 Nl D =B 2 g i 0 R R o Koo Cavee S e .!, e

Actual Rate VE e

; = Predetermined Rate o
|  Standad Rate _ N : e 28
e R S ;;;‘.ff‘;'j’f?jf;;»;“u ;‘ —_— Lz =1 TF) "Blanket and Mﬁ‘lfpl&,ﬁR&tﬁf‘. _:
E- S L o L S A L2 g . A Al Vo g BRI —] Pur e e o P ;¢ 2R T et s “

- - - 1)  Actual Rate: This rate is determined by dividing the actual overhead by

“the actual quantity or value of the base. Direct materials, direct labour
hours, direct wages, machine hours or production units may be used as a -
, 4 base to calculate the actual rate. | :
B e peadmen Actual overhead expenses incurred during a period
ActualRate =

7

3 Actyalquantity or value of the base for the period
Or i Actua) Overheads \
5 = * Acwal Base : : ' :
" 72) i’rede(crfnined Rate: This ‘rate is* determinéd’ by dividing’ lhe_' budgﬂ;:d :
overheads by -the budgeted: pnjts(of the year. Follog/xpgn‘fﬁon;{qulrg__;l§fy§§ga Of
i e ., ol L S A SN BP9 LA e e e WA T R ey el .'-. : -’:_ . P f‘-.-‘:?y-::-“-::’!-;’j;, “"k ]
< .4 o thepuipose-of calculating predetermined rate. o - &« L m i iEda
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- 2:6:3. Steps in Absorption Overhead: .- ° .

7 %

‘\ —“M'

| Sta_ndé_rngt"e; S?a.:nd_a_l’dl.Q)fgrhegd--_,‘ iy

2%y ,.".-4.&....0‘...‘ At .0 alb
» 3
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*Overheads (Module 2) o 15 . i s

Predetermined Rate=_ < Est

This rate helps in directin

, y : ,. - the t ' g Yo L 4F gee BOE o
units. ‘This rate is also qsed%x] cosu?fg,l OV._erhe‘adS of thef, Y§ar'b'y"the'-.toté‘1; T
3) Standard Rate: Staﬂd::a‘rd . -.'is NI

determin
overhead by the standard base. 3 : i

4 by dividing the stangarg

Fbllpwing fon_méla is used for this purizose:

- -

Pl & R S g s L S’t‘andard -Basc—"—“ S 71 PR

4) _ Blanket and Multiple Rates: These are éxplained t;elow'

1)- Blanket R.a‘te:_lt _deqotes a singlgl rate ébmputed"for t})e"enﬁrc fa"ctory'_ . g
Followmg fo;’mula is used for the purp_'bgc of calculaﬁng ‘biangct rate”: - . '.

Blanket Rate = - _'-;_.A_,..;‘_-‘_l"ota.ll_Over'hcad's fo"r:-the F&cl{)i'y il gor £

‘. + Total Quangty/VaIUe_'of';th'c basefor:the Factory

i) * Multiple Rates:- These are the different rates caléulated for cich of - fB.
producing department; cost centres or product lines, etc. these fates are 1

also known as departmental rates.. ST e -

- - Blanket rate may give inaccurate results.in the case- where products e
_ .through one or more differért-departments or processés. - . ., - - o

-Following steps are.involved'in the process-of absorption overhead: -
Step 1: Computation of Overhead Absorption Rate: deter

absorption of overheads in. cost of the cost units are mios

rates. This rate can be calculated by different ways also.

‘The d_etgrmiqa_ii_dx; of
ady. done by absorption

Generally, - to " calculate t'.];e" bve;head' ‘rate . the total afnoung of
__overheads, of department. or. cost .centre -i$ - divided” by:the ‘number of -units -
=i the “base” 1iKe™ machine- hours, direct” 14bor cost, price cost, no. of

cost units, etc. A 5 ik ¥ g
H SRR ' Total Overheads of Cost Centre

: Overhead Absorption Rate =

Total Units in Base
-Only. oné rate is calculated for-each group of overhead. -~~~

Step 2: Application of Rates to Cost Units: Overhead-ate is multiplied by
~ the number of units of base in the cost unit to get at the overhéad cost of each
cost unit.

e PR : b B PRl : rate 3
‘Overhead absorbed = No. of ‘units of base in'the cost unit X Ovérhead tafe .

sy, st
-y & g4 i an "'3 v‘.“ l’,,‘x "—'

T P AR RN U S

»

2)

X £ no Ay WL Tl g - ) i 71"-‘; '—3?45, 443 > i §2 0 ol e ‘2-: ":}E:’t;{;”- ( -. U .'.SF‘t-bc %
wFor'example; machine hour rate:is¥50:and a -cost:um_t'has”-used 10'ho Rt =
“machine. overhead absorbed will be = 10 hours x 50 = Z500.

-

. . ” % . . . %4 . . « o .

3 . e . o T . o . Soiw e ° -
. - . - . e «° _ . - - . . : - it *
- - < . . . 2

et - -
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Methods of Absorption of Overheadq

ure below descnbes the methods of overhead absorptlom

Methods of Overhead Absorption

Percentage of
Direct Material Factory Ovcrheads,

Direct Material Cost

Factory Overhead Rate =

x100

= > el
LBt DA IS WCN YRb Bt
12000 @rde man Mot et e g -4 elae ,

| Factory Overheads
—>F Y iE A x 10
o aCt*o ryQVt:rhgeadRaz u Du'ec& Wages-or Labor Cpst ST

._—_..‘\~ L

i

i

ba S8 AR

AR, g
o a0V P 2ot LA -
WIS ARSI ‘- !

Lk

Percentage of
Feoie Caost
Methad

AT ~___ Amountof ProductionQvernead -
HFactory Overhead Rate = 22 - l.m - . x100 -
5 ;RS eET TR o Prime Cost

F.aczo.r‘y qu?héad p;a@ AmOt{nt.of Produ::.uon (j)verhead N
A 2 h g “Direct Labor Houirs

Mac.h_inc Hqur . )___” Faciory Ové-head Bate = Smountof Production Overhead .
Rare . - ol _ Machine Hours

Rate per Unit of

- . Amount of Production Overhead
Producnon Factor:y Overhcad Ra[e

. No of units of Production
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26 5. Under:and Over Absorptmn of Overhead
Wwhen actual overheacl of a period is equal to the Actual Rate, there is no case
of pnder or over- recovery If the predetermined rate is apphcab]e on the
ovex:heads the 'absorptmn of overheads can be less or mé&c® than the actual
overheads When the absorption of "overhead 'i§ not more Lhan overheads
incurred is called under-absorption. When the incurred overheads are less
 “than the absorbed overheads: jcalled over-absorption.

fm o
Wahd e\

a3

I
16} ma o rar At

L I

The conditions under wluch under-absorption is observed are as follows:
1) When actual expenscs are more than the'estimations; where absorption rate
s based on esumated"Fgure and the actual expense 1S more than_the

]

":"‘ '
wila e

1

M ) !
‘ "’ThC‘Quantxty ‘of production’is ot more than the estifnat 5]uanut)’ s
*3) - The worked hours are less than the. estimated hours

ul-,o’l"

L W e ST ERS G ST

NI
(Mz-‘

The Over-absorption '1s’ observed when the above menuoned condition$ are
503 »cornpletely overtumed E
13 Reasons of Under and Over-absorptxon
" ; Followmo one or’ more reasons are reSponsxble for occurrence of under or over-
A0 absorption: - Saki e : . ]
2Q0¥ -1)-. \Vhen there is error in estunauon of overheads;
! ”’ % 2) \Vhen there is error in estimation of'‘quantity of production;
£ 3) When seasonal changes are observed in-overheads;
d ‘" 4) -When uncertaJn changes.are-occurs in the productive capacity.

Treaunent -of Under or Over Absorptlon of Overheads

“Under_or over absorpuon of overheads may be dJsposed of 1 in any one -of the
3 following ways:' .

1) Use of Sltpplementary Rates- “Where the amount of "under or over
ab>orptum is -considerable, Lhe cost Qf _jObS or produc.ls 18 adjusted by
“means of a supplementary rate 5 e

S

Pt .nll&t--

\ Ladih
"
‘

This rate is arrived at by dlvxdmg -the' amount of under or over absorpuon
by ‘the base that -was.followed. for. absorpuon. This: rate.may be positive or
negative. Positive rate is used when there is under-absorptlon and negatve

Pea

e : rat_eas apphed“wthmran over-absorg‘ﬁon.

-

S At ol

- B Amount of under or- over

- B .Silxppl'er'nenia:l.'y- l.late= -\ " "absorbed overheads
28 e ; | Base(directmatedals,labor.
~ " ' laborhours machme hours)
. ~How t6 Use— B N A ;
15%-- i) 1In Case of Under-Absorption: The Cost of Sales Stocks “of Finished
z Goods and Work-in-progress ‘are mcreased by applymg positive
G‘ supplementary rate. - ;
A - ii) -In Case of Over-Absorptlon The Cost of Sales S
AR tocks of Flmshed
0108
._ Gooc}s an_d W.Qﬂ(-m progrf;ss .and reduced by applymg ncgauvc -
O+ , en :;’n’. : i

b I
037 W8S

(]

5

T4




2) " Write off to Costing Profit and Lot Account Method: This method id
t. -ally used when the amount of under/over absorbed overhcads is nog
very large, or the under/absorption of overheads is due to-abnormal reaso ;
~like defective planning, idle capacity. etc. In this case, even large amounts
are written off to Profit and Loss Account. The amount of under absorbed
overheads.is_transferred to the debit of Costing Profit and Loss AccounH
and the amount of over absorbed overheads is transferred to the credit o8

Cncting Profit and LossS Account.




-';;et;t;ntmg Penod Method ThJs method is usuall y

’3) Carry Over to Next I
used when the period of normal business cycle is more than 1 year an

overhead rates are determmed on'a’long-term basis. In case of new pr OjectS

- more output in the next: penod(s) than that in initial stages is expected. The
amount of under absorbed overheads is transferred to the debit of Overhead

\ Reserve/Suspense Account and the amount of -over absorbed overheads. is s
transferred to the credlt of Overhead Reserve / Suspense Account. | -
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zssv.~-Ae11VI1'v BASED: cos1rms (ABG) -
2.7.1. Meamno and Deﬁmtlon of ABC 5 : %

Activity Based Costing (ABC) is-a system by virtue of which the cost
?:‘*alloﬁaled J4n.diffecent, actiyities instead of different products and services. ut!'
: Kfutther Zensutes. that, the. overhead cos}@armassxgnedxman aacc"f&,atf m?‘f{‘?{ ]

: deferent products and services.

p Accordmo ‘to Chartered Instltute of NIanagement Accou.nts' (C 1 AS
- London,. “Cost attribution to cost units on the basis- of benefits received frons
. indirect.activities, i.e., ordering, setting-up, assuring qUahty etc.” So, Acuvi’
. based costing is qmte general and ‘can be adopted while using. an order costing

system and a process co%:g system.” g" = - ¥ ,

-
. -

:,‘..ql\\

‘\\..:C-a.l.l

: Accordmg to Horngren, “Acuvuy based cosung is'a system mat focuses. d
activities as fundamiental. cost objects and utilizes cost. of these activities <3
building blocks or compiling’ the ‘costs of other cost ob_]ects” Activity bas ..

) COStmg also ensures strategic.cost management. It depxcts the consumpuon Ok
- the resources in different activities and also allocates- the Costs of the produ _'j
or customers on the basxs of their consumptmn pattern : ; -3}

.oy =
-

kg by o M Features of Acthty Based- Costmg
Following are the featuies of activity based: cosung:” # B

1) Activity based costing enhances the cost pools: that are requu'ed for 4

_accurnulation of the overhead costs So, the overhead costs: are- u‘

"allocated on the ‘basis of compa.ny-wxse pootl or the departmental pooly

rather they are allocated on the basis of the dnvmg activites. -,

e 2) The overheads are attributed to. different jobs or the products in the rauo'

R ey 1) eéédéfﬂﬁnvmgt—acuwnes. AZingle tate. calculated on.the ba51s of -e-

labour hour or machiné hour 1§°as/oxded S ’-‘.‘7 e =

3) In'this case, the per unit cost calcilated is. more accurate and the overhv 7

are completely traceable.” _

4) Tt helps in the elimination of the- non-value added itéms as costs

1dent1ﬁed during the course of the activities. This’ ehxmnauon will fu

- i

<7777 assistin bringing down tHe ostof the product:t

T4 -,\.‘"..H..n L4 :

PR

e T

2.7.3. Demerits of Tradltmnal Costmo ' 2
Following are the demcnts of the tradmonal costmg, whxch 1ed to i

developrnent of ABC: . - - ; -
1) Traditional costmg_fax]s t_o capture cause and effect relanons}up .' z




.Ovcpheads (MOdUlc 2) .V i ‘._-_ . ' ' ‘ ' ) 5 i ; e WI
_sz) ““Tradlitional > costing - oﬁen faﬂst e 99 '
.§ ' ‘activites in different departments. hlghhght lmer-relanonghlp among - |t

3) Growing dissatisfaction - among the working exe -
cutiv
traditional costing which is based on averages and estimation. o

4) Traditional costing systems are drive
; n by the
<than to-provide meamngrul product cost. need to value stocks rather

o

tcgarding

e

C 5)..Du'ec; labour has shrunk as ‘a percentage=of total cest for majority of -
manutacturing companies. Stlll it is" most-comrtion basis of ovér-loadi o | t
3 overheads to products. r-loading

tl 6) ‘Overhead costs are no long a mere burden to be minimized. Overhead
".ﬁ: . functions' such as product design, :quality conlrol, customer ‘service,

gy~ -production:planning,.and: Salcwder:aprocessmg esas- meortant o the. o

"3~ “customer-asiphysical processes on the shop flogriieniiim, :

7) Complexity has increased. Product ranges are* w;der Product cycles are
__ shortér and demand for qualityis hxghcr smaem

/it2 8) . Market place is very competmve _ . i )

insg 9) -Availability of computer has enhanced requxrement for improvement in

_1nfonnaﬂon gathering technology for advanced -decision-making to gain
competmve advantage .

2 7 4.. Objectlves of Act1v1ty Based Costmg

Followmg are the primary objectives of the ABC system:
i 1) “To calculate the correct product cost by assigning the overhead cost in a
#°  careful manner after considering various factors.
) To calculate the optimum product mix and the price fixation.

1l
Vi hwital

ai":

olowing are few other objectwes of ABC system e
l) It invalves xdcnuﬁcauon of the value added dCthl[leS T

2) To reduce the non—value added activities.

) . To alldcate the costs as per the involved activities.
) To alocate costs, according to the negotiations done by the customer.

P ) To ensure that quality products are 'produced.
; 5 ©) To assist in the correct calculation of the costfor fixation of the selling price. ‘
A7) “To'proyide umelyMoupauon remfed tothe different acriviti€s and-customersT =t

: W
= ) To concentrate .on thc cOost actlvmes that glves maximum value

) To constaritly reviéw the area for 1mprovemcnt in the products and

reducmg the costs.
3 b) To set the optunum product mix, yleldmg the mammum level of profit.

sl e s
\0-3-7' o foLY
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f [7.5. Applications’ of‘Actnnty Based Costmg

oUowmg are the applicatons of activity based costing: -

) Activity Costs: The basic purpose of ABC i 10-trace the activities 50 as 10
ensure that the activity costs are incurred as _per the mdusuy standards
ABC also provides thc feedoack o measure: thc cost of the sefvice s as wéil

as to reducc Lhc cost

g = A e
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2) Customer’s Profitablhty. Since majority costs incurred on an individj
" customer are only the product cost: However, there are also overheads
are involved like customer service, handhng of the product retum and ¥

cooperative marketing agreements.

so that the activity gets to share the overheads and there is: no unus_

: . ..burden on some of the jobs or products. This system may reduce costgy

. * the certain jobs, may also increase the cost of certain .products. Th‘

I ' customers are focussed who is bringing more profits to the company..

i
!
) ,’ . Under the ABC system, these costs are attributed among dlffercnt activityy
j 5 z
!
]

~f~ -' Ereiiy V-;':j’j);_pxsmbuhon Cost. leferent medmms like: t’etaxl ‘e-commerce, dxsm"buu 5
RTTRET T e network. mail order catalogues are used by a company-to- sell its s prodad
So. the costs -incurred towards mamtammg these networks are overhé
costs and it is important to allocate these costs in all the channels m?
appmpnatc manner to reap the benefits of: such distribution channcl

4) Make or:Buy: ABC’ nges an rnsnght of. aJl the costs that are 1ncurred '4‘
.housc: while manufacturing a .groduct sa that the’ actxvmes requmng hig)
cost can be outsourced to outmda&gcnc:cs & =g

" oty

35) IVIarng° Under ABC system proper costs are attnbuted 1owards d:ffere
jobs and services.. Therefore, the actual cost-can be dscertained: Tt righ
becomes posmble for a -company to ‘know their actual profit. 4»'
involved in dlfferent products and they can further fix thenr product rmx’ -t

7Tt e anigi L N
.

- 1S

St ) Mmzmum Prxce. Actual ascertam:nent of the- cost is the- base for ir

. majority of the selling decisions. of ‘the’ comparny.- Only after a° compaj)
ST e pows s cost, then by adding" up .the reasonable margin, it oan quot"
: : : products in the market. Under this, the company will be in"a better positi

] to face market competition. ABC analysis is an efficient dAcnmnant i\

- . the dlstnbutor of the cost among dlfferent aCtIViUCS .‘_' 2o e g

facx_hty-wwe level i is easy and it enables the’ comparison tunong ‘the cos .
producuon between dxfferent facilities. 3

2 N ::*;'f;;_-_‘__ AR *”Lk A e T A T P F TN
A 2 7.6.. Core Areas of ACthlty Based Costing
P There are four main areas involved ini this flow: . . - T
,:{ 1) Cost Object: Just like the product and the customer needs mcasurem.
e cost objects also require the cost measurement. e s

2) “Activities:“Fhey-are the sum of the tasks involved and are concerned "@

L bk the functions’related to the cost ob)ects Two types of activites exv
7 " mentioned as under:

1)  Support Activities: Support attivities are, for ‘example, SChedﬁi

© production, set-up machiné, - purchase materials. mSP"Ct “c

* customer ordérs, supplier records, ete, o ot 3

Ly I _Producuon Process Acuymes. nder- this,-the. producuon proc‘
~ ““includes the ' machirie’ prodiicts andk the’ assemblcdproddcts et Bl g
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'On many occasions, the cost centres used traditionally and those used under
the ABC system are similar. When the purchasing department and the
purchasing acuvity, both are treated as the cost cenaes, the support activities

will'also be similar to the cost<centre opted under the traditional approach.

3) \_Cost Pool: It may also be termed ‘as the cost centre. Thus, an acuvxty cost
‘_c‘entre 1s’another name for the activity cost pool. . -
4) Cost Drivers: They are the-reasons behind the emerggnce of the overhead :
costs. It is also a factor of change, as a result of which, change is observed
_‘i,m the total cost of a related object. R

BRI

AR

5 “"-—-..‘\_. 2w

225 7.-Cost: Dnvers. s TUU S I BT
: The direct cause of incurring a cost is refemed to as a ‘cost drlver It has a direct
~impact-on the amount of total cost ‘incurred. For cxample if a person has to
identify the cost of electricity consumed during a particutar time period then in such
a case the cost driver will be the number of units consumed because it is the main
-_cause that detenrunes the cost.
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‘ Cost drivers aré considered as an important-factor .that affects the mariagement of
finances and the future profits of an organisation. The analysis of cost drivers
'enables an orgamsauon to limit its cost of productien in such a manner that it does.
ot exceed the revenue eamed by it.

'I'he accounting for cost drivers helps the businesses in computmg the total cost
_o.f producuon and applying the same to find out the pnce of product.

'~Some of the important. examples of cost.drivers in a busmess orgamsatlon

-are as follows: -

1i) * Machine setups, . -

:Mil) “~'Quality Inspections,

v) Engineering change orders, -
vii) Materfals Receipts,

1ixX) ~Mainteriance réquests,

‘[xi) Machine time,

xiii) Miles driven, xiv) Computer-hours logged
2 xv) Bcds oocupu:d rand B g hwxvx) thht—hours lopgedsdea—rrierosianimlme o

-

ii) Purchase orders AL

iv) Production orders (Schedulmg)
vi)'. Shipments,.

viii) Inventory movements,

x) * Scrap/reword orders,

xii) Power consumed,

.2.7.8. Cost Analysxs under ABC .
Researches made by Robin Cooper, Robert: S. Kaplan and others show that

l many of the firms’ resources, those represented by the so-called fixed costs, can
'be explained not by _ the amount of output produced but by the diversity of
_ company products; customerts, distribution™ channels, and “produtt “linésTAs
:organlsatlons try to expand output, they do not increase the sales of a single

-product to a single customer. They expand output by introduiing new models, ’
_new lines of business, new distribution channels, and new- customers. In the

process_of increasing diversity and complexity, the organisational infrastructure -
mcrcases to meet the demands created by the new products customers und .

_distribufion- channels.- The~act1v1ty -based: approach 1S’ an attemp[ 0. show thdl -

o

}nosf}’f‘%&:all of them are: really variable;” = 7 MR S SRR
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- Thére a are three major kmds of activities in orgamsatlons - vE E B
5 2.}
' e ) . Cost Analysis Under ABC ‘
= : K Unit Level Activitics } : == 18
: ‘4 Batch Level Activities . .
Cogsy Product Sustaining Activities . BE .
2.7.8.1.  Unit Level Activities §
. The costs of some activities (mainly primary acnvmes) are strongly correla %

I exqmple, the use_of. indirect. materi; I

- _ : consumak'»s tends ‘to increase in propomon 16 the number of UNits’ produc i
) - ) . Another cxamplc .of a unit level acuwty is the inspection or testing of evc

item produced,: if .this’ was deemed necessary ‘or, perhaps more likely, eve C‘

* '100™ item produced. Unit-level activities happen each time ‘a‘unit-of a prod r" %

is produced. Such costs will increase as the number of units produced increasés P’

*Cost drivers include direct labour hours, machine hours and the number of unj ( P
 produced. Such cost drivers are volume-related,-and are the same drivers. us

ina tradmonal system. 'I‘he following table gives exarnples of thcsc acumu:s« i o

- to’the number of" units’ produced ‘For

.--.e.,-

_(

$E, “. I  Table2.1: Unit-Level Activitics &4
~ Examples.of Unit-Level Costs Possible Cost Drives | ¢!
Power cosLss . ) Machine hours '
Maintenance costs it _ Labour hours b O
. {Labourcosts =~~~ . . ok Units of output } »
" .| Factory supplies - ' . i
Degpreciatioa of general use of machines and equxpment ,
Dgprcclauqn of maintenance egmpment _|
2.7. 8.2. Batch Level Act1v1t1es ' . ol e , .

“The costs of some activities (mauﬂy manufacturing Support acuvmes)
driven b)’ the number of batches of units produced. The cost of batch lev
activities changes with the number of batclies produced. A batch is a group o
< upits that, are-produced: together.. é[}:gmumbernof-umts in a bagg{x_can vary: Ik
important to ‘temember that it does not-matter-how many units are in- -a batg)
because the cost per batch for a particylar actxvuy will be the same. The ‘togg
cost increases as ‘the number 'of ‘batches increases," whereas in tradmo

systems,-costs of batch'related-activities are treated ds fixed costs: But xt wo(] 4
be better to account for batch-related costs using ABC e

- 4 p—

-y
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An 1mpon:ant point to remember is that products made in many sman'B'étc
; _will be allocated ‘'more "of these costs, simply becaduse ‘batch-related .\
, mcrease with the number of batclios produced. ‘Where one large batchy
~produced, batch-rclatcd costs remain low. Therefore, products that are compL
and produccd in small batches will be allocated a larger share of batch-relaf:
_.COStS, because they'r make more use of such acnvmcs Table 2.2 gives cxamiy
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lnl)lc 2/2 Bnlch- Livel Ac“vmc Ty
lg,xnmplc.s of Batch-Level Costs Cost Drivers
“Purchase requests : Number (Tralnscstt,
“Materials procurement Number of suppliers orders
Purchase order processing Number of m}lrfrﬂs processed .
_Equipment set-ups Number of set-ups
_Materials handmg _ Kilograms of nmrpnals handlcd
TR [ Number of mévéiments
Quality inspection , Number of inspections
Sl e : : Hours of inspection time

j, e e i A s
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Prodzrct'Susminihp Activities 7

Oty Yo, el

creation of a new product line and its maintcnance, for cxmnplc, designing the

products up.to date. Advertising costs fall into this category if individual
products arc advertised rather than the company’s name.

product—,susmmmg aclivities are activitics - pu!‘ormcd that allow .for the
producuoxf ‘and sale of Individual products. Ihmr costs relate to the different

umber of units or. batches produced. Normally, such costs arc higher where a
-ompany produces many different products. ABC may be used to allocate such.
osts if the right cost driver has been found. T’ ‘lbl(.. 2.3 gives examples of Lhese
ctivities. ;

’

Table 2.3: Product- Sustninmg Actiwde.q

.7.9. Benefits of ABC

\BC systenvhas;the followinghenefitss. ;131 Tt e
), The natire of the overhead” éosts, lhcxr rclatwn to products. services,
" ‘customers and dl(; markct scgmcnu, are established. by ABC system.
) It assists in a]locanng the resources to the acuvmcs that rcsult in maximum
"economic benefit.

decxsxons. e o . e i
_The non- value addcd iterns arc casnly 1dcnuﬁcd undcr thls system,

) Corrcct information is provided on the performance as more emphdsis is
given on activities instead of resources.

is facilitated. i .

) It prowdeu concc( m[ormauon on the, mafbm dnd Corrcct ﬁxauon Of P““‘

e ...4,..,‘ prge .__‘ Linigns i
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The costs. of someé activities (6ftéh once ofily dc‘(iwtics) hre of i by e

pmducl, producmg parts specifications and kccpmg ‘technical drawings of -

ypes of producfs made and sold, and the total cost’ does not depend..on the ™

Examples of l’rqguct-Suswinin Costs | . Cost Drives N TR
Testing facility costs_ . . ’ Number of tests; Hours of testing time
Parts administration COSts ' “| Number of part types
Parts carrying costs Number of parts

1"Design costs .- : Hours of design time

) It establishes a bridge between the proﬁmblluy analysxs and the operauonal

) The cost drivers of cach acuvuy are understood prOperly 'md better c0ﬂlf°' .
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8) 1w organisation becomes dynamic and b_%tt’ey strategies can be prepareda
9) It helps o prepare better strategies and thus, the organisation becomes dynamidh

2.7,10. Weaknesses of ABC.© . - .

ABC system has the following disadvantages: % _

1) -Itis not, the medicine for all the preblems.

2) A number of resources are required. '

3) For providing the produdts: at a competitive rate, too much- attention¥
given.to the customers. Therefore, other key areas are ignored.

~4)- Customs segmentation may lose its roots. B
) _Opportunity cost is not considered, = s B
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