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PREFACE 
 

 

Revision of courses and programs is a continuous process for enhancing student 

learning through latest and updated learning materials. In the process of revising 

the course, student and tutors feedback as well as new and emerging trends and 

research outputs are included. It is a matter of immense pleasure that the 

Department of Commerce of Allama Iqbal Open University is offering the revised 

and improved version of “Cost Accounting (462/5410)” for B.Com/Bachelors 

students. 

 

AIOU books are developed in the mode of self-learning. A learner at the level of 

B.Com/Bachelors can easily understand the language used in this book. The 

course developers put their best efforts in making the materials self-explanatory. 

The text speaks to the learner. This book is especially written for non-formal and 

distance learners but is equally helpful for the students of formal education 

system. The book is recommended as text book for Cost Accounting for  

B. Com/Bachelors students at AIOU. 

 

Learning in the twenty first century, which is the era of knowledge economy, 

must not be restricted to one book or specified learning materials. It is advised to 

all teachers and learners of this course to go beyond the limits of one course book. 

Sky is the limit when you go in search of knowledge. I wish all the readers of this 

book an enlightening journey of education ahead. 

   

 

 

 (Prof. Dr. Shahid Siddiqui) 

 Vice-Chancellor 
 

 



 v 

INTRODUCTION 
 

 

Accounting is called the language of business. As such, accounting can be viewed 

as having different “dialects.” The financial accounting “dialect” is often 

characterized as the primary focus of accounting. Financial accounting 

concentrates on the preparation and provision of financial statements: the balance 

sheet, income statement, cash flow statement, and statement of changes in 

stockholders’ equity. The second “dialect” of accounting is that of management 

and cost accounting. Management accounting is concerned with providing 

information to parties inside an organization so that they can plan, control 

operations, make decisions, and evaluate performance. 

 

Cost accounting is a dynamic discipline constantly responding to the needs of 

managers in a highly competitive and global business world. Managers need cost 

accounting information to develop, implement, and evaluate strategy. Managers 

also need cost accounting measurements to determine product costs for internal 

management and external financial reporting. 

 

Realizing the importance of cost accounting, the Department of Commerce of the 

University introduced the subject of Cost Accounting in the early Nineties and the 

Bachelor level, especially for B. Com students. No doubt this is an era of 

development and every moment new technological changes are taking place in 

every sphere of human activities. Keeping this view the Department of Commerce 

undertook the responsibility of updating the course of cost accounting from time 

to time. 

 

After the approval from the concerned bodies, the contents of the course have 

been revised to meet the market demand and make it more easy and 

understandable for the students of B.Com. This edition is very useful for those 

who have basic knowledge of financial accounting and want to improve their 

understanding regarding the cost accounting systems. This course of Cost 

Accounting provides in-depth coverage of cost concepts and procedures in a 

logically sequenced and student-friendly framework. It consists upon the nine 

units, including the basic costs concepts, cost of Goods Manufactured and sold 

Statements, Job order and Process costing systems, Material Controlling and 

Costing, Factory overheads variance analysis and departmentalization and the 

procedure of Labour costing. 
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It has been tried to present the material on the basis of Distance Education 

Learning System, thus making it a self-study package where a student may study 

the material without the help of tutor, but it is equally valuable for the student of 

B.com from the formal system. Different practical exercises are given in all units 

after the theoretical concepts so that student can learn theoretical concepts in 

better way. At the end of each unit self-assessment questions and structured 

question are given for the better understanding of the topic covered in the unit. A 

comprehensive summary has also been added at the end of each unit, which is 

very useful for the students for learning and revision of the subject during the 

course of study. 

 

It is earnestly hoped that the book will amply fulfill the objectives for which it has 

been designed. Many individuals have contributed their shares for the 

development of this course and we are highly thankful for their valuable 

contribution, support and suggestions. 

 

I owe a great deal and oblige to the efforts of Mr. Muhammad Ashraf Bhutta 

(FCMA), Director Finance (Rtd), PTV his contribution in writing the major part 

of this book. He wrote seven units of the book and putting his efforts in 

completing the book. 

 

Finally, I am grateful to Dr. Syed Muhammad Amir Shah, Chairman Department 

of Commerce, whose supervision, support and guidance made possible the 

completion of this book. 

 

Comments from users are welcome. 

 

 

 Muhammad Munir Ahmad 

 Course Development Coordinator 
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INTRODUCTION 

 

You have already studied in Financial Accounting, how the accounting cycle revolves? 

The ultimate purpose of Financial Accounting is preparation of Financial Statements 

most commonly known as profit & loss account and balance sheet. As society economic 

developed, business needed more specialized information like for example sales appeared 

in the profit & loss account was the result of sales of different products of the business. 

The management of business was interested to know the sale of each product separately 

along with cost of each product separately. The management was also interested to have 

cost information element wise like cost of material, cost of labour and factory overhead 

etc. But financial accounting had its limitations, it could not provide such detailed 

information. As a result cost accounting emerged as a separate field of accounting to fill 

the information gap. 

 

This unit describes the meaning and nature of cost accounting, its importance and 

limitations of the cost accounting system. It also describes the concept of cost and its 

classifications in detail followed by the methods and techniques used in cost accounting 

system. At the end of the unit, self-assessment questions and structured questions are 

given for the better understanding of the topic covered in this unit. 

 

OBJECTIVES 
 

After studying this unit, students will be able to: 

a. Define cost accounting 

b. Differentiate between cost and financial accounting. 

c. Understand the nature of cost and difference between cost and expense 

d. Understand the various classifications of costs 

e. Know the methods and techniques used in cost accounting system 
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1. INTRODUCTION TO COST ACCOUNTING 
 

In the modern business world, the nature and functioning of business organizations have 

become complex. A business has to provide detailed information to all stakeholders. 

These stakeholders include the owners, creditors, employees, government agencies, tax 

authorities, prospective investors, management and society as a whole. To satisfy needs 

of all stakeholders, a complete accounting system is very essential. 

 

You have already studied that financial accounting is primarily concerned with record 

keeping directed towards the preparation of financial statements i.e. income statement, 

cash flow statement and Balance Sheet. Financial accounting is concerned with external 

reporting, it provides information to external parties. But management of every business 

organization is interested to know much more than the usual information for planning 

decision making and control purposes. This additional information is provided by cost 

accounting. 

  

1.1 Meaning of Cost Accounting 
It is a process of determining and controlling the cost of each activity, product, job, 

process and department.  

 

The Chartered Institute of Management Accountants (CIMA) London defined the cost 

accounting as “Cost Accounting is the process of accounting from the point at which 

expenditure is incurred or committed to the establishment of its ultimate relationship with 

cost centers and cost of units. In the widest usage, it embraces the preparation of 

statistical data, application of cost control methods and the ascertainment of profitability 

of activities carried out or planned”. 

 

Wheldon described that “Cost Accounting is the application of costing and cost 

accounting principles, methods and techniques to the science, art and practice of cost 

control and the ascertainment of profitability.  It includes the presentation of information 

derived for the purposes of managerial decision making”. 

 

In other words, cost accounting may be described as “It is the process of recording, 

allocating and reporting the various costs incurred in the operations of an enterprise”.  

 

1.2 Objectives of Cost Accounting 
The need of cost accounting was felt to achieve the following main objectives: 

 

1.2.1 To cope up the limitations of Financial Accounting 
The following limitations of financial accounting have led to the development of cost 

accounting: 

i. It is historical in nature because it is based on past information. 

ii. It shows the overall performance of the business due to which weakness can’t be 

spotted out. 
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iii. There is no system to control material and labour cost.  

iv. No standards have been set to assess the performance. 

v. Analysis of losses is not done 

vi. It failed to provide adequate information to management which is useful for various 

decisions making. 

 

1.2.2 To maximize the utilization of resources 
All the resources are very scarce in the business world, so it is very necessary to ensure 

the maximum usage of business resources. Hence, the cost of input is measured against 

the output value, and the cost accounting serves this objective.  

 

1.2.3 To Increase the Overall Productivity of Business 
Cost accounting helps to critically analyze each activity of business to minimize the cost 

of each activity and maximize the profitability. To meet this objective every manager 

must know the answers of the following questions: (a) how much is the potential profit 

for certain business? (b) Which product line is more profitable? (c) which department is 

incurring more cost? Cost accounting helps the manager to ascertain the unit cost of each 

activity and knows the answer of above mentioned questions to increase the profitability 

of business.  

 

1.3 Merits of Cost Accounting 
A good cost accounting system help in controlling the expenditure and bringing economy 

in cost of production, so it serves the needs of a large section of people in the following 

ways. 

 

1.3.1 Advantages for Management 
The information revealed by cost accounting aims at mainly assisting the management in 

decision making and optimizing profits. Besides this there are certain advantages of cost 

accounting to the management i.e. it helps in price fixation, in revealing profitable and 

unprofitable activities, idle capacity, controlling cost and helps in inventory control. 

 

1.3.2 Advantages for Employees 
Cost accounting helped introducing wage scheme, bonus to the efficient employees based 

on cost reporting which in turn increasing productivity, profitability and lowering cost. 

 

1.3.3 Helps in Controlling Cost 
Cost accounting helps in controlling cost by applying costing techniques such as standard 

costing and budgetary control. 

 

1.3.4 Discloses the Profitable and Non-profitable Activities 
Cost accounting reports identify the profitable and non-profitable activities which enable 

management to decide to take remedial actions for control on unprofitable activities and 

expand or develop the profitable activities. 
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1.3.5 Provides Information for the Comparison of Cost 

It provides data and information which enable the comparison of cost between periods, 

volume of output, departments and processes. 

 

1.4 Limitations of Cost Accounting 
Inspite of the several advantages of cost accounting, it also has some limitations. 

Following are some of the reasons for which cost accounting is criticized by the different 

sections of society: 

 

1.4.1 Flexibility 
There are many conventions and flexible factors such as classification of cost into its 

elements, issue materials on average or standards price, apportionment of overhead 

expenses, arbitrary allocation of joint costs, division of overhead into fixed and various 

and variable costs, division of cost into normal and abnormal and controllable and non-

controllable and adoption of marginal and standard costs due to which it becomes 

difficult to have exact costs. Due to these factors the reliability of cost accounting might 

be low. 
 

1.4.2 Lack of Uniformity 
Cost accounting lacks a uniform procedure. It is possible that two equally competent cost 

accountants may arrive at different results from the same information. Keeping this 

limitation in view, all cost accounting results can be as mere estimates. 
 

1.4.3 Unnecessary Work 
In some cases it is not necessary in business concerns to involve cost accounting as it is 

mere unnecessary work burden. 
 

1.4.4 Inapplicability 
Modern methods of cost accounting are not applicable to every type of industry. 
 

1.4.5 Expensive 
It becomes expensive for business concerns to follow cost accounting in addition to 

financial accounting. 

 

1.5 Difference between Financial Accounting and Cost Accounting 
The difference between financial accounting and cost accounting may be understood 

from the following points: 

 
Basis Financial Accounting  Cost Accounting  

Users Statements and reports are used by 
external parties like shareholders, 
Government bodies, Lenders and 
customers etc.  

Statement and reports are used by 
internal parties like management of 
the organization. 

Basis of Information Financial Accounting is based on 
historical information. 

It deals with partly historical 
information and partly with future 
estimates.  
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Purpose It is aimed to provide operating results 
of business during a particular period 
like preparation of financial 
statements. 

The purpose of cost accounting is to 
help the management in planning, 
controlling and decision making. 

Requirement Adoption of financial accounting is 
legal obligation under Companies  
Act, 2017. 

Adoption of cost accounting is 
optional for companies. 

Reports Financial Statements including 
income statement, balance sheet, 
cash flow statement are prepared in 
each accounting period. 

Only cost reports are prepared as 
and when required like job order 
cost sheet, cost of production report 
etc.  

International Accounting standards. There are uniform International 
Financial Reporting Standards which 
are followed in Financial Accounting. 

No International Accounting 
Standards are strictly followed to 
prepare the cost reports.   

 

2. BASIC CONCEPTS OF COST 
 

2.1 Cost 
The term cost can be defined in various ways.  

i. “The amount of expenditure, actual or notional, incurred or attributable to a given 

item”. (CIMA London) 

ii. “The price paid for something” (Oxford Dictionary) 

iii. “Any sacrifice made to acquire benefit”  

 

In fact, the term “Cost” differs according to the situation and purpose for which it is used. 

Generally in cost accounting it is the amount of expenditure incurred on or attributable to 

a given item. The use of adjective will further clarify the meaning of cost like, variable 

cost, fixed cost, direct material cost, prime cost and joint cost etc.  

 

2.2 Expense 
It is necessary to differentiate cost from expense. Expense as compared to cost is the 

expired portion of cost. Expense is off set against revenue of a particular period based on 

matching principle of accounting.  

 

For example, when machinery is purchased for generating revenue in business, 

depreciation (expired portion) of cost of machinery is recorded in profit & loss account as 

expense. Whereas the unexpired portion of cost of machinery is recorded in balance sheet 

as asset, which is explained with the help of the following diagram: 
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2.3 Cost Unit 
Cost unit is the quantity or unit at which cost can be easily allocated. CIMA defines the 

cost unit as “A unit of quantity of a good, time or service in relation to which cost can be 

easily determined and expressed”. In cost accounting, it is very necessary to determine 

the cost unit for charging of cost. For example, in carpet industry, square foot of carpet; 

in hotel, room per day; and in chemical factory, liter, gallon, kilogram etc.  

 

2.4 Cost Centre 
Cost center is a part of organization to which cost is charged for accounting purposes or it 

is one of the convenient units into which the whole organization or factory has been 

suitably divided for costing purposes. Each such unit consists of a department, a sub-

department or an item or equipment or machinery and a person or a group of persons. 

CIMA London describes the cost unit as “a location, person or item of equipment (or 

group of these) for which costs may be ascertained and used for controlling cost.” 

 

A cost center is identified to charge and control the cost of that center. For example, 

Marketing department, research and development center, accounting department, Quality 

assurance department and Factory Plant etc.   

 

2.5 Cost Object  
A cost object is anything for which costs are being measured and accumulated. It is a key 

concept used in managing the costs of a business. Cost object may be the (a) product or 

services (b) operational and (c) business relationship.  

 

a) Output is the most common cost object for every firm, because every firm intends 

to know the cost of its product and services to set its price and for profitability 

analysis.  

b) Cost object may be within a firm such as product line, department, process and 

plant operation etc. Rework of defective goods and designing of new product may 

also be cost object. 
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c)  Cost object may be outside the business such as cost of dealing with supplier, cost 

of renewing the license from the government.  

 

2.6 Cost Driver  
Cost driver is any factor which causes a change in the cost of an activity or it is the unit 

of an activity that brings the change in cost of activity. The most common cost drivers are 

direct labour hours, machine hours, number of units produced, direct material used or 

another activity base that has a cause-and-effect relationship with the cost. 

 

2.7 Comparison of Cost Centre, Object and Driver 
 

Points of 
Difference 

Cost Centre Cost object Cost Driver 

Cost Accumulation 
 

Cost is charged to a 
department which is 
subsequently distributed over 
products 

Cost is charged to a product 
during manufacturing or on 
acquisition 

Cost is incurred on the 
basis of volume of activity 
when produced   

Objectives Accumulated cost is 
evaluated and monitored for 
control purposes 

Incurred cost is compared 
with outsourcing cost to make 
or buy decision 

Economy in unit 
production cost can be 
achieved when fixed cost 
is prorated over greater 
volume of production  

Cost Information  
 

Cost accumulated at each 
cost centres (units) is 
grouped together to compute 
total cost of the production 
during a period of time 

The total cost of products or 
activities are ascertained for 
convenience of information 
requirements  

Forecasting of cost to be 
incurred at different levels 
of activities becomes 
possible 

 

3. CLASSIFICATION OF COSTS 
 

Classification of costs is a process of grouping costs according to their common 

behaviour. To achieve the objective of cost accounting, cost is grouped and computed in 

different ways keeping in view the objective of classification. Hence, the cost may be 

classified in different ways as follows: 

 

3.1 Cost behaviour in Relation with Activity 
This classification is made on the basis of cost behaviour in relation with production or 

any other activity. Followings are the types which are grouped under this head: 

 

3.1.1 Fixed Cost 
Fixed cost is that cost which remains constant in total within a relevant range inspite of 

change in production or level of activity for a specific period. Fixed cost is also known as 

stand by costs, capacity costs or period costs. Fixed cost in total remains constant but per 

unit fixed cost varies with the level of production. 

 

Few examples explaining the nature of fixed costs are rent, property taxes, supervisor’s 

salaries, depreciation on office facilities, advertising, insurance, etc. Fixed costs are 
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incurred with the passage of time and not with the production of the product or the job. 

Hence, fixed costs are defined in terms of time, such as per day, per month or per year 

and not in terms of unit.  

 

3.1.2 Variable Cost 
Variable cost is that cost which varies in total with the level of production or level of 

activity. It fluctuates in fixed proportion with the variation in level of activity. Variable 

cost remains constant per unit but varies in total. For example, if the cost of wood used in 

making a table is Rs. 1000 then for production of 50 tables total cost of wood used will 

be Rs. 50,000 and with the increase in production of tables cost will also increase and 

vice versa.  

 

Variable cost is always stated in terms of units or percentage of volume; it cannot be 

stated in terms of time. Some other examples of variable cost are; direct wages, salesman 

commission, power etc.  

 

Comparison of Total and Unit Cost Behaviour 
 

 Total Cost Unit Cost 

Variable Cost 
It varies in direct proportion to 
changes in activity level. 

It remains constant throughout the 
relevant range. 

Fixed Cost 
It remains constant throughout the 
relevant range. 

It varies inversely with changes in 
activity level within relevant range. 

 

3.1.3 Semi-variable Cost 
Semi variable cost is also known as semi-fixed cost or mixed cost, because it has the 

characteristic of both fixed and variable cost. It remains constant up to some extent of 

level of activity after that it varies with the change in production or activity level.  

 

Telephone expenses are good example to understand semi-variable cost because some 

minimum rent of land line must be paid even not a single call is made and the billing is 

done based on number of calls above certain limit plus fixed portion of rent. So, there is 

no fix pattern of semi-variable cost. Some other examples are; supervision, light and 

power, Depreciation, Repairs and Maintenance etc.  

 

3.2 Cost Behavior in Relation to Cost Object 
Based on the identifiability of costs with cost objects, costs are divided in to Direct costs 

and Indirect costs: 

 

3.2.1 Direct Costs 
Direct costs are those costs which can be easily identified and charged to cost object. 

Cost of raw material and wages of machine operator are common examples of direct cost, 

such as cloth used in making shirt and wages of tailor.  
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3.2.2 Indirect Costs 
Indirect costs cannot be economically and conveniently identified and charged to cost 

object. These are general costs and are incurred for the benefit of several cost units, 

processes or departments. Factory insurance, depreciation of plant and machinery, 

lighting, power, indirect material are some of the examples of indirect costs.  

 

Indirect costs are allocated to cost object on arbitrarily basis. The term cost allocations 

used to describe the assignment of indirect costs to a particular cost object. Cost 

assignments a general term that encompasses both (1) tracing direct costs to a cost object 

and (2) allocating indirect costs to cost object. 

 

3.3 Chargeability to Financial Statements 
There are two major types of costs which are recorded in income statement and balance 

sheet, that are product costs and period costs 

 

3.3.1 Product Costs 
Product costs are related to making or acquiring the products or providing the services 

that directly generate revenues of an entity. These costs are necessary for production of 

goods or provision of services, which include the (a) Direct material (b) Direct Labour 

and (c) some factory overheads. Not a single product can be produced without incurring 

of product cost, so it is directly related to production of goods and services. Product costs 

are also known as Inventoriable costs, manufacturing costs and production costs. The 

components of these costs are described as follows:  

 

a) Direct Material, is the major component of product cost, which can be easily 

identified and charged to product cost. It includes raw material of product such as 

wood in furniture, clay in bricks, leather in shoes and wheat in flour etc.  

b) Direct labour refers to the time spent by individuals who work specifically on 

manufacturing a product or performing a service. Costs of labour can be easily 

traced and charged to that product. The people sewing the shirts are considered 

direct labour and their associated wages are direct labour costs. Wages of driver in 

traveling agency, wages of composers in printing press are other examples of direct 

labour costs.  

c) Factory overheads represent all that portion of product costs which is other than the 

direct material and direct labour, because the cost of any product is equal to Direct 

Material + Direct Labour + Factory Overheads. Indirect Material and Indirect 

Labour are the major parts of Factory Overheads.  

 

Factory overheads costs cannot be easily traced and charged to product cost, hence these 

are charged to product on arbitrarily basis. Insurance, depreciation, supervisor’s salary, 

plant manager salary, rent, rates, power, lighting and heating are some other examples of 

factory overheads.  
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3.3.2 Summary of Manufacturing Costs 
The costs of direct materials and direct labour are sometimes combined and described as 

the prime cost of manufacturing a product. Prime cost plus factory overhead equals the 

total manufacturing cost. Direct labour cost and factory overhead, which are necessary to 

convert the direct materials into finished goods, can be combined and described as 

conversion cost. These relationships can be depicted from the following diagram: 

 

 
 

3.3.3 Period Costs 
Period costs are all the costs that are not included in product costs. These costs are 

expensed on the profit and loss account in the period in which they are incurred, using the 

usual rules of accrual accounting. These costs are not included as part of the cost of either 

purchased or manufactured goods. So, all selling and administrative expenses are treated 

as period costs. Sales commissions, Advertising, Executive salaries and office rent are 

good examples of the kind of costs.  

 

The accounting treatment of product costs and period costs may be understood from the 

following diagram.  

 

 
 

3.4 Basis of Decision Making 
Costs are classified based on decision making as following: 

 

3.4.1 Opportunity Cost 
Opportunity cost is the potential benefit that is given up when one alternative is selected 

over another. It is the profit lost by avoiding the best competing alternative to the one 
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chosen. The benefit lost is normally the net earnings or profits that might have been 

earned from the rejected alternative. 

 

Opportunity cost is not usually entered in the accounting records of an organization, but it 

is a cost that must be explicitly considered in every decision a manager makes. Virtually 

every alternative has some opportunity cost attached to it. 

 

For example, Mr. Aslam is employed with a company that pays him a salary of Rs. 

300,000 per year. He is thinking about leaving the company and doing his own business. 

Since doing his own business would require that he give up his Rs. 300,000 salary, the 

forgone salary would be an opportunity cost of operating his own business. 

 

3.4.2 Sunk Cost 
A sunk cost is a cost that has already been incurred and that cannot be changed by any 

decision made now or in the future. Since sunk costs cannot be changed by any decision, 

they are not differential costs. Therefore, they can and should be ignored when making a 

decision.  

 

For example, a machine was purchased at Rs. 500,000 several years ago, for production 

of goods, now it has become obsolete. Any decision cannot recover the original costs 

incurred at the time of purchase and cannot be differential cost in any future decisions. 

Hence such costs are ignored in decisions.  

 

3.4.3 Differential Cost 
Differential cost is the increase or decrease in total costs between any two alternatives 

due to change in activity or a particular management decision. If there is increase in cost 

from one alternative to another alternative, then this cost is known as incremental cost 

whereas, if in case of decrease in cost from one alternative to another it will be known as 

decremental cost.  

 

3.4.5 Out of Pocket Cost 
Out of pocket cost involves the cash outflows due to a particular management decision 

activity. Non-cash costs such as depreciation are not involved in out-of pocket costs. This 

cost concept is important for management in deciding whether a particular project will at 

least return the cash expenditures related with the project chosen by management or not.  

 

3.5 Basis of Control of Costs 
From the view point of controllability, costs may be classified as controllable and 

uncontrollable costs 

 

3.5.1 Controllable Costs 
A cost which can be influenced by the action of a particular manager of an undertaking is 

called controllable cost. This concept is very significant in cost accounting and 

contributes to the achievement of the goals of cost control and responsibility accounting. 
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Some examples of controllable costs are indirect labour, lubricants, cutting tools, and 

power costs incurred in the machine department. Controllable costs do not reveal that 

they are 100% controllable. Some costs are partly controllable by a responsibility center 

manager. For example, the cost of raw materials is controlled by the production managers 

as well as purchase managers. The production manager controls at quantity level, and the 

purchase manager at the price level. Such costs are reported to both of them, but one 

responsible manager should be held accountable for those costs which he can control. 

 

3.5.2 Un-Controllable Costs 
A cost which is not influenced by the action of specified manager of a firm is known as 

un-controllable cost for that manager. For example, decision of purchasing raw material 

from supplier is not controllable for supervisors, rather it can be made by plant manager 

or purchase manager. The decision of rented property is also not controllable for plant 

manager.   

 

3.6 Basis of Time 
Based on time the costs can be classified in (a) Actual Costs (b) Predetermined Costs 

 

3.6.1 Actual Costs 
The costs which are ascertained after being incurrence are called actual costs or historical 

costs. This cost is only occurred after the production process of any item before that it 

cannot be ascertained.  

 

3.6.2 Predetermined Costs 
These costs are estimated costs of the production process which are calculated based on 

the actual costs incurred in past. There is complete scientific mechanism to calculate the 

predetermined costs. Once it has been calculated it becomes the standard costs that are 

compared with actual costs to calculate the variance and further decision making.  

 

3.7 Other Costs 
There are some other costs which are dealt in cost accounting, as follows: 

 

3.7.1 Joint Costs 
  Joint costs incur where the processing of a single raw material or production resources 

results in two or more various joint products or by-products up to the point of separation 

simultaneously. Joint costs relate to two or more products manufactured from a common 

production process or element-material, labour, or overhead or any combination thereof.  

 

For example, kerosene, fuel oil, gasoline and other oil products are derived from crude 

oil. Joint costs are total costs incurred up to the point of separation. Joint costs can be 

apportioned to different products only by means of some suitable bases of apportionment. 

 

 

 



Unit-1  Cost: Concepts and Classifications   

15 

3.7.2 Value Added Cost 
It is the cost of an activity that increases the market value of a product or service. It is 

usually incurred to improve the quality of a product upon the demand of customer. 

Ultimately this cost is charged to customer for the higher-quality product or service 

 

3.7.3 Non-Value Added Cost 
Unlike the Value-added cost, it is the cost of an activity that adds cost to a product or 

service but does not increase its market value. Managers examine the value-adding 

attributes of their company’s operating activities and, wherever possible, reduce or 

eliminate activities that do not directly add value to the company’s products or services.  

 

For example, the costs of administrative activities, such as accounting and human 

resource management, are non-value adding costs. Because they are necessary for the 

operation of the business, they are monitored closely but cannot be eliminated. 

 

4. METHODS OF COSTING 
 

Depending upon the nature of the business and the types of its products, numbers of 

methods of cost ascertainment are used in practice. The methods of costing are as 

follows: 

 

4.1 Job Order Costing 
In this system, the cost of each job is ascertained separately which is suitable in all cases 

where work is undertaken on receiving a customer’s order. Like a printing press, Tailor 

shop, Motor workshop, Lawyer Firm etc. 

 

4.2 Process Costing 
It is a method of costing used to ascertain the cost of a product which may passes through 

various processes before completion. Those firms which produce homogeneous goods 

like flour mill, oil factory etc. use process costing method.  

 

4.3 Batch Costing 
It is considered as the extension of job costing. It represents several small orders passed 

through the factory in batch. Each batch here is treated as a separate unit of cost. 

 

4.4 Contract Costing 
It is suitable for the firms where the job is big and spread over long periods of time. 

Firms which are engaged in the work of construction of bridges, roads, buildings etc., use 

contract method of costing for each contract.  

 

4.5 Single or Output Costing  
It is used in the business where a standard production is turned out and it is desired to 

find the cost of a basic unit of production. 
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4.6 Operating Costing 
The cost of providing a service is known as operating cost and the methods to ascertain 

the cost of such services is known as operating costing. 

 

4.7 Multiple Costing 
In multiple costing, a combination of two or more methods of costing is used in 

conjunction to determine the cost of final product. This method is used by the industries 

where different components are separately manufactured and subsequently assembled 

into the finished product. For e.g.: Motor car, Television, Ships etc. 

 

5. TECHNIQUES OF COSTING 
 

Following techniques of costing are usually used to ascertain the cost in firms: 

 

5.1 Uniform Costing 
The practice in which common methods of costing for different undertakings in the same 

industry are used is known as uniform costing. 

 

5.2 Absorption Costing 
In this all costs, both variable and fixed are charged to production, operations or 

processes. 

 

5.3 Marginal Costing 
The method of ascertaining marginal cost by differentiating between fixed and variable 

costs. This technique is used to ascertain effect of changes in volume or type of output 

over the profits. 

 

5.4 Activity Based Costing 
ABC is a system that focuses on activities as fundamental cost objects and utilizes the 

cost of these activities as building blocks or compiling the costs of other cost objects. 

 

5.5 Direct Costing 
The practice of charging all direct costs to operations, processes or products leaving all 

indirect costs to be written off against profit’s in which they arise are called as direct 

costing. 

 

5.6 Historical Costing 
In this technique, ascertainment of cost is done after they have been incurred but the 

utility of this technique is limited. 

 

5.7 Standard Costing 
The preparation of standard costs and applying them to measure the variations from 

actual cost and analyzing the causes of variations with a view to maintain maximum 

efficiency in production is known as standard costing. 
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6. SELF ASSESSMENT QUESTIONS 
 

6.1 Choose the Best Options 
i. Which one of the following is most important tool in cost planning 

  a) Cost unit  b)  Direct cost 

  c) Cost statement  d)  Budgeting 

 

 ii. Cost accounting concepts include all the following except: 

  a)  Planning b) Profit sharing 

  c)  Controlling d)  Product costing 

 

 iii. The principal factor to be considered in designing a cost system include: 

  a) Company organization structure b) Nature of business 

  c) Manufacturing process  d) All of above 

 

 iv. The chief objective of cost accounting is to 

  a) Earn More Profit  b) Increase Production 

  c) Provide information for management for planning and control 

  d) Fix the prices 

 

 v. Cost accounting is 

  a) Nothing more than a detailed analysis of expenditure 

  b) An instrument of management control 

  c) Useful only in such organization as has profit as the aim 

  d)  Not needed if prices are beyond the control of the firm 

 

vi. The need for cost accounting arises as it helps in 

  a) Ascertaining and control of cost  b) Increasing the sales 

  c) Increasing the production  d) Solving labour problem 

 

 vii. The primary objective of cost accounting in modern time is 

  a) Cost ascertainment  b) Cost control 

  c) Ascertainment of profit  d) Preparation of reports 

 

 viii. The purpose of financial accounting is to provide information for 

  a) Fixing prices  b) Recording expenses 

  c) Locating factors leading to wastage and losses 

  d) Assessing the profitability and financial position of the firm 

 

 ix. Which one of the following is not a factor to be considered in designing a 

cost system? 

  a) Price factor  b) Organizational factor 

  c) Economy factor  d) Reporting factor 

 

x. Cost accounting differs from financial accounting in respect of 
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  a) Recording cost b) Ascertaining cost 

  c) Control of cost  d) Reporting of cost 

 

 [Answers: 1. (d), 2. (b), 3. (d), 4. (c), 5. (b), 6. (a), 7. (b), 8. (d), 9. (a), 10. (c)] 

 

6.2 Give the short answers of the following questions 
 i. Define Cost Accounting. 

 ii. Distinguish between costing and cost accounting. 

 iii. What is a cost object? 

 iv. Mention any two uses of cost accounting system to management. 

 v. Mention two limitations of costing. 

 vi. Distinguish between cost and expense. 

 vii. Mention two objects of cost accounting. 

 viii. How do managers decide whether a cost is a direct or an indirect cost? 

 ix. Describe the elements of Manufacturing Cost. 

 x. Differentiate between product cost and period cost. 

 

7. PROBLEMS 
 i. What is cost accounting? What are its objectives? In what respects, does cost 

accounting differ from financial accounting? 

 ii. State the advantages of cost accounting. 

 iii. What are the limitations of financial accounting? How do you overcome 

them in cost accounting? 

 iv. Why Financial Accounting is external, cost accounting is internal to the 

business? Explain.  

 v. Describe the classification of Costs with reference to recording in Financial 

Statements. 

 vi. How many types of methods are available in cost accounting system? Enlist 

and explain them.  

 vii. Describe the various techniques of costing in detail.  

 viii. What are the objectives of cost accounting? What are its advantages and 

limitations? 

 ix. How cost accounting is superior over financial accounting? Explain the 

technique of costing and their application and suitability. 

x. Enlist the various classifications of costs and describe them.  
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8. SUMMARY 
 

Cost accounting is very broad term. It includes the principles, techniques, conventions 

and systems which are implemented in the business to maximize the utilization of 

business resources. It is process of determining and controlling the cost of each activity, 

product, job, process and department. Main objectives of cost accounting include to cope 

up with the limitations of financial accounting, maximization of resources utilizations and 

ultimately increase the overall productivity of business. Apart from the various 

advantages of cost accounting, it possesses some limitations also, including the 

unreliability, expensive and lack of uniformity.  

 

The term cost has been defined as the amount of expenditure, actual or notional, incurred 

or attributable to a given item. It differs from the expenses in such a way that expenses 

are expired portion of cost resulting from production of goods and services, which are 

recorded in profit & loss account whereas the un-expired portion of costs are recorded in 

balance sheet as an asset.  

 

To achieve the objective of cost accounting, cost is grouped and computed in different 

ways keeping in view the objective of classification. The main classifications of costs are 

fixed and variable costs, direct and indirect costs, product and period costs, controllable 

and un-controllable costs, opportunity and sunk costs. Various method of costing 

including the job order costing, process costing, batch costing are described briefly along 

with the techniques of costing which include uniform costing, absorption costing, direct 

costing and standard costing.  
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INTRODUCTION 

 

Income Statement, Balance Sheet and Cash Flow Statement are the three most common 

financial statements which describe the operating results and financial position of the 

business. This unit is intended to explore one component of income statement in detail, 

named as cost of goods manufactured and sold statement. Moreover, it describes the 

various nature of business like, services business, trading business, and manufacturing 

business and the Operating cycle of trading and manufacturing concerns. Format of the 

Cost of Goods Sold Statement for trading and manufacturing concerns are given followed 

by some illustration. At the end of the unit self-assessment questions and structured 

questions are given for the better understanding of the topic covered in this unit. 

 

OBJECTIVES 
 

After studying this unit, students will be able to: 

a. Understand the operating cycle 

b. Differentiate between operating cycle of trading and manufacturing business. 

c. Layout the format of Cost of Goods Manufactured and Sold Statement of trading 

and manufacturing concerns 

d. Prepare the Cost of Goods Manufactured and Sold Statement of any concern 
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1. INTRODUCTION 
 

The results of operations of an enterprise are reported in the conventional financial 

statements. These statements summarize the flow of costs and revenues, and convey to 

management and to interested parties a concise picture of the profitability and financial 

position of the business at the end of a period of operations. The three most common 

financial statements are the income statement, balance sheet and cash flow statement.  

 

This unit is intended to explore one component of income statement in detail named as 

cost of goods manufactured and sold statement. But before understanding about the cost 

of goods manufactured and sold statements, it is necessary to know about the various 

nature of business. Basically, there are three types of businesses in the world, such as 

services business, trading business, and manufacturing business. Operating cycle of 

trading and manufacturing concerns are described as follows: 

 

1.1 Operating Cycle of Trading Concerns 
Trading businesses are involved in purchases a specialized range of products, maintain 

stock or a shop and deliver products to customers with profitable margin. The operating 

cycle of trading business starts from purchases of goods in bulk quantity and sell these 

goods in small quantity to customers on cash and credit basis. If goods are sold on credit 

basis, then procedure is adopted for the recovery of debtors. After collection from debtors 

trading cycles end. It may be explained from the following diagram:  

1.2 Operating Cycle of Manufacturing Concerns 
Manufacturing businesses are those which are involved in purchasing of raw material and 

converting these raw materials into finished products through a process. It starts with the 

purchasing of raw material, conversion of raw material into finished goods with the help 

of some other assets and services. After completion of finished goods theses goods are 

sold in cash and credit. If goods are sold on credit, then cash is recovered from debtors 

and this cycle ends. Operating cycle of manufacturing concerns are described with the 

help of following diagram:  
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2. COST OF GOODS SOLD STATEMENT  
 

Cost of goods sold statement represents the costs of all goods which have been sold 

during an accounting period. The cost of goods sold statement is based on the cost of 

goods sold formula that is used with a periodic inventory system, which is: 

 

Beginning inventory + Purchases - Ending inventory = Cost of goods sold 

 

2.1 Cost of Goods Sold Statement for Trading Concerns 
The statement of trading concerns is very simple and easy to prepare. It starts with 

beginning inventory and by adding cost of purchases and deducting ending inventory, the 

value of cost of goods sold can be achieved. The basic format of the statement is as 

follows: 

 

 Beginning Inventory ..................................................................................................... XXXX 
Add Purchases ................................................................................................................... XXXX 
Add Freight in/ transportation in/ carriage in ....................................................................... XXXX 
Less Purchase returns/purchase discount ........................................................................... XXXX 
 Not Purchases ............................................................................................................. XXXX 
 Cost of goods available for sale .................................................................................. XXXX 
Less Ending Inventory.......................................................................................................... XXXX 
 Cost of Goods Sold ................................................................................................... XXXX 
 

2.2 Cost of Goods Sold Statement for Manufacturing Concerns 
Cost of goods sold of manufacturing concerns has two main sections; first section 

describes the detail of cost of goods manufactured and second section narrates the details 

of cost of goods sold. Hence this statement is known as cost of goods manufactured & 

sold statement of manufacturing concerns. A schedule of cost of goods manufactured is 

prepared as a preliminary step to the determination of cost of goods sold. Cost of goods 

manufactured (CGM) is the total production cost of the goods that were completed and 

transferred to finished goods Inventory during the period. This amount is like the cost of 
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net purchases in the cost of goods sold schedule for a retailer. A service business prepares 

a schedule of cost of services rendered. The format for cost of goods manufactured & 

sold statement of manufacturing concerns is given as follows: 

 

 
  

ABC Company 
Cost of Goods Manufactured & Sold Statement 

For the Year Ended December 31, 2017 

 Direct materials: Rs. Rs.  

 Raw materials inventory, beginning ..........................................................    xxxxx  

 Add: Purchases of raw materials ..............................................................   xxxxx   

 Add: Freight in/Transportation in/Carriage in ............................................   xxxxx   

  xxxxx   

 Less: Purchase Return and Allowance/Purchase Discount xxxxx   

 Net Purchases   xxxxx  

 Raw materials available for use ................................................................   xxxxx  

 Deduct: Raw materials inventory, ending .................................................   xxxxx  

 Raw materials used in production .............................................................   xxxxx  

 Direct labour   xxxxx  

 Prime Cost   xxxxx  

 Manufacturing overhead:    

 Insurance, factory  xxxxx   

 Utilities, factory  xxxxx   

 Indirect labor  xxxxx   

 Cleaning supplies, factory .........................................................................  xxxxx   

 Rent, factory building .................................................................................  xxxxx   

 Maintenance, factory .................................................................................  xxxxx   

 Total overhead costs .................................................................................   xxxxx  

 Total manufacturing/Factory costs ............................................................   xxxxx  

 Add: Work in process inventory, beginning ..............................................   xxxxx  

 Cost of Goods available for Manufacturing  xxxxx  

 Deduct: Work in process inventory, ending ..............................................   xxxxx  

 Cost of goods manufactured .....................................................................   xxxxx  

 Add: Finished goods inventory, beginning ................................................   xxxxx  

 Cost of Goods available for Sale ...............................................................   xxxxx  

 Deduct: Finished goods inventory, ending ...............................................   xxxxx  

 Cost of Goods Sold .................................................................................   xxxxx  

 

2.3 Income Statement 
It is the statement which is prepared at the end of each accounting period to know the 

operating result of any business concern. It is based upon the revenue, costs and expenses 

of manufacturing, marketing and administration, other income and expenses items, 

income tax. Income statement is complementary to the balance sheet. Not a single 

statement alone depicts the clear picture of the status and progress of any concern, hence 
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most of the time both the statements i.e. income statement and balance sheet are 

represented as a unit.  

 

2.3.1 Format of Income Statement 

 

   ABC Company 
Income Statement 

For the Year Ended December 31, 2017 
                                          Rs.                 Rs. 

 Sales  xxxxx     

 Deduct: Sales Return & Allowances .........................................................   xxxxx   

 Net Sales    xxxxx  

 Deduct: Cost of Goods Sold .....................................................................   xxxxx  

 Gross Profit   xxxxx  

 Deduct: Operating/Commercial Expenses    

  Marketing Expenses .............................................................................  xxxxx   

  Administrative Expenses .......................................................................  xxxxx   

     Total Operating Expenses .....................................................................   xxxxx  

 Total Operating Income ..........................................................................   xxxxx  

 Deduct: Other Expenses    

  Interest on Loan  xxxxx   

  Loss on sale of fixed assets ..................................................................  xxxxx   

  Total Other Expenses ...........................................................................   xxxxx  

 Income after other expenses ..................................................................   xxxxx  

 Add: Other Revenue    

 Interest on deposits  xxxxx   

 Gain on sales of fixed assets ....................................................................  xxxxx   

 Total other revenue    xxxxx  

 Income before taxes ................................................................................   xxxxx  

 Deduct: Provision for taxes ......................................................................   xxxxx  

 Net Income   xxxxx  

 

3. EXERCISES 
 

Example 1 

Calculate the prime cost and conversion cost from the following data: 

 

Raw Material Inventory(Opening)            Rs. 5,250  Carriage outward          Rs.21,000  

Raw Material Inventory(Closing)            8,750  Carriage inward          12,250  

Purchases       113,750  Factory overhead          14,000  

Direct Labour Cost          73,500  Advertising expenses          15,750  
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Solution 

                                                                    (All Amounts in Rupees) 

 

Raw materials inventory, beginning                5,250  

Add: Purchases of raw materials     113,750   

Add: Freight in/Transportation in/Carriage in       12,250   

Net Purchases            126,000  

Raw materials available for use            131,250  

Deduct: Raw materials inventory, ending                8,750  

Raw materials used in production            122,500  

Direct labour              73,500  

Prime Cost           196,000  

   

Direct Labour             73,500  

Factory Overheads             14,000  

Conversion Cost        Rs. 87,500  

 

Example 2 
Sharif’s accountant extracted the following data from the company’s accounting records 

for the year ended 30 June 2017: 

 

Sales  Rs. 729,500  Factory Overheads:   

Direct labour  142,000  Factory Rent        Rs. 15,000  

Purchases of Raw Materials  240,000  Heat & Light Costs           8,000  

Selling Expenses    50,000  Depreciation on Machinery         11,000  

Administrative Expenses    60,000  Factory Insurance         20,000  

Inventories at 1 July 2016:   Inventories at 30 June 2017:   

Raw Materials    64,000  Raw Materials         56,000  

Work in Process    50,000  Work in Process         48,000  

Finished Goods    96,000  Finished Goods       104,000  

 

Required: 

a. Prepare Cost of Goods Manufactured and Sold Statement for the year ended on 

June 2017. 

b. Calculate the Gross Profit 
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Solution: 

 

A.      Sharif Ltd 

Cost of Goods Manufactured & Sold Statement 

For the year ended on June 30, 2017 
                                                                                           Rs.                        Rs. 

Raw materials inventory, 1 July 2016     64,000   

Purchases raw materials   240,000   

   304,000   

Less Raw Materials Inventory 30 June 2017     56,000   

Raw Materials Issued to Production     248,000  

Direct labour     142,000  

Prime costs     390,000  

Factory Overhead:   

Factory Rent     15,000   

Heat & Light Costs       8,000   

Depreciation on Machinery     11,000   

Factory Insurance     20,000       54,000  

Total manufacturing costs for the period     444,000  

Add Work in Process, 1 July 2016       50,000  

Cost of Goods Available for Manufacturing     494,000  

Less work in Process, 30 June 2017       48,000  

Cost of goods manufactured      446,000  

Add Finished Goods, 1 July 2016       96,000  

Cost of Goods Available for Sale     542,000  

Less Finished Goods, 30 June 2017     104,000  

Cost of Goods Manufactured and Sold     438,000  

B) 

Sales       729,500  

Deduct: Cost of Goods Sold       438,000  

Gross Profit Rs. 291,500  
 



Unit-2  Cost of Goods Manufactured & Sold Statement   

 

30 

Example 03 

The following data are extracted from the books of Raza Enterprises, you are required to 

prepare the cost of goods sold for the year ended on December 31, 2017:  

(All Amounts in Rupees) 

 
Raw materials consumed  1,120,000  Postage expenses 7,440  

Factory rent 384,000  Repairs of plant and machinery  19,200  

Depreciation on office furniture  2,560  Factory manager’s salary 288,000  

Work in process Jan. 1 160,000  Depreciation on plant and machinery 19,840  

Work in process Dec. 31 80,000  Finished Goods Jan. 1 240,000  

General manager’s salary 576,000  Finished Goods Dec. 31 112,000  

Printing and stationery 9,920  Salesmen’s commission 54,400  

Legal expenses 5,600  Advertising 8,000  

Indirect materials 8,960  Direct Labour cost 1,360,000  

Power 48,000  Heat & Light 25,600  

 

Solution 

Raza Enterprises 

Cost of Goods Manufactured and Sold Statement 

For the year ended on December 31, 2017 

  
              Rs. 

 
       Rs. 

  Raw material consumed 
  

   1,120,000  

Add Direct labour cost 
  

   1,360,000  

 
Prime cost  

  
   2,480,000  

Add Factory overhead 
   

 
Factory Rent          38,400  

  

 
Indirect materials            8,960  

  

 
Power          48,000  

  

 
Heat & Light          25,600  

  

 
Repair of plant & machinery          19,200  

  

 
Factory Manager Salary       288,000  

  

 
Depreciation on plant and machinery          19,840  

 
      448,000  

 
Total manufacturing/ factory cost  

  
   2,928,000  

Add W.I.P opening inventory 
  

      160,000  

 
Cost of goods available for manufacturing  

  
   3,088,000  

Less W.I.P. ending inventory 
  

         80,000  

 
Cost of goods manufactured.  

  
   3,008,000  

Add Finished goods opening inventory 
  

      240,000  

 
Cost of goods available for sale 

  
   3,248,000  

Less Finished goods ending inventory 
  

      112,000  

 
Cost of goods sold 

  
   3,136,000  
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Example 04 

Consider the following account balances of Bagdadi Corporation Limited for the year 

ended on December 31, 2018: 

(All Amounts in Rs.) 

Direct Labour cost 504,000  Depreciation of Building 6,000  

Factory Office Salaries 60,000  Depreciation of Equipment 18,000  

Heat & Light costs 30,000  Factory Taxes 12,000  

Power costs 18,000  Employer’s Provident fund Contribution  56,400  

Insurance (Fire and other) 6,000  Tool Expenses 3,600  

Miscellaneous Factory Overhead costs 6,600  Predetermined Overhead Rate of Direct Labour Cost 50% 

Raw Material Inventory 1/1/18 144,000  Raw Material Inventory 31/12/18 180,000  

WIP Inventory1/1/18 72,000  WIP Inventory 31/12/18 48,000  

Finished Goods Inventory 1/1/18 216,000  Finished Goods Inventory  31/12/18 252,000  

Material Purchased 1,440,000  Indirect Materials Used 48,000  

Total Payroll 600,000  Superintendence 6,000  
 

Requirement: Prepare Cost of Goods Sold Statement for the period ended on December 

31, 2018 

Solution: 

Bagdadi Enterprises 

Cost of Goods Manufactured and Sold Statement 

For the year ended on December 31, 2018 

  
         Rs.  

 
Opening inventory material 144,000 

Add Material Purchased 1,440,000 

 
Material available for use 1,584,000 

Less Ending Inventory material 180,000 

 
Cost of Material Used  1,404,000 

Add Direct Labour cost  504,000 

 
Prime Cost 1,908,000 

Add Applied Factory Overhead (504,000x50%) 252,000 

 
Total factory cost 2,160,000 

Add Opening Work in Process Inventory 72,000 

 
Cost of Goods Available for Manufacturing 2,232,000 

Less Ending Work in Process Inventory 48,000 

 
Cost of goods manufactured at normal 2,184,000 

Add Opening finished goods inventory 216,000 

 
Cost of goods available for sale at normal 2,400,000 

Less Ending finished goods inventory 252,000 

 
Cost of goods sold at normal  2,148,000 

Add Under applied factory overhead (N-1) 18,600 

 
Cost of goods sold at actual 2,166,600 
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Note 01 (Calculation of Under/Over Applied FOH) 

 

Actual FOH         Rs. 

Indirect Material Used 48,000 

Superintendence 6,000 

Depreciation of Building 6,000 

Depreciation of Equipment 18,000 

Factory Office Salaries 60,000 

Heat and Light Costs 30,000 

Power Cost 18,000 

Insurance (Fire & Other) 6,000 

Employer’s Provident Fund contribution 56,400 

Tool Expenses 3,600 

Factory Taxes 12,000 

Misc. Factory overhead costs 6,600 

Total  270,600 

Less Applied Factor overhead (504,000 x 50%)  252,000 

Under applied Factory overhead Rs. 18,600 
 

Exercise 05 
Green Manufacturer presents the following data for the period ended on June 30, 2018: 

 

Sales for the year Rs. 1,800,000 Depreciation of machinery  Rs. 24,000 

Raw Material inventory July 1 60,000 Tool expense 18,000 

Finished goods inventory, : July 1  280,000 Indirect labour 20,000 

Purchases  808,000 Fire insurance 3,200  

Purchases returns and allowance  8,000 Miscellaneous manufacturing costs 3,600  

Raw material inventory June 30 116,000 Work in Process, July 1 120,000 

Direct labour 236,000 Work in process inventory June 30 100,000 

Power, Heat and light 12,000 Finished goods inventory June 30 242,000 

Indirect material consumed 20,000 Marketing expenses  8% of sales 

Depreciation of plant 18,000 Office expenses  5% of sales 
 

Requirement: 

1. Prepare Cost of Goods Manufactured and Sold Statement 

2. Prepare Income Statement 
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Solution 

Green Manufacturer 

Cost of Goods Manufactured and Sold Statement 

For the year ended on June 30, 2018 
                                                                                                    Rs.                             Rs. 

 
 Raw material inventory July 1  60,000   

 Purchase   808,000    

Less Purchases return and allowances       8,000    

Add Net Purchases   800,000   

 Material available for use   860,000   

Less Raw material inventory June 30   116,000   

 Material used    744,000  

Add Direct Labour    236,000  

 Prime cost    980,000  

Add Factory overhead (W 1)    118,800  

 Total manufacturing cost    1,098,800  

Less W.I.P. inventory July 1    120,000  

 Cost of goods manufactured    1,118,800  

Add Finished goods inventory July 1    280,000  

 Cost of goods available for sales    1,398,800  

Less Finished goods inventory June 30    242,000  

 Cost of goods sold    1,156,800  

 

Working Note-1 
 Power, Heat and Light            Rs. 12,000  

Indirect material consumed            20,000  

Depreciation of Plant            18,000  

Depreciation of Machinery            24,000  

Tool expenses            18,000  

Indirect labour            20,000  

Fire insurance               3,200  

Miscellaneous manufacturing costs               3,600  

Total Factory Overheads         Rs. 118,800  
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Green Manufacturer 

Income Statement 

For the year ended on June 30, 2018 

 

Sales 
 

         Rs. 1,800,000  

Cost of Goods Sold 
 

              1,156,800  

Gross Profit 
 

                 643,200  

Operating Expenses 
  Marketing Expenses          144,000  

 Office Expenses             90,000                   234,000  

Net Income 
 

             Rs. 409,200  
 
 

4. SELF ASSESSMENT QUESTIONS 
 

4.1 Choose the best options 
i. Which information can be found on an income statement? 

 a. Revenues, expenditures, net profit or loss and net profit or loss per 

share. 

  b. Cash inflows and cash outflows. 

 c. A reconciliation of the beginning and ending balances of all revenue 

accounts. 

 d. The financing and investing activities during an accounting period. 

 

 ii. The inventory of a retail company is comparable to which type of 

inventory of a manufacturing company? 

  a.  Finished goods 

  b.  Work in process 

  c. Supplies 

  d. Raw materials. 

 

iii. Which type of firm would carry little or no inventory? 

 a. A manufacturing firm. 

 b. A retail firm 

 c. A service firm. 

 d. A wholesale firm. 

 

iv. What can be found on a balance sheet? 

a. Assets, revenues and expenses. 

b.  Revenues, expenses and net profit (loss). 

 c. Revenues, expenses, and stockholders' equity. 

 d. Assets, liabilities and stockholders' equity. 
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v. What relationship exists between cost of goods sold and gross profit? 

 a. Only service companies report both cost of goods sold and gross profit. 

 b. Cost of goods sold plus gross profit equals sales. 

 c. Cost of goods sold minus gross profit equals operating profit. 

 d. Cost of goods sold equals gross profit. 

 

vi. Which items below would be classified as operating expenses? 

 a. Advertising, selling and administrative, repairs and maintenance. 

 b.  Interest expense, interest income, rent expense. 

 c. Accounts payable, lease payments, depreciation. 

 d. Depreciation, capital leases, operating profit. 

 

vii.  In the cost of goods sold statement, Cost of direct material consumed + Direct 

labour is equal to: 

 a.  Conversion cost 

 b.  Prime cost 

 c. Total factory cost 

 d. Cost of goods manufactured 

 

viii. The total of all costs incurred to convert raw material into finished goods is 

known as: 

 a. Prime cost 

 b. Conversion cost 

 c. Sunk cost 

 d. Opportunity cost 

 

ix. In cost of goods sold statement the ‘total factory cost’ is equal to: 

 a. Cost of material consumed + Labor cost 

 b. Cost of material consumed + Total factory cost 

 c. Cost of material consumed + Factory overhead 

 d. Cost of material consumed + Conversion cost 

 

x.  Sales are equal to:  

 a. Gross profit- Cost of goods sold 

 b. Cost of goods sold - gross profit  

 c. Cost of goods sold + gross profit  

 d. None of the above 

 

xi. Manufacturing costs are also known as product costs. Which of the following 

best describes those costs which are considered to be manufacturing costs? 

 a. Direct materials, direct labour, and factory overhead. 

 b. Direct materials and direct labor only. 

 c. Direct materials, direct labor, factory overhead, and administrative overhead. 

 d. Direct labor and factory overhead. 
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xii. Aggregate of direct costs is known as: 

 a. Direct material costs 

 b. Direct Wages 

 c. Direct Expenses 

 d. Prime Cost 

 

xiii. Conversion cost includes cost of converting……….into…….. 

 a. Raw material, WIP 

 b. Raw material, Finished goods 

 c. WIP, Finished goods 

 d. Finished goods, Saleable goods 

 

xiv.  Calculate the prime cost from the following information: 

 Direct material purchased: Rs. 1,00,000 

 Direct material consumed: Rs. 90,000 

 Direct labour: Rs. 60,000 

 Direct expenses: Rs. 20,000 

 Manufacturing overheads: Rs. 30,000 

 a. Rs. 1,80,000 

 b. Rs. 2,00,000 

 c. Rs. 1,70,000 

 d. Rs. 2,10,000 

 

xv.  There are _________ types of inventories in cost of goods sold statement: 

a. Two 

 b. Three 

 c. Four 

 d. None of the Above 

 

 [Answers: 1. (a), 2. (a), 3. (c), 4. (d), 5. (b), 6. (a), 7. (b), 8. (b), 9. (d), 10. (c), 11. 

(a), 12. (d), 13. (b), 14. (c), 15. (b)] 

 

4.2 Give the Short Answers of the Following Questions: 
 i. What do you know about trading cycle? 

 ii. Define the operating cycle for manufacturing concerns. 

 iii. How conversion cost is calculated? 

 iv. What is conversion cost? 

 v. How the manufacturing cost per unit is calculated? 

 vi. Enlist some examples of factory overheads. 

 vii. Describe the two major categories of operating expenses. 

 viii. How net profit margin is calculated? 

 ix. Define work in process inventory. 

 x. How the total factory cost is calculated? 
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5. PROBLEMS 
 

Problem 1 
Calculate the prime cost and conversion cost from the following data: 

(All Amounts in Rupees) 

 

Raw Material Inventory(Opening)        7,800  Carriage outward      19,500  

Raw Material Inventory(Closing)      11,700  Carriage inward      10,400  

Purchases    156,000  Factory overhead      15,600  

Direct Labour Cost      97,500  Advertising expenses      20,475  

Sales Salaries      39,000  Office Rent    195,000  

 

Problem 2 
Following data are extracted from the books of Usman & Brothers Corporation for the 

period ended on 31
st
 December, 2017. You are required to (a) Prepare Cost of goods 

manufactured and sold statement and (b) Income statement. 

(Amounts in Rs. “000”) 

 

Sales  875,400  Factory Overheads:  

Direct Labour  170,400  Factory Insurance  18,000  

Purchases   288,000  Heat & Light Costs  9,600  

Office Expenses  60,000  Depreciation on Machinery  13,200  

Advertisement Expenses  72,000  Factory Rent  24,000  

Inventories at 1 January 2017: 
 

Inventories at 31 December 2017:  

Raw Materials  76,800  Raw materials  67,200  

Work in Process  60,000  Work in process  57,600  

Finished Goods  115,200  Finished goods  124,800  

 

Problem 3 

The following data are for Madina Departmental Store. The account balances (in thousand 
rupees) are for 2017. 

Marketing, distribution, and customer-service costs    37,000  

Merchandise inventory, January 1, 2017    27,000  

Utilities     17,000  

General and administrative costs     43,000  

Merchandise inventory, December 31, 2017     34,000  

Purchases    155,000  

Miscellaneous costs       4,000  

Transportation-in       7,000  

Purchase returns and allowances      4,000  
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Purchase discounts       6,000  

Revenues   280,000  

 

Required: (1) Compute (a) the cost of goods purchased and (b) the cost of goods sold. (2) 

Prepare the income statement for 2017. 

 

Problem 4 
The following data are for CPD Departmental Stores. The account balances (in thousand 

rupees) are for 2017. 

 

Marketing and advertising costs            36,000  

Merchandise inventory, January 1, 2017             67,500  

Shipping of merchandise to customers               3,000  

Building depreciation               6,300  

Purchases           390,000  

General and administrative costs             48,000  

Merchandise inventory, December 31, 2017             78,000  

Merchandise freight-in             15,000  

Purchase returns and allowances             16,500  

Purchase discounts            13,500  

Revenues           480,000  
You are required to Compute (a) the cost of goods purchased and (b) the cost of goods 

sold. Also prepare the income statement for 2017. 
 

Problem 5 

Ghosia’s Distributors selected data for October 2017 are presented here (in million rupees): 
 

Direct materials inventory 10/1/2017             189  

Direct materials purchased              657  

Direct materials used              693  

Total manufacturing overhead costs             810  

Variable manufacturing overhead costs              477  

Total manufacturing costs incurred during October 2017           2,898  

Work-in-process inventory 10/1/2017             414  

Cost of goods manufactured           2,988  

Finished goods inventory 10/1/2017              234  

Cost of goods sold           3,186  

 

You are required to calculate the following costs: 

a) Direct materials inventory 10/31/2017 
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b) Fixed manufacturing overhead costs for October 2017 

c) Direct manufacturing labor costs for October 2017 

d) Work-in-process inventory 10/31/2017 

e) Cost of finished goods available for sale in October 2017 

f) Finished goods inventory 10/31/2017 

 

Problem 6 
Soban Raza recently took over as the controller of Smile Manufacturing. Last month, the 

previous controller left the company with little notice and left the accounting records in 

disorder. Soban needs the ending inventory balances to report first quarter numbers. For the 

previous month (March 2018) Soban was able to piece together the following information: 

 

Direct materials purchased  Rs.  240,000  

Work-in-process inventory, 3/1/2018   70,000  

Direct materials inventory, 3/1/2018  25,000  

Finished goods inventory, 3/1/2018   320,000  

Conversion Costs   660,000  

Total manufacturing costs added during the period   840,000  

Cost of goods manufactured  4 times direct materials used 

Gross margin as a percentage of revenues  20% 

Revenues  Rs. 1,037,500  

 

You are required to calculate the cost of: 

a) Finished goods inventory, 3/31/2018 

b) Work-in-process inventory, 3/31/2018 

c) Direct materials inventory, 3/31/2018 

 

Problem 7 

The following data pertains to Yellow Corporation for the period ended on 31
st
 October, 2018: 

 

Inventories: 31-Oct-18 1-Nov-17 

Direct Material Rs. 237,500 Rs. 225,000 

Work in Process 200,000 175,000 

Finished Goods 237,500 275,000 

Cost Incurred During the Period: 
  Direct Material Used 482,500 

 Cost of Goods Available for Sales 1,710,000 
 Factory Overheads 417,500 
 Total Manufacturing Cost 1,460,000 
  

Required: Prepare Cost of Goods Manufacturing and Sold Statement 
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Problem 8 
The December 31, 2018 trial balance of Pigions Company showed: 

 

Sales 
Purchases (net) 
Transportation in 
Direct Labour 
Sales Salaries 

Rs 145,005 
24,000 

320 
32,040 

2,000 

Sales Returns & Allowances 
Factory Overhead 
Advertising Expense 
Delivery Expense 

Rs. 252 
18,856 

1,550 
650 

Inventories December 31, 2018 December 31, 2017 

Fishing Goods 
Work in Process 
Materials 

Rs 5,674 
1,368 
1,960 

Rs  6,200 
1,298 
1,760 

 

Required: Determine (i) the total manufacturing cost, (ii) the cost of goods 

manufactured, (iii) the cost of goods sold and (iv) Net Profit 

 

Problem 9 

The book and record of the Fazal Khan Manufacturing Co. presents the following data 

for the month April:   

 Direct Labour cost Rs. 15,000 (150% of FOH) 

 Cost of Goods Sold Rs. 56,000; Sales Rs. 75,000. 

 Inventory accounts showed the following balances: 

 

Inventories April 1 April 30 

Finished Goods    Rs. 14,000 Rs.    18,000 

Work in Process 8,000 12,000 

Materials 10,000 8,600 

 

Marketing expenditure Rs. 3,200, General and Administrative expenses Rs. 2,400.  

Required: Prepare income statement with supporting schedule showing cost of goods 

manufactured and sold statement. 

 

Problem 10 
Following information has been extracted from the book of Hassaan Corporation. You 

are required to prepare an income statement for the year ended June 2018. 

 

Beginning Inventory (at Sales Price)     Rs.  21,000  

Purchases During the period (at Cost)          131,250  

Ending Inventory (at Sales Price)            14,000  

Sales (at Sales Price)          182,000  

Selling Expenses 10% of sales 

General and Admin. Expenses 5% of sales 
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Problem 11 

Khan Fabrics Limited had a fire that completely destroyed the factory premises. Only few 

accounting records could be saved which revealed following information. 

 

Sales    Rs. 650,000 Purchase of direct materials  Rs. 320,000 

Direct Labour Rs.  90,000 Cost of goods available for sale  Rs. 530,000 

Balance sheet of the company prepared at the end of previous accounting year contains 

following inventory balances: 

   Direct materials inventory  Rs. 50,000 

   Work in Process   Rs. 60,000 

   Finished goods inventory  Rs. 65,000 

 

Company’s experience over past ten years showed following percentage relationship: 

 Direct labour equals 20% of total current manufacturing cost 

 Factory overhead is 1/3 of total conversion cost 

 Gross Profit is 25% of sales 

 

The loss was covered by an insurance policy. The insurance company wants to know 

approximate value of inventories for settlement of claim. 

 

You are required to estimate cost of closing inventories of: (i) Materials (ii) Work in 

Process (iii) Finished goods inventories destroyed by fire. 
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6. SUMMARY 
 

Operating results of any business concern are reported in the conventional financial 

statements. These statements summarize the flow of costs and revenues, and convey to 

management and to interested parties a concise picture of the profitability and financial 

position of the business at the end of a period of operations. The three most common 

financial statements are the income statement, balance sheet and cash flow statement.  

 

Income statement provides the complete picture of operating cycle of the business, either 

trading concern or manufacturing. The operating cycle of trading business starts from 

purchases of goods in bulk quantity and sell these goods in small quantity to customers 

on cash and credit basis. If goods are sold on credit basis, then procedure is adopted for 

the recovery of debtors. After collection of debtors trading cycles comes to end. 

 

The operating cycle of manufacturing concerns starts with the purchasing of raw 

material, conversion of raw material into finished goods with the help of some other 

assets and services. After completion of finished goods theses goods are sold in cash and 

credit. If goods are sold on credit, then cash is recovered from debtors and this cycle 

ends. 

 

One of the important components of income statement of trading as well as 

manufacturing concerns is the cost of goods manufactured and sold statement. Cost of 

goods manufactured and sold statements are not only discussed rather these are illustrated 

in this unit for the better understanding of the topic covered. 
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INTRODUCTION 

 

The Job Order Costing system is aimed to determine the total cost of different elements 

used or consumed in producing specific products or rendering services to a customer on 

the basis of his requirements.  Thus total costs of jobs are accumulated which facilitate 

fixation of selling prices and determination of profit from individual jobs. 

 

In this unit the accounting treatment for material, labour and factory overhead costs will 

be explained in detail particularly when several jobs are being undertaken simultaneously 

in the industry or service organization. 

 

OBJECTIVES 
After studying this unit the students will be able to understand:- 

a) The system of Job Order Costing as practically applied in the different types of 

Organizations. 

b) Charging of cost of material used on individual Jobs. 

c) Allocation of Direct Labour cost to each job. 

d) Applying Factory Overhead cost to concerned jobs. 

e) Accumulation of total cost of each job through Job Order Cost Sheet. 

f) Fixation of selling price based upon the actual cost of each job executed. 

g) Determination of profit earned from individual jobs performed during the period. 

h) Planning for future in respect of bidding for contracts on the basis of historical 

costs of similar jobs. 
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1.1 Costing System and Cost Accumulation Procedures 
The industries can broadly be classified into two categories, one for manufacturing of 

goods and the second for rendition of services.  The goods may be manufactured 

according to the features and specifications as prescribed by the customers. Similarly the 

services may be rendered to the customers according to their peculiar needs. 

Alternatively, the manufacturing industries may produce the goods according to the 

specifications developed by himself/herself keeping in view the general requirements of 

the consumers.  The aforesaid two types of classifications require application of costing 

systems and cost accumulation procedures befitting to the respective natures which are as 

under:- 

1. Job Order Costing System, and 

2. Process Costing System. 

 

1.2 Preamble of Job Order Costing 
The Job Order Costing system is a cost accumulation procedure which is used and 

applied in the manufacturing industries and service organizations where heterogeneous 

goods are produced and services are rendered in consonance with the specific 

requirements of the customers. Contrary to it, the process costing system is a cost 

accumulation procedure which is adopted in the manufacturing industries where 

homogenous goods are produced in massive volume having the features and 

specifications as developed and designed by such organizations, keeping in mind the 

general requirements and necessities of consumers. These two types of costing systems 

and cost accumulation procedures are applied by the manufacturing and servicing 

organizations world over including the Pakistan. The Job Order Costing system and cost 

accumulation procedure will be described and explained in this Unit while the Process 

Costing System and cost accumulation procedure will be explained in the succeeding 

Unit No. 4. The Job Order Costing is alternatively also known as the specific order 

costing. 
 

1.3 Industries/Organizations Using Job Order Costing 
The job order costing is usually applied in the industries and organizations like 

construction of buildings, roads, bridges etc, furniture manufacturing, garments tailoring 

shops, printing jobs, repair and maintenance workshops, medical services hospitals, law 

firms, engineering consultants and auditing & accounting firms etc. The jobs undertaken 

by such industries and organizations are delivered to the customers immediately after 

completion. In Job Ordering Costing system, each Job is considered cost centre.  

 

1.4 Job Order Cost Sheet 
The cost of material, labour and overheads incurred on performance of contracts are 

accounted for separately for each job through a Job Order Cost Sheet. The Job Order Cost 

Sheets are subsidiary records which are controlled by the work in process account. 

Although several jobs or orders may be going through a factory at the same time, each 

cost sheet is designed to record the three cost inputs involved in execution of every job. 

Each job order cost sheet is assigned a digital job number to keep the accumulated cost of 

each job separate from one another. This job number is indicated on each material 
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requisition and labour time ticket used for the particular jobs. The overheads cost is 

entered on the cost sheet on the basis of some predetermined rates which is called as 

applied overheads cost. 

 

The Job Order Cost Sheet has no fixed format.  Every organization using job order 

costing can design the Job Order Cost Sheet according to its own requirements 

particularly on the basis of nature of activity.  However, a standard format of Job Order 

Cost Sheet which contains common information and used by most of the organizations 

can be designed as per Exhibit 3-A. 
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Exhibit 3-A  
 

ALLIED MANUFACTURING COMPANY 
Industrial Area, Islamabad 
JOB ORDER COST SHEET 

 
Job No. 112 Date: 15-May-17 
Customer name: Mr. Abid Rehman Date started: 19-May-17 
Address: Satellite Town, Rawalpindi Date Completed: 28-May-17 
Quantity of Products: One set each. Date Delivered: 29-May-17 
Description of Job: Manufacturing of Bed Set, Job Specifications: As per catalogue item  
 Sofa Set, Dining Table Set,  329, 295 and 435 
 

Direct Materials 

Dept. # Date Req. # Quantity Unit Cost  Total 
1. 19-May-17 886 xxxx xxxx  145,250 
2. 24-May-17 912 xxxx xxxx  35,850 
      Rs.181,100 

Direct Labour 

Dept. # Date Ticket # Hours Rate              Total 
1. 24-May-17 xxxx 800 80.00  64,000 
2. 28-May-17 xxxx 360 80.00  28,800 
      Rs. 92,800 

Applied Factory Overhead 

Dept. # Date Basis Hours Rate  Total 
2. 28-May-17 Machin Hours 348 100  Rs. 34,800 

Total Manufacturing Cost 

Selling Price of Products Manufactured as per order   370,000 
Manufacturing Cost   308,700 
Admin. Expenses     10,700 
Marketing Expenses     23,500 
 
Total      342,900 
Net Profit (Loss)     Rs. 27,100 
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A study of the Job Order Cost Sheet as per Exhibit 3-A indicates that the upper portion 

provides space for salient information concerning the job and customer, the middle 

portion indicates the details of manufacturing cost while lower portion summarizes the 

job performance results in order to compute profit earned from the execution of this job. 

This Job Order Cost Sheet serves multiple purposes.  Primarily it serves currently as 

indication of manufacturing cost and profitability from the job. In future for similar jobs, 

it can be used as accurate and reliable basis for cost estimation for determining bidding 

prices after cost adjustments for any escalation and profit.  So it is used as planning tool 

by the management. 

 

1.5 Job Order Cost Accounting 
The Job Order Costing accumulates the costs of direct material, direct labour and 

overheads charged to each job. As a result, job costing can be viewed in three related 

parts. Materials accounting maintains material inventory record, charges direct material 

to jobs and charges indirect material to overheads.  Labour accounting maintains payroll 

related accounts, charges direct labour to jobs and charges indirect labour to overheads.  

The Overheads accounting accumulates various overheads costs, maintains overheads 

detailed record and charges a share of overheads to each job on some equitable pattern. 

 

The basics of job order costing involves only nine types of accounting entries, one for 

each of the followings:- 

1.  Material purchased. 

2. Material issued to production. 

3. Material returned 

4. Factory labour incurred. 

5. Factory labour cost distributed. 

6. Factory overheads cost incurred. 

7. Estimated factory overheads cost applied to jobs. 

8. Jobs completed. 

9. Completed jobs delivered/sold. 

 

The work in process account is used for accumulating all the three cost elements for all 

the jobs being executed.  The cost of completed jobs is transferred to Finished Goods 

Account and then to the cost of goods sold account upon delivery of jobs/products to the 

customers. 

 

1.6 Accounting for Material Cost 
The manufacturing organizations purchase material and other supplies for the jobs, 

usually in bulk quantity and issue to the jobs from time to time upon receipt of 

requisitions. Thus a single Material account is maintained for both direct material and 

indirect material (Supplies) in the general ledger inventory accounts. The classification of 

material is carried out according to its nature. Stepwise accounting for material is 

described as under:- 

 

 



Unit-3  Job Order Costing – Completing the Cost Cycle and Cost Sheet   

 

50 

A) Purchase of Material 
The material is purchased by the Procurement Department on the basis of Purchase 

Requisition raised by the Warehousing Department or Production Department when the 

existing stock of material is being depleted.  When the material costing Rs. 200,000 

purchased on credit basis was received, the following accounting entry was recorded in 

the general journal:- 

 

General Journal 

Date Particulars LF Dr Cr 

xxx Material Account  Rs. 200,000  
       Accounts Payable Account   Rs. 200,000 

 

B) Issuance  of  Material 
The material is issued to the Production Department on the basis of Material Issuance 

Requisition prepared by the concerned personnel of Production Department and duly 

approved by his Incharge. This requisition indicates Job number, quantity of material and 

specifications of material. The material is issued by the Warehousing Department and 

acknowledgement of recipient is inserted on the Requisition. 

 

The material costing Rs. 190,000 was issued to Job No. 112 which comprised direct 

material costing Rs. 185,100 and indirect material costing Rs. 4,900. The accounting 

entry in the general journal for issuance of material would be recorded as under:- 

 

General Journal 

Date Particulars LF Dr Cr 

xxx Work in Process Account (Job-112)  Rs. 185,100  
 Factory Overhead Control Account  4,900  
       Material Account   Rs. 190,000 

 

C) Return  of  Material 
Some times when material issued to production is left unused, it is returned to the 

warehouse for safe custody.  In the present case the material costing Rs. 4000 was 

returned by the Production Department to the Warehouse Department. The following 

accounting entry in the general journal would be recorded:- 

 

General Journal 

Date Particulars LF Dr Cr 

xxx Material Account  Rs. 4,000  
       Work in Process (Job-112)   Rs. 4,000 

 

Further it was later noticed by the Warehouse department that some material supplied by 

the Vendor was not according to the specifications.  Therefore, this material costing Rs. 

8,000 was returned to the supplier to whom the payment was still not released. The 

following accounting entry in the general journal would be recorded:- 
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General Journal 

Date Particulars LF Dr Cr 

xxx Accounts Payable  Rs. 8,000  
       Material Account   Rs. 8,000 

  

The above transactions would be posted in the general ledgers as under:- 

 

Material Account 

A. Accounts Payable Rs. 200,000 B. Work in Process Rs. 185,100 
C. Work in Process 4,000 B. F O H Control 4,900 
   C. Accounts Payable 8,000 
    Closing balance 6,000 
 Total Rs. 204,000  Total Rs. 204,000 

 

Work in Process Account 

B. Material Rs. 185,000 C. Material Rs.     4,000 
    Closing balance 181,100 
 Total 185,100  Total Rs. 185,100 

 
Accounts Payable Account 

C. Material 8,000 A. Material 200,000 
 Closing Balance 192,000    
 Total Rs. 200,000  Total Rs. 200,000 

 
F O H Control Account 

B. Material 4,900    
      
      

 
 

The study of above ledger accounts indicates that the direct material costing Rs. 181,100 

charged to Work in Process Account and indirect material costing Rs. 4,900 charged to  

FOH Control account was used in production while material costing Rs. 6,000 is still 

available in the warehouse. The Accounts Payable Account shows a balance of Rs. 

192,000 which indicates that this much liability is still outstanding. 
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1.7 Accounting for Labour Cost 
The Payroll Department of every organization is responsible to collect/receive the data 

from the Time keeping Department established at the factory gate relating to the time 

consumed by every worker/employee in the factory/office for manufacturing and other 

activities. The Production Department further indicates the details of time spent by every 

worker on specific jobs during the day or so. This information may be recorded manually, 

mechanically or electronically and reported to the Payroll department to facilitate its 

functions. On the basis of this information the Payroll department calculates the earnings 

of every worker/employee and prepares a consolidated master payroll sheet. 

 

The distribution and classification of total payroll cost is carried out to different 

departments, direct labour and indirect labour classification and allocation on different 

jobs being carried out simultaneously. The payment of payroll is released after some 

deductions, like taxes and provident fund etc. 

 

The step-wise Payroll Accounting is explained as under:- 

 

A) Computation of Total Payroll 
The total payroll is computed for the period for all workers/employees by the Payroll 

Department on the basis of information received from the Time-keeping Department. The 

following accounting entry is recorded for accrual of total payroll in the general journal:- 

 

General Journal 

Date Particulars LF Dr Cr 

xxx Payroll Account  Rs. 120,000  
       Income Tax deduction Payable Account   Rs.    6,000 
       Provident Fund deduction Payable Account   12,000 
       Accrued Payroll Account   102,000 

 

B) Classification  Of  Payroll 
The classification of total payroll into direct and indirect labour is carried out on the basis 

of nature of activities performed by workers and employees in different departments. 

Further payroll allocation on different jobs is made on the basis of complete information 

received from the various manufacturing departments. The following accounting entry is 

recorded in the general journal on the basis of classification of total payroll carried out in 

the Payroll Department:- 

 

General Journal 

Date Particulars LF Dr Cr 

xxx Work in Process Account (Job-112)  Rs. 92,800  
 Factory Overhead Control Account  7,200  
 Administrative Expenses  12,000  
 Marketing Expenses  8,000  
       Payroll Account   Rs. 120,000 
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C) Payment of Payroll 
The payment of accrued payroll is made to all the staff members on a specified date and 

following entry is recorded:- 

 

General Journal 

Date Particulars LF Dr Cr 

xxx Accrued Payroll Account  Rs. 102,000  
       Cash Account   Rs. 102,000 

 

The above transactions relating to the payroll are posted into ledger accounts as under:- 

 

Work in Process Account 

  

B. Payroll                         Rs. 92,800 
 Job 112 

 

Payroll Account 

  
A. Income Tax Payable           6,000 
A.   Provident Fund Payable    12,000 
A.    Accrued Payroll               102,000 
 
 Total   Rs. 120,000 

B. Work in process                92,800 
B.    F O H Control                      7,200 
B.    Admin Expenses                12,000 
B.    Marketing Expenses            8,000 
 Total.                            Rs. 120,000 
 

F O H Control Account 

  
B.  Payroll                           Rs. 7,200  

Accrued Payroll Account 

  
C. Cash                        Rs. 102,000 

 
A. Payroll                           Rs. 102,000 

Income Tax Deduction Payable Account 

  
 A. Payroll                              Rs.  6,000 

Provident Fund Deduction Payable Account 

  
 A. Payroll                           Rs. 12,000 
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A  perusal of above ledger accounts indicates that the total payroll of Rs. 120,000 was 

distributed to different departments and only Rs. 92,800 of direct labour cost was charged 

to the work in process account which was entered on the Job Order Cost Sheet No. 112 

(Exhibit 3 – A). The total Accrued Payroll of Rs. 102,000 was paid to workers and 

employees on the prefixed date.  

 

1.8 Accounting for Factory Overhead Cost 
The factory overhead cost consists of all costs that are not traced directly to jobs but are 

incurred in connection with production activities.  Therefore, it is somewhat difficult to 

allocate the factory overhead cost to jobs more accurately.  Some of the factory overhead 

costs, such as, rent, depreciation, insurance and property taxes are fixed regardless of the 

volume of production.  Other expenses such as electricity power and lubricating oil vary with 

the quantity of production.  The factory overhead costs are broadly accumulated without 

distinction as to job and then total overhead costs are allocated among all jobs.  The allocation 

of overheads cost on some estimated basis is also necessary as many of the overhead costs 

may not be known until end of the financial year, long time after a job was completed. 

Therefore, actual overhead cost cannot be charged to jobs on a timely basis.  

 

These equitable basis for allocation of overhead costs on jobs may be direct material cost, 

direct labour cost, direct labour hours or machine hours or any other appropriate factor 

which has more true relationship with the factory overhead cost versus jobs.  However, 

the machine hours base is generally considered as more realistic for distribution of 

factory overhead costs as the jobs which require greater time of production should be 

allocated higher amount of factory overhead costs. 

 

The actual factory overhead costs for some expenses are accounted for through the 

following general journal entries:- 

 

A) Adjustment for Prepaid Factory Rent 
 

General Journal 

Date Particulars LF Dr Cr 

xxx Factory Overhead Control Account  Rs. 6,000  
       Prepaid Rent Account   Rs. 6,000 

 

B) Adjustment for Prepaid Factory Insurance 
 

General Journal 

Date Particulars LF Dr Cr 

xxx Factory Overhead Control Account  Rs. 3,000  
       Prepaid Rent Account   Rs. 3,000 
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C) Adjustment for Depreciation on Factory Building and Machinery 
 

General Journal 

Date Particulars LF Dr Cr 

xxx Factory Overhead Control Account  Rs. 12,000  
       Accumulated Depreciation Account   Rs. 12,000 

 

D) Payment of Utility Expenses of Factory 
 

General Journal 

Date Particulars LF Dr Cr 

xxx Factory Overhead Control Account  Rs. 2,000  
       Cash Account   Rs. 2,000 

 

The Applied Factory Overhead Cost, based on 348 machine hours at the predetermined rate of 

Rs. 100 per machine hour, works out to Rs. 34,800 which was charged to Job No. 112 through 

Job Order Cost Sheet by passing the following cost accounting entry in the general  journal:- 
 

General Journal 

Date Particulars LF Dr Cr 

xxx 
 

WIP-Job-112 
      Factory Overhead Applied Account  

 
 

Rs. 34,800 
 

 
Rs. 34,800 

 

The above accounting entries will be posted in the ledger accounts as under:- 

 

Factory Overhead Control Account 

  
Prepaid Rent                                   6,000 
Prepaid Insurance                           3,000  
Accumulated Depreciation              12,000 
Cash                                                  2,000 
                                                  Rs. 23,000 

 

Factory Overhead Applied Account 

  
 Work in Process (Job 112)        Rs. 34,800 

 

The comparison of factory overhead control account and factory overheads applied 

account will be carried out in order to determine any amount of over or under applied 

factory overhead cost on the job. This is analyzed as under:- 
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Factory Overhead Applied        Rs. 34,800 
Factory Overhead Control (actual) 
 Indirect material  Rs.   4,900 
 Indirect  labour Rs.   7,200 
 Rent expenses Rs.   6,000 
 Insurance expenses Rs.    3,000 
 Depreciation expenses Rs.   12,000 
 Utility expenses Rs.     2,000 
 Total   Rs.   35,100  Rs. 35,100 
Under applied Factory Overhead cost        Rs. 300 
 

The under or over applied overhead cost is usually deferred till end of the year which is 

closed to the cost of goods sold account. 

 

1.9 Accounting for Completed Jobs 
During the period of production activities of specific jobs, the cost of material,  labour and 

overheads are charged to the Work in Process Account. When the job is completed, the job 

order cost sheet containing the details of costs charged to it is moved from the Work in 

Process Account to the Finished Goods Account where from the jobs/products are delivered 

to the customers.  The accounting entries in the aforesaid illustration for the completed Job 

No. 112 on which direct material cost of Rs. 181,100, direct  labour cost of Rs. 92,800 and the 

factory overhead applied of Rs. 34,800, totaling to Rs. 308,700 would be passed as under:- 

 

General Journal 

Date Particulars LF Dr Cr 

xxx Finished Goods Account  Rs. 308,700  
       Work in Process Account (Job-122)   Rs. 308,700 

 

In certain cases, when several jobs are being carried out simultaneously, some jobs may 

remain incomplete while the month/year reaches to an end.  In such situations, the cost of 

only completed jobs will be transferred to the finished goods account while the cost of 

incomplete jobs will remain in the work in process account. During succeeding period 

when such jobs are also completed their cost will be transferred to the finished goods 

account and the work in process account will stand closed. 

 

1.10 Accounting for Jobs Delivered/Sold 
The organizations, using the job order costing system, generally deliver the completed 

jobs immediately to the customers.  The sales invoices are prepared and issued to the 

customers for payment.  The accounting entries will be recorded as under:- 
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General Journal 

Date Particulars LF Dr Cr 

xxx Cost of Goods Sold Account  Rs. 308,700  
       Finished Goods Account   Rs. 308,700 

 Accounts Receivable Account  Rs. 370,000  
       Sales Account   Rs. 370,000 

 Cash Account  Rs. 370,000  
       Accounts Receivable Account   Rs. 370,000 

 

1.11 Execution of Multiple Jobs 
Generally the organizations involved in producing goods and services according to the 

specifications described and designed by the customers, carry out multiple jobs 

simultaneously. It is, therefore, necessary to keep complete record for the cost of 

material, labour and factory overheads of every job so as to compute its total cost 

accurately. Any mistake can cause loss to the company. The Job Order Cost Sheets for 

every job will be maintained when multiple jobs are being executed simultaneously.  The 

cost will immediately be entered in the Job Order Cost Sheets when incurred to avoid any 

omission/mistake. 

 

The accounting entries for a single job or multiple jobs are similar to each other except 

that in case of multiple jobs the subsidiary ledger information relating to the share of each 

job for the cost of material, labour and overheads will be entered alongside the Work in 

Process Control Account to facilitate recording of costs in the Job Order Cost Sheets of 

every job as illustrated below:- 

The direct material costing Rs. 425,000 and indirect material costing Rs. 35,000 was 

issued to some jobs as under:- 

 

 Job No         Direct Material Indirect Material 
 122 Rs. 200,000 Rs. 18,000 
 123 Rs. 175,000 Rs. 12,000 
 124   Rs. 50,000   Rs. 5,000 
 

The accounting entry for issuance of material for multiple jobs will be passed as under:- 
 

General Journal 

Date Particulars LF Dr Cr 

xxx Work in Process Account Job–122 Rs. 200,000)    
    Job–123 Rs. 175,000) 

   Job–124 Rs.   50,000) 
 
 

Rs. 425,000  

 Factory Overhead Control Account  Rs. 35,000  
       Material Account   Rs. 460,000 

 

The accumulated payroll, for the month, of factory workers amounted to Rs. 270,000 

which also included indirect labour of Rs. 20,000.  The direct labour cost was distributed 
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at 40%, 35% and 25% to Job 122, Job 123 and Job 124 respectively.  The accounting 

entry for charging the payroll cost to the various jobs will be recorded as under:- 

 

General Journal 

Date Particulars LF Dr Cr 

xxx Work in Process Account Job–122 Rs. 100,000)    
    Job–123 Rs.   87,500) 

   Job–124 Rs.   62,500) 
 Rs. 250,000  

 Factory Overhead Control Account  Rs. 20,000  
       Payroll Account   Rs. 270,000 

The other factory overhead expenses were incurred during the period as per the following 

break up:- 

 Depreciation on plant and machinery   Rs. 70,000 

 Rent of factory building     Rs. 30,000 

 Utility expenses paid in cash    Rs. 12,500 

 Insurance expenses     Rs. 16,000 

 

The accounting entry for recording the overhead expenses would be as per the 

following:-  

 

General Journal 

Date Particulars LF Dr Cr 

xxx Factory Overhead Control Account  Rs. 128,500  
        Accumulated Depreciation on Plant & Machinery   Rs. 70,000 
       Prepaid Rent Account   Rs. 30,000 
       Cash Account (for utility expenses)   Rs. 12,500 
       Prepaid Insurance Account    Rs. 16000 

 

The factory overhead cost applied to each job was 75% of direct labour cost. The 

accounting entry would be passed as per the following:  

 

General Journal 

Date Particulars LF Dr Cr 

xxx Work in Process [Job–122 Rs. 75,000]    
        [Job–123 Rs. 65,625]  Rs. 187,500  
        [Job–124 Rs. 46,875]    
       Factory Overhead Applied Account   Rs. 187,500 
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The three Job Orders Cost Sheet would appear as under:- 

 

JOB ORDERS COST SHEET 
 

Particulars of Cost Job–122 Job–123 Job–124 

Direct Material  Rs. 200,000  Rs. 175,000  Rs.   50,000 
Direct Labour  Rs. 100,000  Rs,   87,500  Rs.   62,500 
Applied Factory Overheads  Rs.   75,000  Rs.   65,625  Rs.   46,875 
Total cost  Rs. 375,000  Rs. 328,125  Rs. 159,375 

 

The net over applied factory overhead cost of Rs. 4,000 [factory overhead applied Rs. 

187,500 less factory overhead control Rs. 183,500 (Rs. 35,000 + Rs. 20,000 + Rs. 

128,500)] would be credited to the cost of goods sold account at the end of the period. 

 

1.12 Determination of Profit on Individual Jobs 
The lower portion of the Job Order Cost Sheet indicates comparison of cost with sales 

revenues to ascertain profit earned from execution of a specific job.  In case of Job No. 

112, the net profit of Rs. 27,100 was earned. The students may refer Exhibit 3-A. 

In case of the three jobs executed simultaneously, the profit earned from individual jobs 

can be calculated by comparing manufacturing cost, Admin and Marketing expenses with 

the sales revenues of each job.  This is presented in the manner as described below:- 

 

Extracted Lower Portion of the Job Order Cost Sheets 
 

Particulars Job–122 Job–123 Job–124 

Sales Revenues  Rs. 500,000 Rs. 430,000 Rs. 220,000 

Less: Manufacturing Cost  Rs. 375,000 Rs. 328,125 Rs. 159,375 

Gross Profit  Rs. 125,000 Rs. 101,875 Rs.   60,625 

Admin. Expenses  Rs.   70,000 Rs.   65,000 Rs.   35,000 

Marketing Expenses  Rs.   25,000 Rs.   20,000 Rs.   15,000 

Total Commercial Expenses  Rs.   95,000 Rs.   85,000 Rs.   50,000 

Net Profit  Rs.   30,000 Rs.   16,875 Rs.   10,625 

 

1.13 Comprehensive Illustration of Job Order Costing 
In order to comprehend the accounting entries, ledger accounts, job order cost sheets and 

the inventory balances for the multiple job orders, the following data is considered for 

illustration relating to the month of August, 2014 of Allied Industries : -  

A) Material purchased on credit basis at Rs. 50,000. 

B) Material issued to production for Job 101 at Rs. 22,000 Job 102 at Rs. 14,000 and 

Job 103 at Rs. 6,000. 

C) Indirect material and supplies issued for all jobs at Rs. 3,000. 

D) Materials returned to warehouse from Job 101 at Rs. 2,000 and indirect material 

and supplies from all jobs at Rs. 500. 

E) Defective material returned to the Vendor at Rs. 3,500. 
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F) Gross payroll for the month was computed at Rs. 160,000 out of which 6% was 

deducted as Income Tax and Rs. 8,000 as Provident Fund. 

G) The payroll amount due to the workers and employees was paid.  

H) The payroll was distributed as per the following: 

  Direct Labour  50% 

 Indirect Labour  15% 

 Marketing salaries 20% 

 Admin. Salaries  15% 

 The direct labour was allocated to jobs in the following manner:- 

 Job 101   60% 

 Job 102   25% 

 Job 103   15% 

I) The Factory overheads, other than previously incurred, amounted to Rs. 38,000. 

J) Factory overheads charged to the production was 80% of the direct labour cost for 

the month. 

K) Jobs 101 and 102 were completed during the month while Job 103 was incomplete 

at the end of the month. 

L) Job 101 was delivered to the customer at the contract price of Rs. 150,000. 

M) Accounts Receivable were collected at the end of the month. 

N) The over or under applied Factory Overhead was closed to the Cost of Goods Sold 

Account. 

O) The payment due to the Vendor was released. 
 

Required: 
1) Prepare general journal entries for the above transactions indicating subsidiary 

ledger detail for Work in Process. 

2) Prepare major ledger accounts on the basis of above journal entries. 

3) Prepare Job Order Cost Sheet for each Job. 

4) Draw a Schedule of Inventory balances. 

 

Solution: 
 

1. General Journal Entries: 
 

General Journal 
Particulars LF Dr Cr 

A. Material Account 
  Accounts Payable Account 

 Rs. 50,000  
Rs. 50,000 

B. Work in Process Account Job–101 Rs. 22,000 
     Job–102 Rs. 14,000 
     Job–103 Rs. 6,000 
  Material Account 

  
Rs. 42,000 

 
 
 

Rs. 42,000 

C. Factory Overhead Control Account 
  Material Account 

 Rs. 3,000  
Rs. 3,000 

D. Material Account 
  Work in Process (Job–101 Rs. 2,000) 
  Factory Overhead Control Account 

 Rs. 2,500  
Rs. 2,000 

Rs. 500 



Unit-3  Job Order Costing – Completing the Cost Cycle and Cost Sheet   

 

61 

E. Accounts Payable Account 
  Material Account 

 Rs. 3,500  
Rs. 3,500 

F. Payroll Account 
  Income Tax Deduction payable 
  Provident Fund Deduction Payable 
  Accrued Payroll 

 Rs. 160,000  
Rs. 9,600 
Rs. 8,000 

Rs. 142,400 

G. Accrued Payroll Account 
  Cash Account 

 Rs. 142,400  
Rs. 142,400 

H. Work in Process Account Job–101 Rs. 48,000 
     Job–102 Rs. 20,000 
     Job–103 Rs. 12,000 
 Factory Overhead Control Account 
 Marketing Expenses Account 
 Admin. Expenses Account 
  Payroll Account 

  
Rs. 80,000 

 
Rs. 24,000 
Rs. 32,000 
Rs. 24,000 

 
 
 
 
 
 

Rs. 160,000 

I. Factory Overhead Control Account 
  Cash Account 

 Rs. 38,000  
Rs. 38,000 

J. Work in Process Account Job–101 Rs. 38,400 
     Job–102 Rs. 16,000 
     Job–103 Rs. 9,600 
  Factory Overhead Applied Account 

  
Rs. 64,000 

 
 
 

Rs. 64,000 

K. Finished Goods Account 
 Work in Process Account Job–101 106,400 
     Job–102 50,000 

 Rs. 156,400  
 

Rs. 156,000 

L. Cost of Goods Sold Account 
  Finished Goods Account 

 Rs. 106,400  
Rs. 106,400 

 Accounts Receivable Account 
  Sales Account 

 Rs. 150,000  
Rs. 150,000 

M. Cash Account 
  Accounts Receivable Account 

 Rs. 150,000  
Rs. 150,000 

N. Factory Overhead Applied Account 
 Cost of Goods Sold Account 
  Factory Overhead Control Account 

 Rs. 64,000 
Rs. 500 

 
 

Rs. 64,500 

O. Accounts Payable Account 
  Cash Account 

 Rs. 46,500  
Rs. 46,500 

 

2. Major Ledger Accounts 

Material Account 
  
A)  Accounts Payable 50,000 
D)  Work in Process   2,000   
D)  Factory Overhead Control      500    
 
Total.                                   Rs.  52,500  

B)  Work in Process                       42,000 
C)  Factory Overhead Control        3,000 
E)  Accounts Payable                      3,500  
 Balance      4,000 
 Total.                                 Rs. 52,500  
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Accounts Payable Account 

  
E)  Material     3,500 
O)  Cash   46,500 
 Total.   Rs. 50,000                  

A) Material      50,000 
 
Total                               Rs. 50,000  
 

Work In Process Account 
  
B)  Material    42,000 
H)  Payroll    80,000 
J)  Factory Overhead Applied   64,000 
 Total.                           Rs. 186,000  
 
                           

D)  Material        2,000 
K)  Finished Goods  156,400 
 Balance      27,600 
 Total.                    Rs. 186,000  
 
 

Factory Overhead Control Account 
 D) Material         500 
C)  Material     3,000 
H)  Payroll   24,000 
I)  Cash   38,000 
 Total.                 Rs. 65,000  
 
                           

N)  Factory Overhead Applied  64,500 
 
 
 Total.                      Rs. 65,000 

Factory Overhead Applied Account 
  
N)  Factory Overhead Control 65,000     
 
 Total.                  Rs. 65,000  
 
                           

J)  Work in Process 64,500 
N)  Cost of Goods Sold      500 
 Total.                             Rs. 65,000  

Payroll Account 
  
F)  Income Tax Payable     9,600 
F)  Provident Fund Payable     8,000 
F)  Accrued Payroll 142,400  
 
 Total.                         Rs. 160,000 
                      

H)  Work in Process 80,000 
H)  Factory Overhead Control 24,000 
H)  Marketing Exp. 32,000  
H)  Administrative Exp. 24,000 
 Total.                        Rs.   160,000  
 
 

Accrued Payroll Account 
  
G)  Cash                          Rs. 142,400 
                           

F) Payroll                            Rs. 142,400 
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Finished Goods Account 
  
K)  Finished Goods               Rs. 156,400 
 
 Total.                           Rs. 156,400  
 
                           

L)  Cost of Goods Sold              Rs. 106,400 
 Balance                               Rs.  50,000 
 Total.                              Rs. 156,400  
 
 

3.     Job Orders Cost Sheet  
 

Cost  Elements JOB  101 JOB  102 JOB  103 

Direct Material Rs.  22,000 Rs.  14,000 Rs.   6,000 

Direct Material returned (Rs.   2,000)  -- -- 

Direct Labour Rs.  48,000 Rs.  20,000 Rs.  12,000 

Factory Overhead Applied Rs.  38,400 Rs.  16,000 Rs.    9,600 

Total manufacturing cost. Rs. 106,400 Rs.  50,000 Rs.  27,600 

STATUS  SOLD WAREHOUSED INCOMPLETE 

 

4. Schedule of Inventory Balances  
   

 Material Account Rs.   4,000 

 Finished Goods Account (Job – 102) Rs. 50,000 

 Work in Process Account (Job – 103) Rs. 27,600 

 

1.14 Contract Costing 
Contract costing is the application of job costing to relatively large cost units, particularly 

units that take a considerable length of time to complete, sometimes more than one 

accounting period, and are constructed away from the enterprise’s premises e.g buildings, 

roads, bridges and other civil engineering works. It may usually involve sub-contracts as 

well, for expeditious completion. The profit of contracts business is ascertained 

periodically on the basis of stage of completion of jobs by comparing the incurred cost 

with the proportionate contract price/revenues. 

 

1.15  Batch Costing 
Batch costing is the method of costing used when a number of identical units pass 

through a process or factory works as a distinct and identifiable batch.  In this method the 

batch cost is computed as a single job until such time as it is physically broken up. Then 

the cost per unit is calculated by dividing the total batch cost by the equivalent number of 

good units completed in the batch. The batch costing is most commonly found in 

pharmaceutical industries and where small engineering parts are manufactured. 

 

In batch costing both the job order costing and the process costing systems can be applied 

by the manufacturing organization. If the batch being manufactured is against the specific 

order of a customer with specifications and features of product as prescribed by him, then 
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job order costing system will be applied.  In case, however, when the products containing 

general specifications usually needed by several customers are being manufactured in lots 

or batches then the Process Costing system will be applied.  

 

After discussions of job order costing in this unit the next unit would deal with process 

costing procedures. 

 

1.16 Self Assessment Questions 
Q.1. Which of the following statements are True and False ? 

 A) Job Order Costing system is used in situations where one product is being 

produced. 

 B) Job Order Costing system is applied by large manufacturing organizations 

who produce goods according to the general specifications and designs liked 

by consumers. 

 C) In Contract Accounting the job order costing system is applied by the 

contractors in order to ascertain periodic profitability. 

 D) In batch costing either the job order costing system or the process costing 

system can be applied. 

 E) The medical services hospitals can use Job Order Costing system. 

 F) The automobile workshops cannot use Job Order Costing system. 

 G) Separate Job Order Cost Sheet is maintained for every job when several jobs 

are being undertaken simultaneously. 

 H) A Work in Process Account is maintained for every job carried out in the 

organization. 

 I)  Direct and Indirect Material issued for a job is charged directly to the Work 

in Process Account. 

 J) The goods produced by the enterprises using Job Order Costing system are 

usually meant for stock purposes. 

 

Q.2 Fill in the blanks with suitable words: 

 A) In Job Order Costing system, each job is assigned a Job Cost-------------. 

 B) In Job Order Costing system, each job is considered a -------- cost centre.  

 C) In Job Order Costing system, mostly goods are produced for---------- order of 

specific customers.  

 D) Material Account is --------- and ---------- is credited for purchase of Material 

on credit basis. 

 E)   ----------Account is debited and ---------- Account is credited for issuance of 

direct material to different jobs being undertaken. 

 F) When payroll is allocated to different Jobs then ------- Account is debited and 

-------- Account is credited. 

 G) Factory Overhead Control Account is --------- for incurring indirect costs of 

manufacturing. 

 H) Work in Process Account is --------- and ---------is credited for allocation of 

Factory Overhead cost on estimated basis to jobs.  
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 I)   -------- Account is debited and ------ Account is credited for transfer of 

completed jobs. 

 J)   -------- Account is debited and ------- Account is credited when completed 

jobs are delivered to customers. 

Q.3 Describe the Job Order costing system and the nature of industries which can make 

use of it. 

Q.4 Describe the contents of a Job Order Cost Sheet and the benefits which can be 

reaped out of it by an enterprise. 

Q.5 The accounting record of The Decent Furniture Manufacturing Company, reflects 

the following partial account balances as on 1 July, 2014:- 

 Work in Process (Job – 231) Rs. 45,000 

 Material Account Rs. 12,500 

 

The transactions during July, 2014 were conducted as under:- 

A) Materials and supplies costing Rs. 65,000 were purchased on 25 days’ credit basis. 

B) Job No. 232 was started for which direct material costing Rs, 52,000 and indirect 

material and supplies costing Rs. 6,300 were issued from Store room. 

C) Materials amounting to Rs. 1,800 were returned to the Vendor being defective. 

D) Payroll amounting to Rs. 85,000 was worked out for the month on the basis of 

Time Tickets of workers and employees. The Provident Fund and Income Tax 

deductions amounted to Rs. 3,200 and Rs. 4,500 respectively. 

E) The payroll was distributed as under:- 

 Direct Labour Job No.     231   Rs.  20,000 

 Direct Labour Job No.     232   Rs.  40,000 

 Indirect Labour     Rs.    7,000 

 Marketing Salaries    Rs.  10,000 

 Admin.  Salaries     Rs.    8,000 

F) The payment of wages and salaries was released at month end to the staff. 

G) The Factory Overhead, other than previously mentioned, amounted to Rs. 27,400 

as per the following composition :-- 

 Depreciation of machinery   Rs.   8,300 

 Rent of factory building    Rs.   9,500 

 Electricity charges     Rs.   6,400 

 Other utility expenses    Rs.   3,200 

 These expenses, except the depreciation, were paid during the month. 

H) Factory overhead charged to the production was 70% of the direct labour cost for 

the month of July, 2014. 

I) Both Jobs were completed. 

J) Job No. 231 was delivered to the customer at the contract price of Rs.  115,000. 

K) Cash was collected from Accounts Receivables after allowing a discount of 2%. 

L) Over or under applied factory overhead was closed to the Cost of Goods Sold 

Account during the month. 

M) Payment to Vendors was released at month end. 
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Required 
1) Record general journal entries for the above transactions indicating subsidiary 

ledger details for the Work in Process. 

2) Post the journal entries in the main ledger accounts. 

3) Prepare a Job Order Cost Sheet. 

4) Prepare a Schedule of inventories. 

 

2. SUMMARY 
 I) The industries can broadly be classified into two categories i.e specific order 

and general processing/manufacturing types. 

 II) When customer orders are not alike, then job order costing is used to trace 

costs of each order. 

 III) Contrary to it general processing industries produce standard products where 

every unit of product is identical to each other, hence total cost of production 

is prorated over the total equivalent units of production to trace unit cost. 

This is under process costing system.   

 IV) The Job Order Costing is used both in manufacturing and service businesses. 

 V) A Job Order Cost Sheet is prepared for each job to record and accumulate the 

cost of material, labour and overheads. 

 VI) The Overhead costs are generally charged to jobs on the basis of some 

predetermined rates to charge the complete cost to customers immediately at 

delivery of goods/jobs or completion of services.  

 VII) Through Job Order Costing the enterprise can promptly determine profit 

earned from each job executed and completed during the period.  

 

3. ANSWERS TO THE SELF ASSESSMENT QUESTIONS 
 Q.1 A False 

  B False 

  C  True 

  D    True 

  E True 

  F False 

  G  True 

  H False 

  I False 

  J False 

 

Q. 2  A Sheet 

  B Separate 

  C Special 

  D Debited,   Accounts Payable Account 

  E Work in Process, Material Account 

  F Work in Process, Payroll  

  G Debited 

  H  Debited, Factory Overhead Applied Account 
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  I Finished Goods, Work in Process  

  J Cost of Goods Sold, Finished Goods. 

 

Q.3 The students should consult paras 1.2 and 1.3 for answer.  

Q.4 The students should refer para 1.4 and Exhibit 3 – A for preparing answer. 

 

Q.5  

1) General Journal  

 
Particulars LF Dr Cr 

A. Material Account 
  Accounts Payable Account 

  Rs. 65,000  
 Rs. 65,000 

B. Work in Process Account (Job–232) 
 Factory Overhead Control Account 
  Material Account 

  Rs. 52,000 
 Rs.   6,300 

 
 
 Rs. 58,300 

C. Accounts Payable Account 
  Material Account 

  Rs.   1,800  
 Rs.   1,800 

D. Payroll Account 
  Provident fund Deduction Payable A/C 
  Income Tax deduction payable Account 
  Accrued Payroll Account 

  Rs. 85,000  
 Rs.   3,200 
 Rs.   4,500 
 Rs. 77.300 

E. Work in Process Account (Job–231 Rs. 20,000) 
     Job–232 Rs. 40,000 
  Factory Overhead Control Account 
  Marketing Expenses Account 
  Admin. Expenses Account 
  Payroll Account 

  
 Rs. 60,000 
 Rs.   7,000 
 Rs. 10,000 
 Rs.   8,000 

 
 
 
 
 
 Rs. 85,000 

F. Accrued Payroll Account 
  Cash Account 

  Rs. 77,300  
 Rs. 77,300 

G. Factory Overhead Control Account 
  Accumulated Depreciation Account 
  Cash Account 

  Rs. 27,400  
 Rs.   8,300 
 Rs. 19,100 

H. Work in Process Account (Job231 Rs. 14,000) 
       Job–232 Rs. 28,000 
  Factory Overhead Applied Account 

  Rs.   42,000  
 
 Rs. 42,000 

I. Finished Goods Account 
 Work in Process Account (Job–231 Rs. 79,000) 
      Job–232 Rs. 120,000 

  Rs. 199,000  
 
 Rs. 199,000 

J. Cost of Goods Sold Account 
  Finished Goods Account 

  Rs.   79,000  
 Rs.   79,000 

K. Cash Account 
 Discount Account 
  Accounts Receivable Account 

  Rs. 112,700 
 Rs.     2,300 

 
 
 Rs. 115,000 

L. Factory Overhead Applied Account 
  Cost of Goods Sold Account 
  Factory Overhead Control Account 

  Rs.    42,000  
 Rs.     1,300 
 Rs.   40,700 

M. Accounts Payable Account 
  Cash Account 

  Rs.    63,200  
 Rs.    63,200 
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  2. Main Ledger Accounts 
 

Material Account 
  
Opening Balance 12,500 
A) Account Payable 65,000 
 
 
 
 Total.                       Rs. 77,500 
                      

B) Factory Overhead Control   6,300 
B)  Work in Process 52,000 
C)  Accounts Payable   1,800  
 Closing Balance 17,400 
 

Total. Rs.77,500  
 
 

Work in Process Account 
  
Opening Balance 45,000 
B) Material  52,000 
E)  Payroll  60,000 
H)  Factory Overhead Applied 42,000  
 
 Total.                    Rs.1,99,000 
                      

I) Finished Goods 1,99,000 
 
 
 
 
Total.                                       Rs. 1,99,000  
 
 

Factory Overhead Control Account 
  
B)  Material    6,300 
E)  Payroll    7,000 
G)  Accumulated Depreciation   8,300 
G) Cash  19,100 
 
 Total.                      Rs.  40,700 
                      

L) Factory Overhead Applied    40,700 
 
 
 
 
 Total.                                  Rs. 40,700  
 
 

Accounts Payable Account 
  
C)  Material    1,800 
M) Cash  63,200 
 
 Total.                        Rs. 65,000 
                      

A) Material      65,000 
 
 
 Total.                                  Rs. 65,000  
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Payroll Account 
  
D) Provident Fund Deduction  3,200 
D)  Income Tax Deduction               4,500 
D)  Accrued Payroll                       77,300 
 
 Total.                             Rs. 85,000 
                      

E)  Work in Process  60,000 
E)  Factory Overhead Control    7,000 
E)  Marketing Exp.  10,000  
E)  Administrative Exp.    8,000 
 Total.                              Rs. 85,000  
 
 

Factory Overhead Applied Account 
  
L)  Cost of Goods Sold         1,300 
L)  Factory Overhead Control       40,700  
 
 Total.  Rs. 42,000 
                      

H)  Work in Process 42,000 
  
 
 Total.                                  Rs. 42,000  
 
 

Accounts Receivable Account 
  
J)  Sales  1,15,000 
 
 Total.                      Rs. 1,15,000 
                      

K) Cash   1,12,700 
K)  Discount        2,300 
 Total.                               Rs. 1,15,000  
 
 

Accrued Payroll Account 
  
F)  Cash                                Rs. 77,300                     D)  Payroll                                  Rs. 77,300 

 

Cost of Goods Sold Account 
  
J)  Finished Goods 79,000 
 
 Total.                          Rs. 79,000 
                      

L)  factory Overhead Applied      1,300 
 Balance      77,700 
 Total.                                 Rs. 79,000  
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Finished Goods Account 
  
I)  Work in Process 1,99,000  
 
 Total.                         Rs. 1,99,000 
                      

J) Cost of Goods Sold    79,000 
 Balance    120,000 
 Total.                    Rs. 1,99,000  
 
 

Sales Account 
  
 Balance                         Rs. 1,15,000 
                      

J) Accounts Receivable           Rs. 1,15,000  
 
 

 

3. Job Order Cost Sheet 
  

Cost Elements Job–231 Job–232 

Opening Balance Rs. 45,000 --- 

Direct Material --- Rs. 52,000 

Direct Labour Rs. 20,000 Rs. 40,000 

Factory Overhead Applied Rs. 14,000 Rs. 28000 

Cost of Goods Completed Rs. 79,000 Rs. 120,000 

Less Over Applied FOH Rs. 1,300 --- 

Total Cost of Goods Sold Rs. 77,700 Rs. 120,000 

Status Sold Stocked 
 

4. Schedule of Inventories 
 Materials    Rs.    17,400 

 Work in Process                NIL 

 Finished Goods (Job- 232)  Rs.  120,000 

 Total         Rs.  137,400        

 

4. ASSIGNMENT QUESTIONS 
 Q.1 Several service organizations use Job Order Costing system. Describe some 

reasons which support the use of Job Order Costing by such enterprises. 

 Q.2 What is the primary objective of preparation of Job Order Cost Sheet for 

every job being undertaken in the organization? 

 Q.3 Explain the functions of work in process account in the Job Order Costing 

system. 

 Q.4 The following data has been extracted from the cost accounting record of 

Alpha Automobile Workshop, Rawalpindi:- 

  i) Spare parts issued for repair of a vehicle: 

   05.08.2014   Rs. 4,320 

   06.08.2014   Rs. 8,930 
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  ii) Labour charges of a Senior Mechanic Rs.   3,500 

  iii) Labour charges of a Helper  Rs.   1,200 

  iv) Other overhead costs   Rs.   1,300 

 

 The vehicle of Mr. Altaf was booked for repair on 04 August, 2014 and Job No. 

215 was allotted to it. The job was completed on 06 August, 2014 and the repaired 

vehicle was delivered to the client next day.  The invoice for 30% above cost was 

raised which was paid by the customer at the time of taking delivery. 

 

 Required: 
 Draw a Job Order Cost Sheet for the above job indicating full details. 

Q.5 The Smart Garments Industry is engaged in designing and manufacturing quality 

garments according to the specifications indicated by different trading customers to 

avoid wholesalers. The orders are booked, completed and delivered. Such activities 

continue throughout the months of the year. 

 At the end of August, two jobs as indicated below were left incomplete in the Work 

in Process Account:- 

  Cost details JOB – 371 JOB – 372 

  Direct Materials Rs. 224,500 Rs. 118,200 

  Direct Labour Rs. 180,000 Rs.   95,000 

  Factory Overhead applied Rs. 110,000 Rs.   57,000 

  Total cost Rs. 514,500 Rs. 270,200 

 

 Certain finishing works on the garments of both the above jobs were carried out 

during September. 

 Two more orders were booked by the company during September which were also 

carried out. The following transactions were conducted during the month of 

September:- 

 A) Material costing Rs. 450,000 was purchased on the terms n/30. 

 B) Direct Material costing Rs. 358,000 was issued to production on the basis of 

requisitions for Job –373 at Rs. 200,000 and Job – 374 at Rs. 158,000. The 

indirect material and supplies costing Rs. 22,000 was also issued for the 

aforesaid jobs. 

 C) Defective materials returned to the Supplier amounted to Rs. 10,000. 

 D) Materials returned to the Store room from Job – 374 amounted to Rs.  4,000. 

 E) The payroll for the month of September amounted to Rs. 380,000 from 

which Provident Fund of Rs. 18,000 and Income Tax of Rs. 15,000 was 

deducted. 

 F)   The due amount of payroll was paid to the workers and employees. 

 G)   The payroll was allocated as under:- 

  JOB 373     Rs. 180,000 

  JOB 374 Rs. 95,000 

  Indirect Labour Rs. 24,000 

  Marketing staff Rs. 55,000 

  Admin. Staff Rs. 26,000 
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 H)   The overhead expenses, other than earlier incurred, were amounted to  

Rs. 175,000 as per the following break up:- 

  1)   Depreciation of factory building and machinery Rs.  60,000 

  2)   Insurance expenses Rs.  9,000 

   3)   Power consumption expenses Rs.  48,000 

  4)   Other heating and lighting expenses of factory  Rs.  35,000 

  5)   Other miscellaneous expenses Rs.  23,000 

   Total expenses Rs.  175,000 

  All the above expenses, except the depreciation, were paid in cash during the 

month. 

 I)   The Factory Overhead was applied to Jobs 373 and 374 at 70% of the direct 

labour cost. The balance amount of 70% of direct labour cost for factory 

overhead was also applied on Jobs 371 and 372 for completion of left over 

jobs. 

 J) The first three jobs were completed during the month which were delivered 

to the customers at the prices 40% above the manufacturing cost of each job. 

 K) Job 374 was also completed but was not delivered to the customer as he was 

out of the country. 

 L) Cash was collected from the customers. 

 M) The under or over applied Factory Overhead was deferred till end of the year. 

 

Required: 
1) Record the above transactions in the general journal indicating details of subsidiary 

ledger information where necessary. 

2)    Post the journal entries in major ledger accounts. 

3)    Prepare a Job Order Cost Sheet. 

4)    Prepare a Schedule of Inventory balances. 

 

PRACTICAL PROBLEMS 
Q.1 The Noor industries had the following inventories balances as on 1st September, 

2014: 

 Raw materials  Rs. 25,000 Work in process- Material Rs.  1,000 

 Finished goods  Rs. 14,000 Work in process- Labour  Rs.  15,000 

                     Work in process- FOH Rs.  6,000 

 

 During the month of September, cost of material purchased was Rs. 60,000, wages 

paid to direct labour was Rs. 80,000 and wages paid to indirect labour was Rs. 

30,000. 

 On September 30, 2014 inventories were: 

 Raw materials  Rs. 23,000 Work in process- Material  Rs. 5,000 

 Finished goods  Rs. 22,000 Work in process- Labour  Rs. 9,000 

    Work in process- FOH  Rs. 4,000 

 

 Required: Prepare journal entries on September 30, 2014 to complete the cost 

accounting cycle. 
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Q.2 On December 15, 2012, Alpha advertisers received an order from Unilever for 

manufacturing and installation of big sign boards for a contract price of 

Rs.200,000. Job No.750 was allotted and work was started on December 20, 2012. 

The details of cost charged to that job periodically were as follows: 

 

 WEEK ENDED 

Cost elements Dec. 21 Dec. 28 Jan. 04 Jan. 11 

 Rs.  Rs. Rs. Rs. 

Direct materials 14,500 26,000 17,600 13,800 

Direct labour 3,000 13,600 21,500 15,400 
 

 Factory overhead is applied @ 25% of prime cost of the job. The job was finished 

on January 11, 2015. Other costs are as: Distribution expenses are applied to the 

job @ 5% of contract price and general administrative expenses @ 3% of contract 

price.  

 Required: From the above given information of Alpha advertisers, prepare a job 

cost sheet.  

 

Q.3 Brawo machines works collects its cost related data by the job order cost 

accumulation procedure. For a specific job No. 850, the following data is available.  

 

Date Material Cost Rs. Labour Cost 

10 January 1500 190 hrs@ Rs. 6.2/hr. 

16 January 962 150 hrs@ Rs. 7.30/hr 

22 January 980  
 

 Factory cost is applied at the rate of Rs. 4.50 per labour hour. 

 Required: 1)  Enter the cost information on a job order cost sheet. 

   2)  Compute the sales price of the job No. 850 assuming that 

markup rate is 40% of cost. 

 

Q.4 Adam Jee Engineering Company Ltd. Produces machines as per customer 

specifications. Following are the information relating to the job order No. P-101:  

 Customer : Tufail traders  Date started: 8-8-2014 

 Customer Order No. D 420  Date finished: 22-8-2014 

 Dated: 31-7-2014  Total cost of manufacture? 

 Description: 06 Baking machines  Sales price? 

 
Description of cost elements Week Ending 15/08 Week Ending 22/08 

Deptt. A 
Raw material consumed  
Direct labour cost 
Deptt. B  
Direct labour hours 
Machine hours  

 
Rs. 4,500 
1400 hours Rs. 30 per hour 
 
800  
600 

 
Rs. 2,300 
1000 hours Rs. 30 per hour 
 
480 
440 
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Direct labour per hour 
FOH:  
Deptt. A  
Deptt. B 

Rs. 32 
 
Rs. 10 per labour hour 
Rs. 08 per machine hour 

Rs. 32 
 
Rs. 10 per labour hour 
Rs. 08 per machine hour 

 

 Selling and Administrative costs are charged to each order @ 10 of the cost of 

manufacturing.  

 Required: From the above data, you are required to prepare Job cost sheet and 

calculate selling price considering markup 30% of total cost. 

 

Q.5 Junaid garments firm is engaged on two jobs to complete the order of a customer. 

Following is the cost data of the two jobs which were in process on January 1, 

2015.  

 

 Cost Components Job No. 250 Job No. 450 
 Material Rs. 5,000 Rs. 4,500 
 Direct Labour Rs. 3,000 Rs. 3,300 
 Overheads cost Rs. 2,000 Rs. 2300 
 

 Other costs on each Job:  

 Material: Rs. 10,000, distributed as 3:2 on the jobs 

 Labour Rs. 6,000 distributed equally on both jobs and FOH 10% of Wages of 

direct labour. 

 Number of Units manufactured on Jobs are 1000 and 1200.  

 Requirement:  

 1.  Calculate total cost and unit cost by preparing job order cost sheet of each 

job. 

 2.  Find selling price if the gross margin is 20% of cost of manufacturing. 

   

Q.6 From the given cost information of Philips Electronics of the job No. 320, find the 

cost of job by preparing job cost sheet and calculate selling price to give profit of 

20%. 

 Material     Rs. 5050 

 Wages: Department A 70 hours @ Rs. 3 per hour 

   Department B  50 hours @ Rs. 2 per hour 

   Department C Rs. 1500, labor hours worked: 30 hours 

   Factory Overheads:  

   Fixed Cost rate Rs. 4 per labour hour in each department 

   Variable cost rate  Re. 1, Rs. 2, Rs. 3 in Department A, B and C 

respectively. 

 

Q.7 Sitara Corporation operates on job orders only. The following is the data pertained 

to its work for the month of March, 2015.  

 1.  Stores purchased from Kamal Brothers Rs. 1, 00,000.   
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 2.  Data relating to Material issued and labour cost is as under for different jobs 

is as under:  

  Job No.  Stores Rs. Direct labour Rs. 
  1. 9, 700 14,500 
  2. 8,500 11,650 
  3.  15,550 10,500 

 4. 13,450 15,350 
 5. 2,800 3,000 

 3.  Material issued for general use Rs. 4550 and labour cost for general use Rs. 

6500. 

 4.  Factory overhead cost Rs. 50,600. 

 5.  Depreciation of plant Rs. 7,500. 

 6.  Applied factory overhead rate 100% of direct labour cost. 

 7.  Job completed 1, 2, 4 and Job 1,4 were sold for Rs. 65,000 and  Rs. 80,000 

respectively.  

  Required:  1.  Give journal entries to record the above jobs. 

         2.  Prepare schedule of completed and incomplete jobs. 

 

Q.8 Star manufacturing concern had two jobs in process and on March 1, 2015 their 

value was as: 

 Elements of Cost Job No. 15 Job No. 18  
 Direct material consumed  Rs. 80,000 Rs. 20,000 
 Wages Rs. 40,000 Rs. 15,000 
 Applied O/H Rs. 30,000 Rs. 10,000 
 

 Job No 15 was duly completed during the month and Job No. 18 was incomplete 

job at the end of month and balances of work in process inventories in this job at 

the end of month were as: 

 W-I-P   Material Rs. 8,000, Labour Rs. 5,000 and FOH Rs. 3,000. 

 Required: Pass necessary journal Entries and Prepare Ledger Accounts. 

 

Q.9 Smart Electronics firm engaged in producing multiple electronics items. On 1st 

January 2015, firm received an order for the supply of solar system and solar fans 

from Bahoo College. Work started in two jobs numbered 230 and 410 on 4
th
 

January and completed on 16
th
 January. Firm charged mark up of 20% on this 

order. The cost incurred on this order was as follows. 

Cost items Job 230  Job 410 
Material cost incurred  Rs. 33,000 Rs. 23,000 
Labour cost paid Rs. 10,000 Rs.   9,000 
FOH cost  Rs.   2,000 Rs.   2,000 
Both jobs were completed and were sold on cash basis. 

 Requirement:  1. Enter the appropriate cost data on job cost sheet. 

   2. Prepare journal entries to reflect the cost cycle for both jobs. 
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Q.10 Gohar garments was engaged on two jobs for the supply of school uniforms. On 

31
st
 march cost information received which showed the following details on Job 

No. 125 and 220. 

Date  Cost items Job No.125 Job No. 220 
14-3-20XX Material Rs. 24,000 Rs. 15,000  
20—3-20XX Labour Rs. 16,000 Rs. 12,000 
27-3-20XX FOH Rs. 5,000 Nil 

 Additional cost incurred: Material job No. 125 Rs. 2,000 Job No. 220 Rs. 1,000 

 

 Labour cost Rs. 1000 for each job and FOH Rs. 500 for job No. 220. Marketing 

and selling expense Rs.5, 000 and gross margin is 10%. 

 Required: Prepare job cost sheet and Prepare journal entries. 
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INTRODUCTION 

 

This unit begins with a discussion on the process costing system and the environment in 

which a process cost system is appropriate. In most manufacturing organizations where 

identical goods are manufactured, the production costs are accounted for using the 

Process Cost accumulation procedures. The process cost accumulation concepts are 

illustrated by examples of the Cost of Production Reports along with the general journal 

entries required to record the costs of producing departments and for transfer of product 

costs from one department to the other and finally to the Finished Goods Inventory. 

 

OBJECTIVES 
 

After studying this unit, you will be able to understand:   

a) The process cost accounting procedures,  

b) The nature of industries where process costing system is applied,  

c) Flow of cost when products are transferred from one department to the others,  

d) Preparation of departmental cost of production report,  

e) Ascertain the total cost and per unit cost of production,  

f) Preparation of necessary journal entries to record the production costs in process                 

costing system. 

g) Computation of total cost of the completed units transferred to the Finished Goods               

Inventory Account. 

h) Calculation of total cost assigned to the uncompleted units i.e Work in Process 

Inventories. 
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1. PROCESS COSTING SYSTEM 
 

1.1 Preamble of Process Costing 
Process costing is probably the most widely used costing system in the manufacturing 

industries where the goods are produced for massive production which are identical to 

each other, physically and feature-wise. The factory procedures are standardized and the 

production units move in a prescribed sequence from one process to the other. Cost 

accumulation procedures used in such organizations consider the costs incurred at each 

cost centre i.e department, to work out the unit cost by proration of total cost over the 

total equivalent units so produced. The organizations using the process costing 

procedures will produce goods for stock purposes out of which the goods will be sold 

upon receipt of customer orders. Since the per unit production cost would be calculated 

after completion of manufacturing process, therefore, it would facilitate fixation of 

uniform selling price and determination of profitability. 

 

1.2 Nature of Industries Using Process Costing 
The process costing procedures are usually used by all those industries where the 

completed products are homogeneous to each other, pass through similar factory process, 

the production is for stock purposes and such commodities commonly meet the 

requirements of general consumers. The specifications of commodities are developed by 

the industries keeping in view the needs of the consumers. Such industries, applying the 

process costing procedures, may include the pharmaceutical, automobile, paint 

manufacture, sugar, confectionaries, plastic manufacture, cement, paper, chemicals, steel, 

textile, garments, oil refining, food processing, beverages, soap  detergents, chemical 

works, flour, electrical, electronics domestic products and several other similar 

commodities. 

 

1.3 Comparison of Job Order Costing and Process Costing 
 

S. No. JOB ORDER COSTING PROCESS  COSTING 

1. The production is against the orders from 
Customers. 

The production is meant for stock purposes. 

2. Entire works are completed in one 
department. 

The works are carried out in different departments 
according to specialized processes. 

3. The production is based on the 
specifications desired by the customers 

The production is based on the specifications 
developed by the organization. 

4. Each job is a cost unit, so the cost of each 
Job is determined. 

The cost is determined for each process and 
average  cost of each unit is computed by dividing 
the total cost by the equivalent number of units 
produced 

5. The cost of job is transferred to the 
Finished Goods Account for delivery to 
customers promptly. 

The cost of one Processing department is 
transferred to the other processing department 
sequentially and ultimately to the Finished Goods 
Account for Stocking purposes 
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1.4 Costing by Departments 
It is a common practice that the manufacturing organizations undertake the production 

activities of commodities in different departments according to the division of labour. 

Each department performs a specific operation leading to the completion of products 

gradually. For example, in a Steel Fabricating Company, the first department typically 

performs the starting phase of work on the products such as the Cutting Department 

where the steel material is cut according to the desired measurements. When the job in 

Cutting Department is completed the cut sized material is then transferred to the second 

department named as Assembly Department. In the Assembly Department the steel 

pieces will be assembled to the desired products. These products will then be shifted to 

the third department namely Finishing Department where the remaining works will be 

carried out to complete the products in all respect and then will be shifted to the 

warehouse for storing and then marketing. 

 

In a process cost system, material, labour and factory overhead costs are generally 

charged to each producing departments. However, if an industry is organized into the 

departments where the material is only put into the first department, then no further 

material would be added in any subsequent department except the indirect material which 

will constitute the overhead cost. However, it depends upon the nature and technical 

process of the industry as to when the material is to be added in the manufacturing 

process of commodities. In some industries the material may be added in subsequent 

departments as well. The primary criterion for using process costing is that an industrial 

unit be identified that produces only one kind of product during each period. The 

accounting of the total cost of the department and unit cost added to the products will be 

carried out for each department in a sequence of production procedures.  

 

1.5 Product Flow and Cost Flow 
A product can move through a factory according to the sequence of works/procedures 

prescribed for manufacturing and completion at each department. Accordingly the cost 

flow with product flow in the Steel Fabricating Company, as an illustration, can be 

described through the following flows:-  

 
WIP Cutting Department WIP Assembly Department WIP Finishing Department 

Material  xx WIP Assy xx WIP Cutting   xx WIP Finishing xx WIP Assembly  xx F.G A/c  xx 
Labour    xx  Labour          xx                      Labour            xx  
FOH       xx  FOH             xx  FOH               xx  

 

The production process begins in the Cutting Department where raw materials are put 

and the cost of labour and factory overheads are added. When the works relating to the 

Cutting Department are completed then the product moves to the Assembly Department 

where the cost incurred in the cutting department will also flow down. The additional 

direct labour and overheads costs are incurred for the factory works in the Assembly 

department. After the product has been processed in the Assembly Department, it is 

dispatched to the Finishing Department along with transfer of the cost incurred by the 

Cutting and Assembly departments. In the Finishing Department certain more cost of 
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labour and overheads may be incurred and after completion, the accumulated cost of all 

the three departments will be transferred to the Finished Goods Account simultaneous to 

the shifting of products to the Finished Goods warehouse. Thus the cost flow is carried 

out simultaneous to the product flow under process costing system. 

 

1.6 Accounting Procedure for Material, Labour and Factory Overhead Costs 
The production activities in the industries using the process costing system are generally 

divided into different departments. The material needed for production may be put into 

process in the first department or in any subsequent departments. However, usually the 

labour and overhead costs are required in all the   producing departments. The material, 

labour and overhead costs are charged to the respective departments as are used. The 

Work in Process Account is maintained for each department for accumulation of the cost 

as indicated at para 1.5. The accounting treatment of each of the three production cost 

elements are explained in the forthcoming paras. 

 

A) Material Cost 

The cost of material is charged to the producing departments under process costing 

system on the basis of material requisition which indicates the details and cost of material 

issued from store room to the departments. Assume that the cost of material issued to the 

Cutting and Assembly departments of The Steel Fabricating Company was amounting to 

Rs. 700,000 and Rs. 280,000 respectively as shown in the material requisitions, the 

following general journal entry, for the cost of materials issued, will be recorded:- 

 

General Journal 
Date Particulars LF Dr Cr 

xxx Work in Process Account – Cutting Department  Rs. 700,000  
 Work in Process Account – Assembly Department  Rs. 280,000  
   Material Inventory Account   Rs. 980,000 

 

B) Labour Cost 
The labour cost is charged to the producing departments on the basis of the labour used in 

each of the producing departments. The consolidated payroll sheet is prepared for the 

wages of all the workers deployed in different departments of the factory. Assume that 

the labour hours used in the three departments of The Steel Fabricating Company were 

3,010 hours in the Cutting department, 1,500 hours in the Assembly department and 

2,000 hours in the Finishing Department. The hourly rate of workers is amounting to 

Rs.75. The general journal entry to charge the cost of labour on different producing 

departments will be recorded as under:- 

 

General Journal 
Date Particulars LF Dr Cr 

xxx Work in Process Account – Cutting Department  Rs. 225,750  
 Work in Process Account – Assembly Department  Rs. 112,500  
 Work in Process Account – Finishing Department  Rs. 150,000  
    Payroll Account   Rs. 488.250 
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c. Factory Overhead Cost 
In process costing system, the actual cost of factory overhead is accumulated in the 

Factory Overhead Control Account with details of overhead expenses recorded in the 

subsidiary records such as for insurance, depreciation, indirect material and indirect 

labour etc which is broken down for each department.  This detailed information is used 

as a basis for planning future costs and for controlling current costs. The following 

general journal entry indicates the recording of various overhead costs incurred in The 

Steel Fabricating Company:- 

 

General Journal 
Date Particulars LF Dr Cr 

xxx Factory Overhead Control Account  Rs. 195,000  
  Accumulated Depreciation – Machinery   Rs. 88,000 
  Prepaid Insurance Account   Rs. 10,000 
  Material Account (indirect)   Rs. 48,000 
  Payroll Account (indirect)   Rs. 49,000 

 

The actual cost of Factory Overhead incurred may differ each month which may not be 

perfectly variable with respect to production activity. Therefore, a predetermined factory 

overhead rate is often used to apply the factory overhead cost to the production 

throughout the year for the different departments on some sound basis which may be 

Machine Hours, Direct Labour Hours or the Direct Labour Cost etc. Assume that The 

Steel Fabricating Company applies the Factory Overhead Cost to the producing 

departments on the basis of Direct Labour Hours at the predetermined overhead rate of 

Rs. 29.07 per direct labour hour in Cutting department and Rs. 30 in the other two 

departments. The factory overhead cost chargeable to each of the three producing 

departments will be applied through the following general journal entry:- 

 

General Journal 
Date Particulars LF Dr Cr 

xxx Work in Process Account – Cutting Department  Rs. 87,500  
 Work in Process Account – Assembly Department  Rs. 45,000  
 Work in Process Account – Finishing Department  Rs. 60,000  
  Factory Overhead Applied Account   Rs. 192,500 

 

The difference of Rs. 2,500 between the Actual factory overhead of Rs.195,000 and the 

Applied Factory overhead of Rs.192,500 represents under-applied factory overhead. If 

the amount of under-applied or over-applied overhead at the end of the year is small 

relative to the total production cost, it would be charged to the Cost of Goods Sold 

Account. If the amount is lager, it must be allocated to the Ending Inventories and the 

Cost of Goods Sold Account proportionately for external reporting purposes. 

 

Besides in certain industries, the cost of labour and overheads are combined together and 

named as conversion cost. This is practiced in view of the increasing level of automation 

in the current scenario which is causing direct labour to be a decreasing proportion of the 

total manufacturing cost while the overhead cost tend to increase as a result of equipment 
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depreciation, power and maintenance costs.  Such industries charge the conversion cost to 

the producing departments instead of charging the direct labour and overhead costs 

separately. 

 

1.7 Contents of the Cost of Production Report 
Likewise a Job Order Cost Sheet, which is prepared in the organizations using Job Order 

Costing system, a Cost of Production Report is prepared in industries applying the 

process costing system in order to accumulate the costs incurred on production activities. 

The cost of production report is a work sheet indicating the amount of costs accumulated 

and assigned to production during a month or other period. It is also the source of 

information for preparing summary general journal entries to record the cost of units 

completed and transferred from one producing department to another and finally to the 

Finished Goods Inventory Account. 

 

The cost of production report includes the Quantity Schedule which shows the total 

number of units started for production or received from preceding department for which 

this department is accountable and the disposition of these units. It also indicates the total 

cost incurred and per unit cost. The total cost is then prorated over the completed units 

and the Work in Process Inventories. The equivalent units of production help to work out 

unit cost of material, labour and the factory overhead. 

 

A cost of production report for a department can take many formats, but it should show 

(1) total and unit cost of works received from the preceding department (2) total and unit 

cost of material, labour and the factory overhead added by the department, (3) the cost of 

the beginning and ending work in process inventories, and (4) the cost transferred to the 

succeeding department or to the Finished Goods Inventory Account. The cost section of 

the report is usually divided into two parts, one showing total costs for which the 

department is accountable and the other showing the disposition of these costs. The cost 

of production report should indicate the cost elements for each department because these 

detailed data are needed for cost control and for determining the cost of ending work in 

process inventories. 

 

Another working included in the cost of production report is the Equivalent units of 

Production for each element of cost, which in turn is used in determining the 

departmental unit costs for working out the cost of completed units transferred to the next 

department and the cost of work in process ending inventories retained in the department 

for further works during the next period. 

 

To illustrate, the details involved in the preparation of cost of production report, the 

procedures of The Steel Fabricating Company as mentioned in the preceding paras are 

taken for discussion in the subsequent paragraphs. This company manufactures one 

product namely visiting chair in three producing departments: Cutting, Assembly and 

Finishing. 
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1.8 Cutting Department 
The cost of production report of the Cutting department, the originating department of 

The Steel Fabricating Company is as under:- 

 

The Steel Fabricating Company 

Cost of Production Report for Cutting Department  

for January, 2014 

Quantity Schedule  
Units started in process. 2,000 
Units transferred to the next department                                                                 1,500 
Units still in process (All material, 50% labour & overhead)                                       500 
Total units   2,000 
 
Cost charged to the department Total Cost Unit Cost 
Cost added by the department 
 Material     Rs. 700,000 Rs. 350 
 Labour     Rs. 225,750 Rs. 129 
 Factory overhead      Rs. 87,500 Rs. 50 
Total cost to be accounted for Rs. 1,013,250 Rs.  529 
Total cost accounted for as under. 
Cost of units transferred to the next department.  
1,500 units X Rs. 529  = Rs.793,500 
Cost of work in process ending inventory 
 Material 500 units X Rs. 350              = Rs. 175,000 
 Labour 500 units X 50% X Rs. 129  =  Rs.   32,250 
 Factory overhead  500 units X 50% X Rs. 50    =  Rs.   12,500 Rs.219,750 
Total cost accounted for.          Rs.1,013,250 
Additional computations. 
Equivalent units of production Unit cost 
Material:  Units completed                       1,500 Rs.700,000/2,000=Rs. 350 .  
  Units in process  500 X 100%     500 
          Total equivalent units.              2,000                  
   
Labour & FOH : Units completed 1,500       Labour Rs. 225,750/1,750 units = Rs. 129            
Units in process 500 X 50%            250       F O H    Rs.  87,500/1,750 units = Rs.   50 
Total equivalent units.                  1,750  
 

The Quantity schedule of this report shows that the company started 2,000 units in the 

Cutting department out of which the cutting works were completed for 1,500 units which 

were transferred to the next department (Assembly) while 500 units were still in process. 

 

Equivalent Production 
In order to assign the costs equitably to the units transferred to the next department and the 

units still in process ending inventory, the stage of completion of the in-process inventory 

must be analyzed by a supervisor or by the use of some formulas. Units still in process must 
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be restated in terms of completed units and added to the units actually completed in order to 

arrive at the equivalent production figure for the period. The equivalent production figure 

represents the number of units for which material, labour and overhead cost issued or used 

during a period were sufficient to complete those units. In order to compute unit cost by 

elements, the equivalent production figure is segregated into materials, labour and overhead 

costs. If the cost elements are at different stages, then separate equivalent production figures 

must be determined for each element. The 500 units still in process in the cutting department 

of The Steel Fabricating Company have all the materials needed for their completion but only 

50% of the labour and factory overhead needed to complete the units has been used. In terms 

of equivalent production, labour and factory overhead in process are sufficient to complete 

250 units (500 units X 50%). 

 

Unit Cost 
The department-wise cost of production reports indicate the cost of units completed and 

the units still in process when the material, labour and overhead costs are accumulated for 

each unit during the period.  The cost of production for cutting department shows a 

material cost of Rs. 700,000, labour cost of Rs. 225,750 and factory overhead cost of Rs. 

87,500. The material cost of Rs. 700,000 is sufficient to complete 2,000 units (1,500 units 

transferred to next department and work in process for which enough materials are put to 

complete 500 units).  The unit material cost works out to Rs. 350 (Rs. 700,000/2,000 

units). To determine the number of units actually and potentially completed with the 

labour and overhead costs, the 250 equivalent units in process are added to the 1,500 

units completed and transferred. When this production figure of 1,750 units is divided 

into    the labour cost of Rs. 225,750 for the month, a unit cost of Rs. 129 (Rs. 

225,750/1,750 units) for labour is computed. Similarly the unit cost for factory overhead 

works out to Rs. 50 when the overhead cost of Rs. 87,500 is divided by the equivalent 

production of 1,750 units (1,500 + 250).  

 

The departmental unit cost is Rs. 529 which is accumulated cost of material, labour and 

overhead. This departmental unit cost figure cannot be determined by just dividing the 

total departmental cost of Rs. 1,013,250 by a single figure of 1,500 or 2,000 units. 

Therefore, equivalent production in units were calculated for material, labour and 

overhead costs to determine correct unit cost. 

 

Disposition of Departmental Costs 
In the departmental cost of production report, the section titled “cost charged to the 

department” indicates a total departmental cost of Rs.1,013,250. The section titled “Cost 

Accounted for as under” shows the disposition of this total cost. The 1,500 units transferred to 

the next department have a total cost of Rs.793,500 (1,500 X Rs.529). The balance cost of 

Rs.219,750 is related to the Work in Process ending inventory. This figure is worked out by 

different cost components. The cost of material attributable to work in process ending 

inventory is worked out by multiplying the unit material cost of Rs. 350 with 500 units 

totaling to Rs. 175,000. The labour cost prorated over the work in process ending inventory is 

calculated by multiplying the unit labour cost of Rs. 129 by 250 units (500 units X 50% stage 

of completion) which works out to Rs.32,250. Similarly the overhead cost of work in process 
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ending inventory is computed by multiplying the unit overhead cost of Rs. 50 by 250 units 

(500 units X 50% stage of completion) which works out to Rs.12,500. The combined cost of 

the work in process ending inventory of 500 units thus works out to Rs.219,750  (Rs.175,000 

+ Rs.32,250 + Rs.12,500). Thus the total production cost of the cutting department is 

segregated into two portions, one relating to the completed units and the other relating to 

incomplete units i.e work in process ending inventory. 

  

1.9 Assembly Department 
The Cutting department of The Steel Fabricating Company transferred 1,500 units to the 

Assembly department where additional material, labour and factory overhead costs were 

added before the units were transferred to the Finishing department. Costs incurred by the 

Assembly department resulted in additional departmental as well as cumulative unit 

costs. The cost of production report of the Assembly department is presented as under:- 

 

                  The Steel Fabricating Company 

Cost of Production Report for Assembly Department  

for January, 2014 

Quantity Schedule 
Units received from preceding department 1,500 
Units transferred to next department 1,200 
Units still in process (material 100%, labour & FOH 25%) 200 
Units lost in process  100 
Total units   1,500 
 
Cost Charged to the Department Total Cost Unit Cost 
Cost from preceding department for 1,500 units transferred in. Rs.793,500 Rs.529.0000 
Adjusted cost from preceding department Rs. 793,500/1,400 units         – Rs.566.7857 
Cost added by the department: 
 Material     Rs.280,000 Rs. 200.0000 
 Labour     Rs.112,500 Rs. 90.0000 
 Factory overheads     Rs. 45,000 Rs. 36.0000 
 Total cost.  Rs.1,231,000 Rs. 892.7857 
 
Total cost accounted for as under: 
Cost of completed units transferred to next department.1,200 units X Rs.892.7857 = Rs.1,071,343 
Cost of work in process ending inventory: 
Adjusted cost from preceding department  200 units X Rs. 566.7857 = Rs. 113,357 
Cost added by this department. 
Material   200 X 100% X Rs. 200 = Rs. 40,000 
Labour   200 X 25% X Rs. 90     =   Rs. 4,500 
Factory overhead   200 X 25% X Rs. 36     =    Rs.1,800              Rs.46,300 
Total cost assigned to the ending work in process inventory. Rs.  159,657 
Total cost accounted for.  Rs. 1,231,000 
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Additional computations: 
Equivalent units of production and unit cost: 
Material: Completed units  =  1,200 
  Units in process 200 X 100%  =  200 
  Total equivalent production  =  1,400 
 

Unit cost:   Rs. 280,000/1,400 units  =  Rs. 200 
 

Labour: Completed units  =  1,200 
  Units in process 200 X 25%  =  50 
  Total equivalent production  =  1,250 
 

Unit cost: Rs. 112,500/1,250 units  =  Rs. 90 
 

Factory overhead:  Completed units  =  1,200 
  Units in process 200 X 25%  =  50 
  Total equivalent production  =  1,250 
 

Unit cost:  Rs. 45,000/1,250 units  =  Rs.36 
 

The cost of production report of the Assembly department differs from that of the Cutting 

department in several respects. Some additional calculations are made for which space 

has been provided on the report. The additional information includes (1) cost received 

from the preceding department, (2) Cost adjustment of the preceding department’s unit 

cost consequent upon lost units, and (3) cost received from the preceding department to 

be included in the cost of the ending work in process inventory. 

 

The quantity schedule for Assembly department shows that 1,500 units received from the 

Cutting department were accounted for as that 1,200 units were shifted to the Finishing 

department, 200 units are still in process while 100 units were lost during process. An 

analysis of the work in process indicates that units in process are 100% complete as to 

material but only 25% are complete as to labour and factory overhead cost. The material 

was added to the process after inspection and having noticed the lost units. Therefore, the 

material was not added to the lost units. The equivalent production of the Assembly 

department is 1,400 units for material cost (1,200 units completed plus 200 units in work 

in process inventory which are 100% complete for material cost). The unit cost of 

material works out to Rs.200 (Rs. 280,000/1,400 units). The unit cost of labour is 

computed at Rs. 90 (Rs. 112,500/1,250 units) based on the equivalent production of 1,200 

units completed plus 50 units from work in process inventory of 200 units which were 

25% complete. Similarly the unit cost of Factory overhead is calculated at Rs. 36 (Rs. 

45,000/1,250 units) based on the equivalent production of 1,200 completed units plus 50 

units from work in process inventory of 200 units which were 25% complete. 

 

The cost of production report for the Assembly department indicates that this department is 

also responsible for the cost of units received from the Cutting department. This cost is 

included in the section titled “cost charged to the department”. The cost transferred in was Rs. 

793,500 which was presented first prior to addition of cost by the Assembly department. 
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Units Lost in the Assembly Department 
The unit cost of Rs. 529 of the Cutting Department was transferred to the Assembly 

Department along with transfer of 1,500 units. However, 100 units out of 1,500 units 

were lost during processing in the Assembly Department. Therefore, the unit cost of Rs. 

529 must be adjusted due to decrease in the quantity of good units. The total cost of Rs. 

793,500 for 1,500 units should now be absorbed by the remaining 1,400 units causing an 

increase of unit cost to Rs. 566.7857 (Rs.793,500/1,400 units) due to lost 100 units. The 

total unit cost works out to Rs. 892.7857 in the Assembly Department after adding the 

material, labour and factory overhead unit cost in the adjusted unit cost from the 

preceding department.   

 

Disposition of Assembly Department Costs 
The cost of production report of Assembly Department shows a total cost of Rs. 

1,231,000 which is to be accounted for. The Assembly Department completed and 

transferred 1,200 units to the Finishing department at a cost of Rs. 1,071,343 (1,200 units 

X Rs. 892.7857). The remaining cost is assigned to the work in process inventory and is 

broken down by the various costs in process. When the cost of the ending work in 

process inventory of any department subsequent to the first is computed, the cost received 

from the preceding department must be included. 

 

The 200 units still in process in the Assembly Department which stood completed in the 

Cutting department at a unit cost of Rs. 529 were later adjusted at Rs. 566.7857 because 

of the loss of some of the units transferred. Therefore, the cost of 200 units in the 

Assembly department    which are still in process is amounting to Rs. 113,357 (200 units 

X Rs. 566.7857). 

 

The material, labour and factory overhead cost incurred by the Assembly department on 

these 200 incomplete units is to be added up in the cost from preceding department in 

order to arrive at the total cost of work in process ending inventory of Assembly 

Department. The work in process analysis indicates that the total material required on 

these 200 units was added so these were 100% complete as regards the material cost. 

However these 200 units were partially complete i.e by 25% with regard to labour and 

overhead cost. Therefore, the equivalent production for labour and overhead was 50 units 

(200 units X 25%). The material cost added on these 200 units was thus Rs. 40,000 (200 

units X Rs. 200), labour cost Rs. 4,500 (200 units X 25% X Rs.90) and factory overhead 

cost Rs. 1,800 (200 units X 25% X Rs. 36). The total cost added by the Assembly 

Department of the 200 units in process is Rs. 46,300 (Rs. 40,000 + Rs. 4,500 + Rs. 

1,800). This cost of Rs. 46,300 and the cost of Rs. 113,357 from Cutting Department 

works out to Rs. 159,657 which is the total cost of work in process inventory. The cost of 

1,200 completed units amounting to Rs. 1,071,343 and cost of 200 units ending work in 

process inventory of Rs. 159,657 totaling to Rs. 1,231,000 matches with the “total cost 

charged to the department” section of the cost of production report. 
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1.10 Finishing Department 
The cost of production report of the Finishing department is prepared on the basis of units as 

well as their cost received from the Assembly department and further cost added in the 

Finishing department for the works performed on these units. This report is presented as under:- 

    THE STEEL FABRICATING COMPANY 
Cost of production report of Finishing Department for January, 2014 

Quantity Schedule 
Units received from preceding department 1,200 
Units transferred to Finished Goods warehouse 1,000 
Units still in process (40% labour and factory overhead) 100 
Units lost in process        100 
Total units   1,200 
Cost charged to the department Total Cost   Unit Cost 
Cost from preceding department transferred in during the month. Rs.1,071,343 Rs. 892.7857 
Adjusted cost from preceding department Rs.1,071,343/1,100 units          – Rs. 973.9482 
Cost added by the department: 
Labour   Rs.   150,000 Rs.  144.2308 
Factory overheads  Rs.     60,000 Rs. 57.6923 
Total cost to be accounted for.  Rs. 1,281,343 Rs.1,175.8713 
 

Total cost accounted for as under:- 
Cost of units transferred to Finished Goods warehouse 1,000 units X Rs. 1,175.8713 =     Rs. 1,175,871.30 
Cost of work in process ending inventory: 
Adjusted cost from preceding department 100 units X Rs. 973.9482 = Rs.97,394.80 
Cost added by the department 
Labour 100 units X 40% X Rs. 144.2308  =                                          Rs.5,769.20 
Factory overheads 100 units X 40% X Rs. 57.6923 =                             Rs.2,307.70 Rs.105,471.70 
Total cost accounted for.  Rs.1,281,343.00 
Additional Computations: 
Equivalent units of production and unit cost. 
Labour: Units completed 1,000 
  Units in process 100 X 40%     40 
  Total equivalent units 1,040 
  Unit cost:  Rs. 150,000/1,040 units  Rs. 144.2308 
 

Factory overhead: Units completed 1,000 
       Units in process 100 X 40%      40 
       Total equivalent units 1,040 
Unit cost:  Rs. 60,000/1,040 units  Rs.57.6923 
 

 

The Finishing Department is the final processing department for production activities, 

therefore, the works completed is transferred to the Finished Goods warehouse. The 

accounting entry as mentioned on succeeding page will be recorded for transfer of cost of 

1,000 completed units from the Finishing Department. 
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General Journal 

Date Particulars LF Dr Cr 

xxx Finished Goods Account  Rs. 1,175,871.30  
       Work in Process Finishing Department   Rs.1,175,871.30 

 

1.11 Accounting Treatment for Lost Units 
The cost of production reports relating to the Assembly department and Finishing 

department indicate some lost units during processing. It was considered that the loss of 

units was noticed at beginning of the process and the loss was prorated over all good 

units and was within normal tolerance. Thus the loss of units resulted into increase in unit 

cost of remaining good units i.e the units completed and units still in process. However, 

other lost units situations sometimes differ from the aforesaid treatment. Therefore, such 

situations require application of the procedures that are explained in the forthcoming 

paragraphs. 

 

Timing of Lost Units 
Sometimes situations may arise when the cost of lost units does not pertain to the work in 

process ending inventory because the identification of lost units is noticed at a point 

beyond the stage of completion of the units still in process. For example, the loss of units 

may be noticed when the process is completed while the work in process inventory is still 

at some lower level of completion. Therefore, any loss for the lost units is to be 

apportioned over the completed units only which are called as good units while the work 

in process inventories will not share the loss of lost units. 

 

In order to explain the impact of lost units, assume that the 100 units lost in the Finishing 

department were discovered by the Inspection team after completion of the 

manufacturing process. Therefore, the revised unit costs based on the equivalent 

production for good units (completed units) plus lost units will be worked out. No cost 

adjustment of the preceding department unit cost is required as none of the cost of spoiled 

units is to be included in the cost assigned to the ending work in process inventory. The 

cost of completed units transferred to Finished Goods warehouse would include the cost 

of units completed plus the cost of spoiled units which is considered as normal spoilage. 

 

A revised cost of production report for the Finishing department based upon the 

foregoing analogy is prepared as under which can be compared with the cost of 

production report for the Finishing department prepared in preceding portion to ascertain 

difference.  
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The Steel Fabricating Company 
Cost of production report for Finishing Department for January, 2014. 

Quantity Schedule 
Units received from preceding department 1,200 
Units completed and transferred to Finished Goods warehouse. 1,000 
Units still in process (40% Labour and Factory overheads)  100 
Units spoiled/lost in process 100 
Total units.   1,200 
 
Cost charged to the department Total cost Unit cost 
Cost from preceding department Rs. 1,071,343 Rs. 892.7857 
Cost added by the department: 
Labour   Rs.    150,000 Rs. 131.5789 
Factory overheads  Rs.      60,000 Rs.   52.6316 
Total cost to be accounted for. Rs. 1,281,343 Rs.1,076.9962 
Total cost accounted for as under: 
Cost of completed units 1,000 units X Rs. 1,076.9962   = Rs. 1,076,996.20 
Add cost of 100 lost units: 
Cost from preceding department units 100 units X Rs. 892.7857   = Rs. 89,278.57 
Cost added: Labour   100 units X Rs. 131.5789 = Rs. 13,157.89 
         Factory overhead 100 units X Rs. 52.6316 = Rs.   5,263.16 
Total cost of spoiled 100 units added in cost of 1,000 units  Rs.107, 699.62 
Total cost assigned to 1,000 completed good units.  Rs. 1,184,695.82 
Add cost of work in process ending inventory: 
Cost from preceding department 100 units X Rs. 892.7857  = Rs. 89,278.57 
Cost added:  Labour 100 units X 40% X Rs. 131.5789  = Rs.   5,263.15 
Factory overheads 100 units X 40% X Rs. 52.6316  = Rs.   2,105.46    Rs.      96,647.18 
Total cost.     Rs.1, 281,343.00 
Additional computations:                    
Equivalent units of production and unit cost. 
Labour and factory overheads. 
Units completed  1,000 
Units in process 100 units X 40% 40 
Units spoiled   100 
Total equivalent units of production.  1,140 
Unit cost: Labour   Rs. 150,000/1,140 =  Rs.131.5789 
           Factory overhead    Rs. 60,000/1,140 =  Rs.52.6316 
 

In the foregoing example we have considered that the spoilage of lost units was 

extremely noticed after completion of process hence the lost units were considered 

complete in all respect. However, the spoilage may be noticed at any stage of processing 

say for instance at 60% or at 80%. In that case the labour and overhead cost attributable 

to spoiled units will be on the basis when spoilage was identified and accordingly the 

equivalent units of production will be modified. The equivalent production is worked out 

as under at 60% and 80% stage of completion of spoiled units:- 
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    Total Equivalent Production 
        
    At 60% stage At 80% stage 
 
Units completed  1,000 units 1,000 units 
Work in process 100 units X 40% 40 units 40 units 
Lost units 100 units x 60%, 100 x 80% 60 units 80 units 
Total equivalent production in units 1,100 units 1,120 units 
Units cost would be worked out as under:- 
Labour.    Rs.150,000/1,100         Rs.150,000/1,120 units 
Unit Cost   =  Rs.136.3636          =  Rs.133.9286 
Factory overhead.  Rs.60,000/1,100          Rs.60,000/1,120 units 
Unit Cost   =  Rs.54.5454 =  Rs.53.5714  
 

1.12 Normal and Abnormal Loss of Units 
During manufacturing process some units of production are lost or spoiled due to 

mishandling, inefficient technical equipment, normal evaporation, usual shrinkage, 

substandard yield, poor workmanship or failure due to poor technical performance. It is a 

common situation that some small percentage of spoilage on account of foregoing 

reasons is inevitable which is considered as normal loss of units. Such loss is within 

normal tolerance limits. Therefore, the cost of normal lost units is added in the cost of 

good units i.e the completed units. No cost of normal lost units is shared by the work in 

process ending inventory. 

 

However, a different situation emerges due to abnormal or avoidable losses that are not 

expected to arise under normal and efficient operating conditions. Such abnormal loss 

could have been avoided if efficient vigilance was carried out by the supervisors. 

Therefore, in order to deal with such inefficiency of the managers, the loss from 

abnormal spoiled units is separately identified and charged to Factory overhead or to the 

current period expense account which is reported as a separate item in the cost of 

production report. 

 

The presentation of normal and abnormal loss in the cost of production report of 

Finishing Department is given as here under. This report is based on the criteria that 4% 

of good units are considered as normal loss while the rest is treated as abnormal loss out 

of the total lost units. It is further assumed that the spoilage was noticed when the 

inspection was carried out at 90% stage of completion of the manufacturing process. 
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THE STEEL FABRICATING COMPANY 
COST OF PRODUCTION REPORT FOR FINISHING DEPARTMENT  

FOR JANUARY, 2014 
Quantity Schedule 
Units received from preceding department 1,200 
Units completed and transferred to Finished Goods warehouse. 1,000 
Units still in process (40% labour and factory overhead) 100 
Units spoiled (Normal 40 units, Abnormal 60 units) 100 
Total units accounted for. 1200      1,200 
Cost charged to the department:  Total cost Unit cost 
Cost from preceding department Rs.1,071,343 Rs. 892.7857 
Cost added by the department: 
Labour   Rs.   150,000  Rs. 132.7434 
Factory overheads  Rs.     60,000 Rs.  53.0973 
Total cost to be accounted for. Rs.1,281,343 Rs.1,078.6264 
Total cost accounted for as under: 
Cost of completed units. 1,000 units X Rs. 1,078.6264 =  Rs. 1,078,626.40 
Add cost of normal spoiled units: 
Cost from preceding department 40 units X Rs. 892.7857 = Rs.35,711.43 
Cost added: Labour    40 units X 90%  X Rs. 132.7434 = Rs.  4,778.76 
          F O H      40 units X 90% X Rs. 53.0973 = Rs.  1,911.51 
Total cost of normal 40 spoiled units   Rs. 42,401.70       Rs.    42,401.70 
Total cost assigned to 1,000 completed units.   Rs.1,121,028.10 
Cost of work in process ending inventory: 
Cost from preceding department 100 units X Rs. 892.7857 = Rs.89,278.57 
Cost added: Labour 100 units X 40% X Rs. 132.7857 = Rs. 5,309.74 
         F O H  100 units X 40% X Rs. 53.0973              = Rs. 2,123.89 
Total cost assigned to the work in process ending inventory  = Rs 96,712.20 Rs.  96,712.20 
Cost of abnormal loss charged to Factory overheads. 
Cost from preceding department 60 units X Rs. 892.7857 =  Rs.53,567.14 
Cost added: Labour 60 units X 90% X Rs. 132.7434  =  Rs. 7,168.14 
         F O H 60 units X 90% X Rs. 53.0973       =  Rs. 2,867.42 
Total cost assigned to the abnormal lost units.    Rs. 63,602.70      Rs.     63,602.70 
Total cost accounted for.  Rs.1,281,343.00 
 
Additional Computations: 
Equivalent units of production: 
Labour and Factory overheads. 
Units completed 1,000 
Units in process 100 X 40%      40 
Units spoiled 100 X 90%                     90 
Total equivalent units of production   1,130 
Unit cost 
Labour Rs. 150,000/1,130 units =          Rs. 132.7434 
Factory overheads Rs. 60,000/ 1,130 units = Rs.  53.0973 
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1.13 Addition of Materials and Impact on Production Cost 
In several industries the material is usually added in the process when the production is 

started, likewise garments, cement, steel, furniture and cloth industries. However, there 

are certain industries where some materials are also added in subsequent departments. 

The addition of materials have impact on the manufacturing costs of products as under:- 

 

A) Sometimes the addition of material in subsequent department increases the unit 

cost as the added material becomes a part of the product but does not increase the 

number of units like the automobile and pharmaceutical industries. 

B) The added material causes to increase the total number of units which decreases the 

unit cost. The example may be the soft drinks/ beverages, chemical paint and 

perfume industries where the carbonated water and other chemicals are added in 

subsequent departments when the product is being converted into finishing stage. 

Hence the cost of preceding department is prorated over the greater number of units 

causing to decrease unit cost. 

 

Increase in unit cost due to addition of material has been explained in the cost of 

production report of the Assembly department of The Steel Fabricating Company as put 

forth in the preceding pages where the addition of material of Rs. 280,000 increased the 

cost by Rs. 200 per unit. 

 

The decrease in unit cost due to increase in number of units through addition of material 

i.e carbonated water in the Bottling department of a Beverages industry is explained as 

here under. 

 

The beverages company has two processing departments, Mixing and Bottling. The 

ingredients and water are added in the Mixing department and the mixed material is 

shifted to the Bottling department for bottling the soft drinks after addition of carbonated 

water. The addition of carbonated water increased the number of units and consequently 

decreased the unit cost. A cost of production report of the Bottling department is drawn 

as under:- 
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BRITISH BEVERAGES COMPANY 
Cost of Production Report of Bottling Department 

for January, 2014 
Quantity Schedule 
Units received fro the Mixing department 100,000 
Units added in Bottling department through addition of material 100,000 
Total number of units. 200,000 
Units completed and shifted to warehouse  180,000 
Units still in process (material 100%, conversion 80%)   20,000 
Total number of units. 200,000 
 

Cost charged to the department Total cost Unit cost 
Cost from preceding department transferred in during the month    Rs.826,000 Rs.  8.26 
Adjusted cost of preceding department due to increase in units.          -- Rs.  4.13 
Cost added by the department: 
Material   Rs.  420,000 Rs. 2.10 
Labour   Rs.  490,000 Rs. 2.50 
Factory overheads  Rs.  186,200 Rs. 0.95 
Total cost to be accounted for. Rs.1,922,200 Rs. 9.68 
Total cost accounted for as under: 
Cost of completed units.  180,000 units X Rs. 9.68   =                      Rs. 1,742,400 
Cost of work in process ending inventory: 
Adjusted cost from preceding department 20,000 units X Rs. 4.13 = Rs. 82,600 
Cost added: Material.     20,000 X 100% X Rs. 2.10    Rs. 42,000 
  Labour. 20,000 X 80% X Rs. 2.50    Rs. 40,000 
          F O H  20,000 X 80% X Re. 0.95      =    Rs. 15,200 
Total cost of work in process ending inventory =   Rs.179,800 Rs.   179,800 
Total cost accounted for.   Rs. 1,922,200                  Rs.1,922,200 
Additional computations: 
Adjusted unit cost of preceding department: 
Total cost of preceding department/Increased number of units 
Rs. 826,000 / 200,000 = Rs. 4.13 per unit 
Equivalent units of production and unit cost: 
Material:  Completed units  = 180,000 
      Units in process 20,000 units X 100%      = 20,000 
      Total equivalent units. = 200,000 
      Unit cost:Rs.420,000 / 200,000 units  =  Rs. 2.10 
 

Labour :    Completed units = 180,000 
      Work in process 20,000 units X 80% = 16,000 
      Total equivalent units. = 196,000 
      Unit cost: Rs. 490,000 / 196,000 units  =  Rs. 2.50 
 

Overheads :  Completed units = 180,000 
           Units in process 20,000 units X 80%     = 16,000 
           Total equivalent units. = 196,000 
              Unit cost: Rs.186,200 / 196,000 units = Rs. 0.95  
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1.14 Costing Methods of Work in Process and Completed Units 
It is usual practice that the industries using the process costing system continue massive 

production activities from one period to the other. Some of the units in a production 

department may remain incomplete when the accounting period is expired. Such 

incomplete units are called the work in process ending inventories. The completed units 

are transferred to the next department while the work in process ending inventories of one 

accounting period become work in process opening inventories of the succeeding period. 

The left over works of opening work in process are completed along with works on other 

units. In this way, the production process is continued from period to period in the 

industries. 

 

Since the prices of the cost inputs fluctuate from time to time, therefore, the costs 

assigned to the left over jobs on the opening work in process units and the cost of other 

routine production units need attention so that cost is computed fairly for each segement. 

There are two methods for costing of units completed out of opening work in process 

inventories and the other units completed out of current production activities. These two 

costing methods are the following:- 

A) Weighted Average costing method. 

B) First in first out costing method. 

 

The workings and application of both the aforesaid methods are explained as here under:- 

 

A) Weighted Average Costing Method 
 The cost of material, labour and factory overheads etc incurred during the 

preceding period on the opening work in process inventories are merged with the 

cost of material, labour and factory overheads incurred during the current period on 

all production units including the opening work in process inventories. The total 

cost so determined is divided by the total equivalent production in order to work 

out weighted average cost of each unit. Thus the completed units do not distinguish 

the units completed out of the opening work in process inventories and the other 

units completed out of the current production. This is a simple method of costing 

but does not charge the costs accurately to the production specifically when the 

prices are fluctuating. 

B) First in First Out Costing Method 
 This method ensures to take care of the periodic costs assigned accurately to the 

units of production. Under this method the costs incurred in the previous period on 

opening work in process inventories are kept aside and the cost of left over jobs 

carried out during the current period are added up in order to first complete these 

opening work in process inventories. The cost of units completed out of current 

production is computed separately. Thus the unit cost of the production out of the 

work in process opening inventory will generally differ from the unit cost of the 

current period production as the prices of the cost elements fluctuate from period to 

period. 

 



Unit-4  Process Costing – Cost of Production Report   

 

98 

The cost of completed units transferred to the next department or to the Finished Goods 

warehouse will indicate the cost composition separately, first from the units completed 

out of the opening work in process, and secondly from the current period production. 

This is more accurate and fair costing method of production as compared to the weighted 

average costing method. 

 

After deliberations on the major two cost accumulation procedure i.e. job order and 

process costing, the next units 5 to 9 will explain almost the three cost elements of 

product i.e. material, labour and factory overheads. 

 

1.15 Self Assessment Questions 
1. Explain the distinguishing features of industries using the process costing system. 

2. Draw a comparison between Job Order Costing system and the Process Costing 

system. 

3. Describe the usual sections found in the cost of production report of a 

manufacturing industry. 

4. Describe the determination of Equivalent Units of Production and calculation of 

unit cost in process costing system. 

5. Explain as to how the cost of normal lost units and the cost of abnormal lost units is 

dealt with in the cost of production report. 

6. Allied Industries is applying process costing system. The Assembly department 

received 1,250 units from the Cutting department at the cost of Rs. 812,500.  After 

performing certain works, it transferred out 1,100 units to the Finishing 

department. The 100 units still in process were 90% complete as to labour but only 

60% were complete as to the overheads cost.  Materials were added in the Cutting 

department. The inspection was carried out at the end of the process when lost units 

were determined as normal loss. The Direct Labour cost of Rs. 434,000 and the 

Factory Overheads cost of Rs. 142,780 was incurred during the month of April, 

2014. 

 

Required: Prepare a cost of production report for the month of April, 2014 for the 

Assembly Department. 
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2. SUMMARY 
 

a)  In most manufacturing organizations the production costs are accounted for using 

one of the two cost accumulation systems, a Job Order system as described in unit 

No. 3, or a Process Costing System as discussed in this unit. 

b)  The process costing system is used in the organizations where identical products 

are manufactured in massive quantity. The total cost is prorated over the total 

equivalent production to calculate per unit cost. 

c) The cost is accumulated in a cost of production report which contains four sections 

namely, quantity schedule, cost charged to the department, total cost accounted for 

and the equivalent units of production with unit cost calculation. The cost of 

production report is prepared for each production department. 

d) The cost of completed units is transferred to the next department or to the Finished 

Goods Account while the cost of work in process ending inventory is retained in 

the same account/department. 

e) The accounting entries are recorded in the Cost Accounting record simultaneous to 

the incurrence of costs and movement of the units from one department to the other 

department involved in manufacturing process. 

f) The equivalent units of production are computed on the basis of assessment of 

stage of completion of work in process ending inventories plus units completed. 

g) The unit cost is computed by dividing the cost of material, direct labour and factory 

overheads by the equivalent units of production. 

h) The treatment of lost units is carried out according to the nature of loss. The normal 

loss is usually that part of the loss which cannot be avoided. The cost of normal lost 

units is added in the cost of good units (100% completed units). Thus the cost of 

completed units is enhanced by the cost of normal loss. The abnormal loss is 

occurred due to carelessness of the workers and managers. This loss is separately 

classified in the report so as to identify the cost of poor managerial control. 

However, through greater vigilance such loss can be avoided in future. 

i) The closing work in process inventory of one period becomes opening work in 

process inventory of the succeeding period which is first completed and the other 

units put into process are then worked. There are two costing methods for assigning 

the completion cost to the opening work in process inventories. The first method is 

the weighted average   costing method while the second method is the first in first 

out method. Any method can consistently be adopted by the organizations for 

costing of completed units. 
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3. ANSWERS TO THE SELF ASSESSMENT QUESTIONS 
 

Q.1 The students should refer paras 1.1 and 1.2 for answer. 

Q.2 The students should refer para 1.3 for answer.  

Q.3 The answer can be found in para 1.7 

Q.4 The students should consult para 1.8 for the answer. 

Q.5 The students should consult para 1.12 for answer. 

Q.6 This question is attempted as under:  
 

ALLIED INDUSTRIES 
Cost of production report for Assembly department for April, 2014 

Quantity Schedule  
Units received from Cutting department 1,250 
Units completed and transferred to Finishing department 1,100 
Units in process (90% labour and 60% factory overheads) 100 
Units lost (normal loss) 50          50 
Total units accounted for.  1,250 
Cost charged to the department Total cost Unit cost 
Cost from preceding department transferred in.  Rs. 812, 500 Rs. 650 
Cost added by the department: 
Labour   Rs. 434,000 Rs. 350 
Factory overheads  Rs. 142,780 Rs. 118 
Total cost to be accounted for Rs.1,389,280 Rs.1,118 
Total cost accounted for as under: 
Cost of completed units.  1,100 units X Rs. 1,118 = Rs.1, 229,800 
Add cost of normal lost units. 
Cost of Cutting department 50 units X Rs. 650  Rs.32,500 
Cost added: Labour 50 units X Rs. 350  Rs.17,500 
         F O H    50 units X Rs.  118  Rs.  5,900  
Total cost of normal loss added to good units  Rs. 55,900                 Rs.     55,900 
Total cost of completed units.  Rs.1, 285,700 
Cost of work in process ending inventory: 
Cost of Cutting department   100 units X Rs. 650  Rs. 65, 000 
Cost added:  Labour 100 units X 90% X Rs. 350     Rs.  31,500 
          F O H 100 units X 60% X Rs.  118       Rs.    7,080  
Total cost of ending work in process inventory  Rs. 103,580  Rs.103, 580 
Total cost accounted for.  Rs.1,389,280 
Additional computations: 
Equivalent units of production and unit cost. 
Cutting department   1,250 units      Unit cost: Rs. 812,500 / 1,250 units = Rs.  650 
Assembly department 
Labour: Units completed 1,100 
  Units in process 100 units X 90%       90 
  Lost units 50 
             Total units 1,240 
             Unit cost:  Rs. 434,000/1,240 units  Rs. 350 
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F O H:  Units completed 1,100 
  Units in process 100 X 60% 60 
  Lost units 50 
  Total units 1,210 
  Unit cost:  Rs. 142,780/1,210 units  Rs.118 
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4. ASSIGNMENT QUESTIONS 
 

Q.1 Process costing system is used in some manufacturing organizations. Explain the 

nature of such organizations.   

Q.2 Departmental cost of production report indicates the production and cumulative 

cost information.  Describe the contents of such Report. 

Q.3 What is the equivalent production?  Explain in terms of its effect on completed unit 

cost.  

Q.4 Shadman Manufacturing Company’s Department 2 costs for May, 2014 were 

extracted from the cost accounting record as under:- 

 Cost from Department 1. Rs.   32,640 
 Cost incurred by Department 2.  
 Materials  Rs.  86,830 
 Labour  Rs.112,200 
 Factory overheads Rs.  58,575 
 

The record shows that 12,000 units were received during the month from Department 1. 

The Department 2 transferred 7,000 units to the Finished Goods Warehouse. The work in 

process at the end of May were 5,000 units which were 100% complete as to the material 

cost but only 25% were complete as to the conversion cost. 

Required: Prepare a cost of production report for department 2. 
 

Q.5 Roshan Milling Corporation manufactures a product requiring processing in three 

departments, with all materials put into process in the first department.  During 

December 220,000 units were completed in department 1 at the total cost of Rs. 

352,000 and were transferred to the next department.  From this lot, department 2 

completed and transferred out  170,000  units incurring direct labour cost of Rs. 

52,360 and factory overhead cost of Rs.  26,180. The December 31, work in 

process inventory of department 2 is 44,000 units which were 25% complete as to 

direct labour and factory overhead cost.  The spoilage occurs at the end of process 

and is considered as normal loss.  

 Required:- Prepare a cost of production report for department 2 . 

Q.6 The Friends Company uses process costing system. The department B received 

14,000 units at the cost of Rs. 280,000. The department B costs were Rs. 24,000 for 

direct labour and Rs. 89,250 for factory overheads.  Normal spoilage is 5% of good 

output, inspection and identification of spoilage takes place at the 90% stage of 

completion. A total of 8,000 units were completed and transferred to Department C 

for further processing.  At the end of the month 5,000 units were still in process, 

estimated to be 60% complete as to the conversion cost. 
 

 Required: Prepare a cost of production report for department B. 
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INTRODUCTION 

 

Material and supplies are required for production of goods/merchandise in the 

manufacturing organizations. In industrial productions, about fifty percent of the total 

manufacturing cost consists of the material cost. It is, therefore, very essential to enforce 

adequate controlling techniques right from the procurement to consumption of materials 

in every factory.  

 

This Unit deals with the various techniques applied in the organizations in connection 

with planning and budgeting of material requirements, purchase, determination of 

inventory levels, quantum of purchase, procedures adopted for procurement, maintaining 

accounting record for recording and issuance of materials. Certain practical illustrations 

have also been given at different steps to actually understand the procedures being 

followed in the industrial units for material and stores transactions and their recording in 

financial and cost accounts. 

 

OBJECTIVES 
 

The study of this unit, which is related to Materials Controlling and Quantitative 

Modeling, will enable the students to understand rather become well conversant with the 

undernoted points for practical applications while performing functions, when entrusted 

upon, in any manufacturing enterprise:- 

a) Determine the material requirements based upon planned production, 

b) Recognize the significance of material inventory which involves millions of rupees 

investment in the organization, 

c) Watch store keeping effectiveness to protect from pilferage and deterioration of 

material inventory, 

d) Apply multiple techniques for controlling and protecting the valuable property of 

material, 

e) Compute and fix the material inventory levels, 

f) Follow proper purchase procedure for procurement of material, 

g) As to what type of documentation in procurement, inspection and issuance of 

material inventories are used in the organizations, 

h) Compute the Economic Order Quantity for every purchase transaction, 

i) Consider Ordering and Carrying costs while procuring the materials, 

j) Understand as to how a proposal for bulk supply with discount offer is evaluated. 
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1.1 Description and Meanings of Materials  
The material is a prime substance of any product manufactured in a factory. It is the first 

cost element out of the three cost elements of the manufacturing cost which includes 

Material, Labour and Factory Overhead Costs. 

 

The term material may be defined as “anything that can be physically seen, touched or 

used and can be stored for current and future use for any purposes”. From the 

manufacturing business prospects, the material includes the raw material which is 

consumed for manufacturing products by conversion of its shape into a finished output.  

 

The material can be classified into two broad categories, viz, 

A) Direct Material, and 

B) Indirect Material. 

 

A) Direct Material 
 The raw material which constitutes basic substance of a product and can 

conveniently be identified from the finished product, is called as direct material. 

The wood for furniture, cloth for garments, plastic sheets and steel bars for chairs 

and cotton for manufacturing yarn/cloth are identified as direct material. It is just 

impossible to produce the goods without direct material. Therefore, direct material 

is an integral and essential part of the products. 

B) Indirect Material 
 The small items of material and supplies which are used for producing goods but 

cannot conveniently be identified from the finished product and their cost cannot be 

traced easily are called as “indirect material”. The nails, glue, polishing material 

and other similar small items are the examples of indirect material in the 

manufacturing of furniture. Such items are also named as factory supplies or 

manufacturing supplies.  

 

The direct and indirect materials and supplies are accounted for jointly in the Material 

Account when purchased. The classification of direct and indirect is carried out according 

to its nature when it is issued for consumption in manufacturing the products. 

 

1.2 Essentials of Controlling of Materials 
 

A) Significance 

 The material is an item of inventory which is procured before consumption. The 

material inventory requires a significant volume of investment by the organization. 

Similarly, the material cost is considered at about half of the total cost of 

production. Therefore, adequate and effective control over material inventory has 

assumed significant importance almost in every enterprise.  

B) Material Controls 

 The material inventory controls may be defined as “a systematic procedures, rules 

and regulations strictly followed in the enterprise on procurement, storage and 
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consumption of materials in order to maintain an even flow of production process 

and at the same time ensure minimum investment in the material inventories”. The 

efficient control over material inventory leads to possible economy in the cost of 

production as it leads to eliminate losses from wastage, pilferage and damages. 

Therefore, the enterprise must implement comprehensive system of material 

inventory controls to cover procurement system, storage system, issuance for 

production and determining stock levels for each type of materials. These controls 

are exercised in dual aspects. One is related to accounting control of materials 

which deals with safeguarding of material property by appropriate recording of 

receipt, consumption and balance held in stock. The second is operating control 

which is concerned with maintaining material inventory at the optimum level, 

keeping in view the operational requirements and financial resources of the 

organization. Keeping the material stocks within maximum and minimum levels, 

the material inventories are automatically maintained at the optimum levels. 

 

1.3 Objectives of Material Inventory Controls 
The broad objectives of material inventory controls are listed below:- 

1)   The material requirements should appropriately be planned and properly worked 

out on the basis of anticipated level of production to meet budgetary limits. 

2)   Proper coordination system be evolved amongst the departments involved in the 

procurement, inspection, warehousing and accounting of materials. 

3)   The material inventory should never face under stocking as it leads to stoppage of 

production of commodities which may result into significant losses to the 

enterprise in the shape of production run costs and loosing customers as well.  

4)   The material inventory should always be maintained at adequate level apart from 

safety stock which should meet only the current running requirements of 

production. Thus no over stocking of material inventory be made, for fear of stock 

outs, as it leads to engagement of considerable financial resources which may 

involve extra expenses ultimately reducing profits. The over stocking may also 

result into obsolescence losses where the material is technically or physically 

deteriorated. 

5)   The purchase of materials should be centralized. This means that all purchases be 

carried out by the Procurement Department to avoid un-coordinated buying efforts 

by all departments. Thus the centralized procurement ensures most competitive 

prices due to bulk quantities which causes economy in costs. 

6)  The quality of material as per requirements is also to be ensured because of 

availability of expertise and professionals in the central procurement department of 

the enterprise.  

7)   Standard forms relating to material requisitions, purchase orders, inspection, 

issuance and transfer of material from one job to the others be used to regulate 

materials movement safely and appropriately. 

8)   Proper inspection of materials be carried out by an Inspection Committee to verify 

that the material inventory delivered by the vendor is according to the order in 

specifications and quantity wise. 
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9)   The organization must maintain adequate space and soothing conditions to store 

material inventory to avoid losses through damages, mishandling or thefts. 

10)  The frequent orders of small quantity or few orders of large quantity of material 

purchase be avoided as it involves excessive ordering and carrying costs of material 

inventory. 

11)  The organization should use perpetual inventory system for maintaining record of 

movement of material inventory for receipt and issuance as it provides the updated 

information of balance of inventory at any time. 

12) The organization should use a good method of appropriate classification and 

codification of material inventory to ensure control over movements.  

13)  An efficient system of internal audit and internal check should be adopted by the 

organization so that all transactions of material are checked by reliable and 

independent officials. 

 

1.4 Techniques of Material Inventory Controls 
The level of techniques adopted by various organizations depend on the volume or level 

of activities being performed in it. The small organizations may need only few of these 

techniques while the large organizations, where multiple manufacturing activities and 

products are conducted, would need application of these various controlling techniques 

efficiently to reap greater benefits. Some of the material controlling techniques are listed 

below:- 

1) Preparation of material budget, 

2) Determination of Ordering level, Minimum level, Maximum level and Danger 

level,  

3) Determination of Economic Order Quantity, 

4)  Implementation of proper Purchase Procedure, 

5)  Payment for purchase of materials, 

6)  Proper storage and issuance of materials, 

7)  Inventory Turnover Ratio, 

8)  Periodic physical counting and verification of material inventory. 

 

All the above material inventory control techniques are elaborated in the succeeding 

paras.  

 

1.5 Preparation of Material Budget 
The material budget is determined on the basis of planned production during an 

accounting period. The production plans are analyzed in terms of each item of raw 

material, supplies, parts and their quantities and the particular times at which the material 

and parts etc are required to be available in the warehouse of the factory. This analysis is 

carried out on the basis of planned production quantities of products and the material 

specifications for each product as prepared by the production engineering. The decision, 

whether to make or buy any parts required in the products is taken on the basis of cost 

economy factor. The financial involvement on each type of material is then worked out to 

line up adequate funds/resources before initiating procurement activities. 
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1.6 Determination of Material Inventory Levels 
After working out the total material inventory requirement for production during the 

period, most of the large companies adopt a scientific approach of fixing stock levels. 

These steps include determination of the ordering, maximum, minimum and danger 

levels so that timely attempts for procurement are initiated to adhere to the predetermined 

levels of inventory and to continue manufacturing activities interruption free. When the 

procurement of material inventory is carried out adhering to the foregoing levels, the 

availability of materials, supplies and parts inventory are automatically ensured in the 

organization. These levels are not a permanent feature rather are subject to variate to suit 

the changing circumstances from time to time on quantum of production and the duration 

of lead time. The fluctuation in stock levels may also be due to shortage of stocking space 

and scarcity of funds. The techniques for determination of various inventory levels are 

explained here under:- 

 

A) Ordering Level 
 This is the level of inventory at which point of time the purchase requisition is to 

be initiated by the Warehousing Department so as to carry out the process of 

procurement of fresh supplies. The Ordering level is safely fixed somewhere within 

the maximum level and minimum level. The Ordering level is fixed in such a way 

that upon receipt of fresh supplies the total quantity of material inventory should 

not exceed the maximum level of inventory rather it should be within the maximum 

and minimum levels. The ordering level of material inventory can be determined 

with the help of the following formula: 

 Ordering level = Maximum daily consumption X Maximum reordering time 

 Here the maximum daily consumption means the number of maximum material 

units which can be used during the day considering excessive usage which we may 

consider for example at 350 units. The maximum reordering time means the total 

time required from initiation of purchase demand, processing time of procurement 

and the lead time allowed to the supplier for delivery which we may consider for 

example, 20 days. 

 The Ordering level from the foregoing data can be developed as under:- 

 Ordering level = 350 units X 20 days 

  = 7,000 units 

 When the material stock level reaches at 7,000 units the procurement process must 

be initiated by the organization. 
 

B)  Minimum Level 
 This is the most minimum rather lowest level in quantitative terms of material 

inventory. The stock should never fall down below this level otherwise there is 

every likelihood of stoppage of production. This level is computed through the 

following equation:-  

 Minimum level = Ordering level – (Average daily consumption X lead time) 

 The minimum level is worked out by taking the data as under:- 

 Ordering level 7,000 units 

 Average daily consumption    300 units 
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 Lead time  15 days 

 Minimum level  = 7,000 units – (300 units X 15 days) 

    = 7,000 units – 4,500 units 

    = 2,500 units 

 The lead time is the time of delivery for fresh supplies as promised and agreed by 

the vendor. The minimum level of 2,500 units can face any eventualities of delay in 

delivery of fresh order etc. 

 

C)  Maximum Level 
 This is the highest level of stock, above which the stock should not normally be 

allowed to rise. This is computed through the following equation:- 

 Maximum level = Ordering level + E O Q – (Minimum daily consumption X lead 

time) 

 The following data is adopted for working out the maximum level of inventory:- 

  Ordering level 7,000 units 

  Economic Order Quantity (EOQ) 9,800 units 

  Minimum daily consumption  275 units 

  Lead time 15 days 

Maximum level  = 7,000 units + 9,800 units – (275 units X 15 days) 

  = 16,800 units – 4,125 units 

  = 12,675 units 

 

D)  Danger Level 
 Ordinarily the material inventory should not fall below the minimum level. 

However, if due to certain unavoidable circumstances for delay in delivery by 

vendor or by abnormal consumption, if the inventory falls below minimum level 

then the next level is set which is called as the danger level. The danger level 

denotes the quantum of material inventory available for consumption during the 

period when the inventory can be procured on urgent basis to avoid stoppage of 

production process. The formula for calculation of danger level is as appended 

below:- 

 Danger level = Average daily consumption X Lead time for urgent delivery 

 Danger level = 300 units X 4 days 

        = 1,200 units 
 

1.7 Illustration for calculation of Material Inventory Levels 
The consumption forecasts of two Materials “X” and “Y” are appended below: 

 

   MATERIAL X MATERIAL Y 
Economic Order Quantity (EOQ) 8,945 units 8,000 units 
Lead time  10 days 6 days 
Lead time for urgent delivery 3 days 2 days 
Maximum daily consumption 300 units 250 units 
Minimum daily consumption 200 units 150 units 
Average daily consumption 250 units 200 units 
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Required: 
Calculate the following levels for each of the material inventory:- 
1) Ordering level 
2) Minimum level 
3) Maximum level 
4) Danger level  
 

Solution 
1)  Ordering Level 
 Formula: Ordering level  = Maximum daily consumption X Maximum reordering time 
 MATERIAL X = 300 Units x 10 DAYS 
   = 3,000 Units 
 MATERIAL Y       = 250 Units X 6 DAYS 
   = 1,500 Units  
 
2 ) Minimum Level 
 Formula: Minimum level  = Ordering level – (Average daily consumption X Lead time) 
 MATERIAL X   = 3,000 Units – (250 UNITS X 10 DAYS) 
   = 3,000 Units – 2,500 UNITS 
   = 500 Units 
 MATERIAL Y  = 1,500 Units – (200 UNITS X 6 DAYS) 
   = 1,500 Units – 1,200 UNITS 
   = 300 Units 
3)  Maximum Level 
 Formula: Maximum level = Ordering level + EOQ – (Minimum daily consumption X Lead 

time) 
 MATERIAL X = 3,000 Units + 8,945 UNITS – (200 UNITS X 10 DAYS) 
   = 11,945 Units –2,000 UNITS 
   = 9,945 Units 
 MATERIAL Y = 1,500 Units + 8,000 UNITS – (150 UNITS X 6 DAYS) 
   = 9,500 Units – 900 UNITS 
   = 8,600 Units 
4 ) DANGER LEVEL 
Formula: Danger Level = Average daily consumption X Lead time for urgent delivery 
 MATERIAL X = 250 Units X 3 DAYS 
   = 750 Units 
 MATERIAL Y  = 200 Units X 2 DAYS 
   = 400 Units 
 

1.8 Economic Order Quantity 
The Economic Order Quantity (EOQ) is the amount of inventory ordered for acquisition 

at one time that ensures to minimize the annual inventory cost. In case a company buys 

materials frequently, in small orders, it will incur high ordering cost. Conversely in order 

to reduce high ordering cost, if the orders are placed in large quantities, the cost of 

carrying the inventory is enhanced because of sizeable investment in the inventory. 
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Therefore, the optimum quantity to order at a given time is determined by balancing the 

two factors, one is the ordering cost while the other is carrying cost of inventories. The 

too low inventory stock can disrupt the production process resulting into loosing the 

customers and too high inventory adversely affect the carrying costs. Therefore, an 

equilibrium amongst the two cost factors is desirable which can be achieved when the 

orders for procurement are placed at economic order quantity. Following is the formula to 

calculate the Economic Order Quantity (EOQ):- 

 

 EOQ = 
%

2

CCUC

OCAR




 

 

Where: AR = Annual Requirement in Units, 

 

  OC = Ordering Cost for each order 

 

  U C = Unit Cost 

 

  CC% = Carrying Cost percentage 

 

The following data is taken for computing the Economic Order Quantity:- 

AR = 300 units per day for 300 working days in a year after excluding holidays and shut downs. 

 

OC = Rs. 400 per order 

 

UC = Rs. 5 

 

CC% = 15% 

 

The EOQ is now determined as under:- 

          

EOQ  =   CC%   / UCOC  2 AR    

 

= 15%  5 Rs. / 400 Rs.  2  days 300  units 300   

 

= 75.0/000,000,72  
    

= 000,000,96  

        

 = 9,798 units 

 

Given the above data when every order is placed for 9,798 units as against the total 

annual requirements of 90,000 units (300 units X 300 days) both the annual ordering cost 
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and annual carrying cost will be at minimum most rather these costs will match with each 

other as elaborated in the succeeding paras. 

 

A) Annual Ordering Cost 

 The Ordering Cost comprises the cost on preparation of requisitions, advertisement 

for calling quotations and tenders, communication and correspondence cost, 

purchase orders, handling incoming shipments, inspection reports and other allied 

activities. These costs vary from one to the other enterprise. The annual ordering 

cost is worked out with the help of the following formula:- 

 Annual Ordering Cost  = AR X OC / EOQ 

 Where: AR   = Annual Requirement in Units 

 OC    = Ordering Cost per order 

 EOQ    =  Economic Order Quantity 

 

 Taking the same data as in calculation of EOQ, the Annual Ordering Cost (AOC) is 

worked out as under:- 

 AOC = 300 units X 300 days X Rs. 400 / 9,798 units 

  = 36,000,000 / 9,798 units      

  = Rs. 3,674 

 The total Annual Ordering Cost will work out to Rs. 3,674 when several orders, 

each of 9,798 units, for procurement of total 90,000 units ( 300 units X 300 days ) 

are placed in a year. 

 

B) Annual Carrying Cost 
 When the material inventory is purchased, it involves several types of costs which 

comprise the following:- 

 

  Costs of carrying inventory  Estimated percentage of  
    basic cost of inventory 
 a) Interest on investment for purchase of material inventory 10% 
 b)  Rentals of ware-house 2% 
 c) Handling charges 1% 
 d) Deterioration and shrinkage 1% 
 e)  Obsolescence 1% 
  Total carrying cost of inventory 15% 
 

The cost of carrying inventory is often expressed as percentage of the average investment as 

stated above. The carrying costs fluctuate directly in relation to keeping high or low level of 

inventory. The total annual carrying cost (ACC) is calculated through the following formula:- 

 A C C  = EOQ X UC X CC% / 2    

The ACC is now worked out as under:- 

 A C C  = 9,798 units X Rs. 5 X 15 % / 2 

  = 7,348/2 

  = Rs. 3,674 
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Total Annual Carrying Cost of Rs. 3,674 will be incurred by the enterprise when the 

orders on procurement of material inventory are placed on EOQ (9,798 Units) basis every 

time for procurement of total annual requirement of 90,000 units (300 units X 300 days). 

 

C) Total Annual Inventory Cost/Expense 
The total annual inventory cost is computed when annual ordering cost and annual 

carrying cost is merged together. The annual inventory cost as per workings in the 

preceding paras is as under:-  

i)  Annual ordering cost  Rs.  3,674 

ii) Annual carrying cost  Rs.  3,674 

 Total annual inventory cost.  Rs.  7,348 

 

D) Number of Orders Placed Annually 
This is determined when annual required units are divided by EOQ units as shown 

below:- 

 AR/EOQ = 300 units X 300 days / 9,798 units 

  = 90,000 units / 9,798 units 

  = 9.18 orders 

  Say 9 orders 

 

In order to procure total 90,000 units required in a year, the enterprise will place 9 orders 

of 9,798 units each. However, the 9
th
 order may be somewhat of higher figure to 

compensate the fraction found in calculating the number of orders. 

 

E) Frequency in Days of Placing the Orders. 
The frequency in days means the interval of days in placing the next order for purchase of 

material units. Since a year has 365 days, therefore, the 365 days will be divided by the 

total number of orders to be placed in a year. This is worked out as appended below:- 

Frequency in days = No. of days in a year/ No. of orders 

       = 365 days / 9 orders 

       = 40 days 

 

This indicates that every order based on Economic Order Quantity will be placed after 

every 40 days interval to meet the total requirement of material units at most economical 

costs. 
 

It may be added that the Economic Order Quantity, Annual Ordering Cost, Annual 

Carrying Cost and Annual Inventory Cost on acquisition of material inventory is 

premised upon the understanding that the production activities in an organization will 

continuously be carried out scientifically and there would be no variations. But 

practically it is difficult to operate evenly throughout the year. There may be certain 

fluctuations in demands due to falling of festivals, change in seasons and shut downs of 

technical facilities in the factory due to faults and its repair and maintenance after some 

intervals. Therefore, the management will have to readjust the procurement quantity of 

material items accordingly when ever felt necessary. 
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1.9 Implementation of Proper Purchase Procedure 
In large organizations, the functions of purchase of materials are usually entrusted upon 

the Procurement Department. This department ensures the acquisition of required 

materials at most competitive prices with specified quality. The organizations usually 

have the Purchase Procedure in writing, mentioning various steps to be undertaken for the 

purchases, to facilitate the concerned staff to implement it properly. The Government of 

Pakistan has framed Public Procurement Rules, 2004 which are followed by all 

government departments and the public sector organizations at the time of procurement 

of materials, merchandise and services. Almost similar rules are followed by the private 

sector organizations as these rules are based upon the natural phenomenon of buying at 

most competitive rates and value for money, apart from maintaining complete 

transparency in purchasing functions.  

 

The steps to be undertaken for purchases are normally in the following sequences:- 

1) The Purchase Requisition (Exhibit 5 – A) is initiated by the Warehousing 

department when the inventory level of any item is at the verge of its Reordering 

level. 

2)  The purchase of material can be classified into three categories. One, which 

involves small cost and is purchased directly by the Purchase Committee by 

visiting market, taking rates from different dealers and buying from the lowest 

bidder. The second category is that of a medium level financial involvement 

purchase for which quotations are invited from the listed suppliers and after 

opening quotations by the Tender Committee, the purchase order is issued to the 

lowest bidder. The third type of purchase involves heavy cost. The Procurement 

Department invites sealed tenders openly from all the prospective bidders which 

are opened on a prefixed date by a Committee and prepares a price comparison 

statement (Exhibit 5 – B) to determine lowest bidder which is recommended for 

approval of the competent authority in the company. 

3) The Purchase Order (Exhibit 5 – C) is issued to the approved lowest bidder 

indicating the details of items with quantity, prices, delivery time and place of 

delivery. 

4) A Goods Received Note (Exhibit 5 — D) is prepared by the Warehousing 

Department on the basis of items delivered by the Vendor. 

5) The Inspection Committee verifies whether the received material is according to 

the order in quantitative and qualitative terms for acceptance (Exhibit 5 – E). Any 

discrepancies, if found are notified accordingly. 

6) When the organizations require similar items repeatedly during a period, the 

quotations/tenders can be invited on perpetual supply basis during a specified 

period. Therefore, the bidders will have to maintain quoted rates for a longer 

period, say one year or so. This facilitates the organization to avoid invitation of 

quotations/tenders for the same item time and again. 
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EXHIBIT 5 – A 
 

 
ABC COMPANY LTD 

PURCHASE REQUISITION 
 

NO: .......................................................................  

Date: .....................................................................  

Date by which material required ...........................  

 

S.NO. Description of Items Store Code No. Quantity Required Remarks 

1. ………………………. ………………… ……………………. ………………… 

2. ………………………. ………………… ……………………. ………………… 

3. ………………………. ………………… ……………………. ………………… 

4. ………………………. ………………… ……………………. ………………… 

 

Prepared by……………………  Approved by………………………………... 

 

 

EXHIBIT 5 – B 
 

 
ABC COMPANY LTD 

PRICE COMPARISON STATEMENT 
 
Description of Items Company – D Company – E Company – F Company – G 
  Rate Rs. Rate Rs. Rate Rs. Rate Rs.  
1…………………….. ……………… ………………. ………………. ………………. 

2…………………….. ……………… ………………. ………………. ………………. 

3…………………….. ……………… ………………. ………………. ………………. 

4…………………….. ……………… ………………. ………………. ………………. 

 
Findings: 
Company – F was found lowest bidder in all the four items, hence this bidder is recommended for award 
of supply order. 
 
Signatures of members of the Tender Committee:………………………………………………………………… 
 
Approved by…………………………………………………………(Competent Authority) 
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EXHIBIT 5 – C 
 

 

ABC COMPANY LTD 
PURCHASE ORDER 

Reference No…………………………… Date:……………………… 
 

Company F (Supplier) 
Islamabad 
 

Dear Sir, 
We are pleased to inform you that the rates quoted by you vide your tender reference no………………… 
dated:…………………… have been approved by the competent authority. We therefore, place an order for 
supply of the items at the quoted rates as described below:- 
 
S. No. Description of Items Quantity Rates Total Cost 

1. …………………….. ………. ……… …………… 

2. …………………….. ………. ……… …………… 

3. …………………….. ………. ……… …………… 

4. …………………….. ………. ……… …………… 

All the above items may be delivered at our Warehouse located at our premises within 15 days at your 
own risk and cost. The packing of all the items must be proper and adequate to safeguard from damages. 
The payment will be released within 10 days of delivery after inspection by our team. 
 
   Yours Sincerely, 
 

 
Copy to: 1)  Warehousing Department  (Purchase Officer) 
 2)  Accounts Department 

 

EXHIBIT 5 – D 

     
 

ABC COMPANY LTD 
GOODS RECEIVED NOTE 

GRN No:…………………………… Date of Delivery:…………………... 
 
Purchase Order No……………………….. Date:……………………….. 
Name of Supplier:…………………………. 
Details of Items Received: 
 
S. No. Description Code No. Quantity Received Unit Cost Total Cost Remarks 
 of Item 
1. ………….. ………… …………………… …………. ………… ………… 
2. ………….. ………… …………………… …………. ………… ………… 
3. ………….. ………… …………………… …………. ………… ………… 
4. ………….. ………… …………………… …………. ………… ………… 
 
Signature of Store-Keeper  Signature of Store Manager 
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EXHIBIT 5 – E 
 

 

ABC COMPANY LTD 
MATERIAL INSPECTION REPORT 

 
Purchase Order No……………………….. Date:……………………….. 
Goods Received Note No………………..  
Name of Supplier:………………………… 
 
Details of Items Inspected: 
 
S. No.  Description of Items Code No. QUANTITY Reasons of 

    Received Accepted Rejected Rejection 

1. ………………………. …………. …………. …………. …………. ……………. 

2. ………………………. …………. …………. …………. …………. ……………. 

3. ………………………. …………. …………. …………. …………. ……………. 

4. ………………………. …………. …………. …………. …………. ……………. 

 
Signature of Members of Inspection Team:……………………………….. 
    

 

1.10 Payment for Purchase of Material  
After delivery of material, the supplier will submit an Invoice to the Procurement 

Department for arranging payment as agreed in the Purchase Order. This invoice 

accompanied with the other supporting documents as detailed in para 1.9 will be 

forwarded by the Procurement Department to the Accounts Department for release of 

payment to the Supplier. The Accounts Department will prepare a Payment Voucher and 

a cheque for the due amount and after approval, will send the cheque to the supplier 

within agreed period. The Material Account is debited and Bank Account is credited for 

the payment. 

 

1.11 Proper Storage and Issuance of Material 
The Stores Manager and Stores keeper of the Warehouse department are responsible for 

safeguarding the materials by placing it in proper Bins or other storage spaces until 

required for production. During the period of storage of materials, appropriate 

temperature level will have to be maintained to avoid the material from any deterioration. 

 

The Bin Cards (Exhibit 5 – F) are used for recording the transactions of every type of 

material which may be attached with the Storage Bins, racks or other containers to 

indicate quantity of each type of material received, issued and balance available. 

 

The material items are issued to the production department on the basis of approved 

Material Issuance Requisition (Exhibit 5 – G) by taking signatures of the person 
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receiving these items on it. Necessary entry in the Bin Card is inserted by the Store-

keeper for issuance of Material. A copy of this Material Issuance Requisition is 

forwarded to the Cost Accounting department for recording the cost of material issued to 

the production by debiting Work in Process Account and crediting Material Account. 

Any material left unused in the production department is returned to the Warehouse 

department and the quantity of material returned is entered in the Bin card and accounting 

entry is recorded by debiting the Material Account and crediting the Work in Process 

Account by the Cost Accounting department for the cost of material so returned. 

 

EXHIBIT 5 – F 
 

 

ABC COMPANY LTD 
BIN CARD 

 
Description of Material…………………………. 
Store Code No………………………………….. 
Specifications…………………………………… 
Location of Store……………………………….. 
 
Date Quantity Received Quantity Issued Balance Quantity Remarks 
15 Sept. 2014 …………………… ………………… ………………….. ……………… 
20 Sept. 2014 …………………… ………………… ………………….. ……………… 
24 Sept. 2014 …………………… ………………… ………………….. ……………… 
28 Sept. 2014 …………………… ………………… ………………….. ……………… 
 
Posted by:……………………………..  Authorized By:…………………………... 

 

EXHIBIT 5 – G 
 

 

ABC COMPANY LTD 
MATERIAL ISSUANCE REQUISITION 

 
Requisition No:…………………………………….. 
Name of Production Department………………… 
Batch/Job/Process No:…………………………… 
 
Please arrange to issue the following items: 
 
S. No. Description of Items Store Code No. Quantity Unit Cost Total Cost Purpose 
1. …………………….. ………………. ………. …………. ………….. …………. 
2. …………………….. ………………. ………. …………. ………….. …………. 
3. …………………….. ………………. ………. …………. ………….. …………. 
4. …………………….. ………………. ………. …………. ………….. …………. 
 
Prepared by:………………………………………..  Received by:…………………………….. 
Authorized by:………………………………………  Issued by:………………………………... 
Approved by:……………………………………….  Posted by:……………………………….. 



Unit-5  Materials: Controlling and Quantitative Modeling   

 

 120   

1.12 Inventory Turnover Ratio 
The inventory turnover ratio is computed by dividing the total cost of material consumed 

during the period by the average cost of material inventory. This ratio indicates as to how 

much efficiently the stock policy is being adopted by the management of the enterprise. 

Higher ratio of inventory turnover shows the number of times in a year the stock was 

used up and replenished. 

 

Suppose the cost of material used during the period was amounting to Rs. 450,000 and 

average inventory was amounting to Rs. 50,000 (opening inventory Rs. 40,000 plus 

closing inventory Rs. 60,000 divided by 2) the Inventory Turnover ratio is worked out as 

appended below:-  

 Rs. 450,000/Rs. 50,000 = 9 times 

 

The 9 times ratio indicates that the inventory was replenished 9 times during the year. If 

during last year, this ratio was 8 times, then during the current year we have invested 

lower funds in inventory by moving fast. This is considered a better performance of the 

management during the current period.  

 

1.13 Periodic Physical Counting and Verification of Material Inventory 
The Bin Cards maintained in the Warehouse department indicate the balance quantity of 

each type of Material Inventory at any time. Similarly the Store Ledger Cards maintained 

in the Accounting Department, under perpetual inventory system, also indicate the 

balance quantity of every type of Material Inventory at any time. The physical counting 

and verification of material inventory actually available in warehouse is conducted at 

different intervals in the organization, say monthly, quarterly or annually so as to 

reconcile the record with the inventory actually available. The reasons of variance may be 

due to omission of recording of receipt, issuance, returns or incorrect quantitative entry 

for receipt, return or issuance of material, pilferage due to evaporation, natural 

exhausting, theft or other factors. The physical counting and verification of material 

inventory is conducted by a team constituted by the management. The reasons of 

deficiencies or excessive inventories are investigated so as to curtail such discrepancies in 

future. 

 

If it is considered that the value of discrepancies is of a negligible value then the Cost of 

Goods Sold Account is debited and the Material Inventory Account is credited. In case 

considerable value of discrepancies is noticed then the cost is charged to the 

Administrative Expense Account which reflects mismanagement in the organization. A 

further thorough investigation is needed as significant volume of discrepancies are 

usually resulted from the slackness of warehousing staff. This carelessness can be 

dangerous for the organization as the material is a valuable property which must be 

safeguarded adequately to protect it from pilferage and thefts. A greater vigilance 

exercised over movement of material inventory can meet the objectives of reducing the 

discrepancies. 
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1.14 Comparison of Annual Inventory Cost of Traditional Quantity 

Purchase with Economic Order Quantity Model 
 

Some of the organizations apply traditional approach for purchase of material inventories 

in bulk quantities without knowing the impact of annual inventory cost comprising the 

annual ordering and carrying costs. Such approach reduces the ordering cost but increases 

the carrying cost. Thus such organizations incur significant additional carrying costs, 

adversely affecting the profitability. Contrary to it, the Economic Order Quantity 

modeling minimizes such annual inventory cost. A comparison of traditional approach 

with Economic Order Quantity modeling is drawn by considering the following data: 

 

Activity 
ABC Industries have been procuring Material “Y” for production semi-annually of 1,000 

units at Rs. 40 each. The ordering cost is Rs. 300 while carrying cost is 16 %. The 

comparison of annual inventory cost based on traditional existing approach with the 

Economic Order Quantity approach is as under:- 

 

Solution: 
ANNUAL INVENTORY COST UNDER EXISTING APPROACH: 

ANNUAL ORDERING COST: = AR   OC /EOQ 

= 1,000 units   2 X Rs. 300 / 1,000 units 

= 600,000/1,000 

= Rs.600 

 

Here 1,000 units have been considered as alternate to the EOQ for working purposes. 

ANNUAL CARRYING COST: = EOQ   UC X CC% / 2 

   = 1,000 units   Rs. 40   16 % /2 

   = 6,400 / 2 

   = Rs. 3,200 

 

Total Annual Inventory Cost: 
 Annual Ordering Cost    Rs.    600 

 Annual Carrying Cost Rs. 3,200 

  Total   Rs. 3,800 

 

Now the total Annual Inventory Cost under Economic Order Quantity modeling purchase 

is computed as under: 

 

First the Economic Order Quantity (EOQ) of units is to be determined as appended 

below: 

       

EOQ  = CC%   / UCOC  2 AR    

 

 = 16%  40 300/Rs. Rs. 2  2  units ,0001   
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 = 4.6/000,200.1  

 

 = 500,187  

 

 =   433 units 

 

ANNUAL ORDERING COST: = AR   OC / EOQ 

   = 1,000 units   2   Rs. 300 / 433 units 

   = 600,000 / 433 

   = Rs. 1,385.68 

ANNUAL CARRYING COST : = EOQ   UC   CC % / 2 

   =  433 units   Rs. 40   16 % / 2 

   = Rs. 1,385.68 

 

Total Annual Inventory Cost under EOQ Modeling Purchase: 

 Annual Ordering Cost Rs. 1,385.68 

 Annual Carrying Cost Rs. 1,385.68 

 Total  Rs. 2,771.36 

 

Comparison: 
Annual Inventory Cost under existing traditional approach Rs. 3,800.00 

Annual Inventory Cost under EOQ modeling approach Rs. 2,771.36 

Net excess Annual Inventory Cost under existing traditional approach Rs. 1,028.64 

 

The excessive annual inventory cost of Rs. 1,028.64 could have been saved by the 

management of the company through procurement of material items “Y” by streamlining 

it on Economic Order Quantity modeling basis. 

 

1.15 Evaluation of Bulk Purchase Offer with Discount 
Sometimes, in order to motivate the buyers and to conduct the business of supply more 

effectively, the vendors offer some discount on bulk supply orders. Taking inspiration 

from the advantage of discounted price offer, the buyers evaluate such proposals in 

comparison with the total cost involved on Economic Order Quantity modeling 

purchases. Buying in large quantities alter the frequency of orders and reduces the 

ordering cost, but at the same time it involves a large investment in inventories, thus 

increases the carrying cost. This higher cost can be offset if the amount of discount is 

significant and greater than the extra carrying cost. The evaluation to accept or reject the 

bulk purchase offer with quantity discount is dependent upon an overall financial benefit. 

In case the annual inventory cost, after taking into account the impact of discount, is 

lesser than the annual inventory cost based upon the Economic Order Quantity modeling, 

the offer is accepted. 

 

For an illustration purposes, we may consider that a vendor has offered a 5% price 

discount if the materials are purchased by the company on semi-annual basis of 4,000 
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units each order at the unit price of Rs. 60. The ordering cost is Rs.500 per order and 

carrying cost is 14%.  

 

The evaluation of the discount proposal for bulk supply by the Vendor is now analyzed as 

under:- 

 

Annual Inventory Cost under Economic Order Quantity Modeling: 
First the EOQ is to be determined. 

     

EOQ  =   CC%  / UCOC  2  AR   

  

 = 14%  60 500/Rs. Rs. 2  2  units ,0004   

 

 = 4.8/000,000,8  

 

 = 381,952  

 

 =    976 units 

 

ANNUAL ORDERING COST: = AR X OC/EOQ 

   =  4,000 units X 2 X Rs. 500/976 units 

   =  4,000,000/976 units 

   =  Rs. 4,099 

ANNUAL CARRYING COST: =  EOQ X UC X CC%/2 

   =  976 units X Rs. 60 X 14 % / 2 

   =  8,198/2 

   =  Rs. 4,099 

 

Total Annual Inventory Cost under EOQ modeling: 

 Annual Ordering Cost  Rs. 4,099 

 Annual Carrying Cost  Rs. 4,099 

 Total    Rs. 8,198 

 

Annual Inventory Cost under Bulk Supply Offer with 5% discount: 
ANNUAL ORDERING COST: = AR   OC / EOQ 

   = 4,000 Units   2   Rs. 500 / 4,000 units 

   = 4,000,000 / 4,000 

   = Rs. 1,000 

ANNUAL CARRYING COST: = EOQ  UC   CC % / 2 

   = 4,000 units   (Rs. 60 – Rs. 3)   14% / 2 

   = 31,920/2 

   =  Rs. 15,960 
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Total Annual Inventory Cost under Bulk supply with 5% discount: 

Annual Ordering Cost  Rs. 1,000 

Annual Carrying Cost  Rs. 15,960 

Total    Rs. 16,960 

 

Comparison of EOQ Purchase with Bulk Purchase including Discount: 
 

Particulars     Cost under EOQ purchase  Cost under Bulk Supply 
Inventory cost 4,000 X 2 X Rs. 60 Rs. 480,000 Rs. 480,000 
Less 5 % discount  --  (Rs. 24,000) 
Net inventory cost  Rs. 480,000 Rs. 456,000 
Add Annual Inventory Cost Rs.     8,198 Rs.   16,960 
Total cost.   Rs. 488,198 Rs. 472,960 
Cost savings under Bulk supply with discount offer. Rs.   15,238 
 

Decision 

The offer of bulk supply with 5% discount is cost effective and economical by Rs. 15,238 

as worked out above, hence it may be accepted by the organization.  
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1.16 Self Assessment Questions 

 

Q.1 Which of the following statements are True or False? 

A) Material is the prime substance of any product. 

B)  Direct material is the visible part of any product. 

C)  Some Indirect material in certain products can be identified. 

D)  Material Controls are exercised in an organization to protect the property. 

E)  There is no need to maintain an adequate material inventory for production 

purposes rather it may be purchased whenever production starts. 

F) Budgeting of material means that the materials be purchased at the beginning 

of the year. 

G) Purchase Order is issued to the Vendor when tenders are invited from 

different bidders. 

H)  Economic Order Quantity is to control the procurement of material for 

incurring least costs of Ordering and Carrying inventory. 

I) Normal lead time is given to the supplier for an urgent delivery of the material. 

J) Inventory Turnover Ratio is used to ascertain efficiency of material 

utilization for manufacturing activities during the year. 

 

Q.2 Fill in the blanks with suitable words of the following statements: 

A) Materials constitute about ------------- percent of the cost of ------------------. 

B) The storage of --------------- should be well --------------- to avoid losses. 

C) Bin Card is maintained by the ----------------------. 

D) Maximum ------- indicates the highest ------ of a material item which should 

remain in ---------. 

E) Danger --------- is the point when -------- falls in a very ----------- level with a 

risk of stock out. 

F) When material is purchased, the -------- Account is -------- and Accounts 

Payable is ------------. 

G) Material ------------- is prepared whenever the -------------- department 

requires to ------------- material from the Warehouse. 

H) The cost of holding the material in Stores is called as ---------------------. 

I) The Goods Received Note is prepared by ------------------. 

J) Annual Ordering and Carrying Cost is known as ------------------.  

 

Q.3 Zelin Pharmaceutical Industry, Islamabad had been experiencing problems in 

maintaining material inventory levels for product “X”. The following data has been 

extracted from the record to advise the company to determine different inventory 

levels:-  

 Economic Order Quantity 900 units 

 Maximum daily consumption 50 units 

 Minimum daily consumption 30 units 

 Average daily consumption 40 units 

 Lead time  10 days 

 Delivery time for emergency supply 4 days 



Unit-5  Materials: Controlling and Quantitative Modeling   

 

 126   

Required: Compute the followings: 

  A) Ordering level 

  B) Minimum inventory level 

  C) Maximum inventory level 

  D) Danger level 

 

Q.4 Yale Manufacturing Industries is considering setting up some suitable inventory 

procurement yardsticks so as to ensure continuous availability of materials but at 

least costs. The following data of Material “A” was gathered from the records: 

 A) Monthly requirement of material “A” is 650 units at cost of Rs. 8 each. 

 B)  Ordering cost is Rs. 85 per order. 

 C) Carrying cost is 16 % of the average inventory investment. 

 

Required: 

1) Calculate the Economic Order Quantity. 

2) Compute the number of orders needed per year. 

3) Frequency of order placement in days. 

4) Annual Ordering Cost. 

5) Annual Carrying Cost. 

6) Annual Inventory Cost.  

 

Q.5 Ever Lasting Furniture Manufacturing Company buys 500 units of Material “Z” at 

Rs. 200 each every 2 months. Ordering cost is Rs. 380 per order while the Carrying 

cost is 12 % of the average inventory investment.  

 

Required: 

1) Determine the total Annual Ordering and Carrying costs under current policy. 

2) Determine the Economic Order Quantity and the related Annual Ordering and 

Carrying costs. 

3) What is the Ordering size decision the company should make, if the supplier offers 

a 5% discount for the order sizes of 3,000 units? 
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2. SUMMARY 

 

o Material is an integral part of a product which constitutes about half of the total 

production cost. 

o The classification of material cost into direct and indirect is carried out according 

to its nature. 

o The materials are purchased by the organizations, at regular intervals after 

following the prescribed purchase procedure, at the most competitive prices, 

determined from the quotations and tenders, invited by the Procurement department 

from various bidders openly. 

o The purchase orders are issued and the material inventories so received are taken 

on charge by preparing a Goods Received Note by the Warehousing Department. 

o The materials delivered are checked and verified by an Inspection Committee. 

o The payment is made by the Accounts Department against the Invoice submitted 

by the Supplier. 

o The material is issued to production on the basis of Material Issuance Requisition. 

o Since the material is procured before any production activity, therefore, adequate 

controlling techniques are exercised in the organization so as to protect this 

valuable property. 

o Different inventory levels are determined like ordering level, maximum level, 

minimum level, danger level etc so as to ensure availability of sufficient material 

stock at any time for continuous production activities. 

o Economic Order Quantity is another technique of procurement of the material 

inventory which ensures most least annual ordering and carrying costs. 

o The material bulk supply with discount offers are evaluated on an overall cost basis 

considering the discount factor as well to decide the acceptance or rejection of the 

proposal. 
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3.  ANSWERS TO THE SELF ASSESSMENT QUESTIONS 
 

Q.1 A)  True B) True C) True D) True E) False 

 F)   False G) False H) True I) False J) True 

 

Q.2 A) 50, Production 

 B) material, planned 

 C) Store-keeper 

 D)  level, stock,  store 

 E)  level, stock, low 

 F)  Material, debited, credited 

 G) Issue Requisition, Production, draw 

 H) Carrying cost 

 I) Warehousing / Store department 

 J) Annual Inventory Cost 

 

Q.3 SOLUTION 

 A)  Ordering Level 

  = Maximum daily consumption   Lead time   

         = 50 units   10 days 

  = 500 units 

  

 B) Minimum Inventory Level 

  = Ordering level – (Average daily consumption   Lead time) 

  = 500 units – (40 units   10 days) 

  = 500 units – 400 units 

  = 100 units 

 

 C) Maximum Inventory Level 

  = Ordering level + EOQ – (Minimum daily consumption   Lead time) 

  = 500 units + 900 units – (30 units  10 days) 

  = 500 units + 900 units – 300 units 

  = 1,100 units 

 

 D) Danger Level 

  = Average daily consumption   Delivery time for emergency supply 

  = 40 units   4 days 

  = 160 units 

 

Q.4 Solution  

 1) Economic Order Quantity 

EOQ  =   CC%   / UCOC  2 AR    

 

 = 16%  8 Rs. / 85 Rs.  2  12  units 650   
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 = 28.1/000,326,1  

    

 = 937,035,1  

        

 = 1,018 units 

 

 2) Number of Orders needed per year 

  = AR/EOQ 

  =   650 Units X 12 / 1,018 

  =   7,800/1,018 

  =   7.66 Orders 

  Say 8 Orders 

 

     3) Frequency of orders placement in days 

  = No. of days in a year / No. of orders 

  =  365 / 8 

  = 46 days 

  Every order of 1,018 units is to be placed after every 46 days in an year. 

 

 4) Annual Ordering Cost 

    = AR X OC / EOQ 

  =  650 units X 12 X Rs. 85 / 1,018 units 

  =  663,000 / 1,018 units 

  =  Rs. 651 

 

 5)  Annual Carrying Cost 

  = EOQ X UC X CC % / 2 

  =  1,018 units X Rs. 8 X 16 % / 2 

  =  1,303 / 2 

  =  Rs. 651  

 

 6) Annual Inventory Cost.  

  Annual Ordering Cost.    Rs. 651 

  Annual Carrying Cost     Rs. 651 

  Total  Rs. 1,302 

 

Q.5 Solution 

 1)  Total Annual Ordering and Carrying Costs under current purchase policy: 

  A)  TOTAL ANNUAL ORDERING COST. 

   = AR X OC / EOQ 

   = 500 units   6  Rs. 380 / 500 units 

   = 1,140,000 / 500 units 

   = Rs. 2,280 

  B) TOTAL ANNUAL CARRYING COST. 
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   = EOQ   UC   CC% / 2 

   = 500 Units  Rs. 200   12 % / 2 

   = 12,000 / 2 

   = Rs. 6,000 

   Total annual Costs: 

   Annual Ordering Cost. Rs. 2,280 

   Annual Carrying Cost. Rs. 6,000 

   Total  Rs. 8,280 
 

2) Computation of EOQ and Annual Ordering and Carrying Costs: 

  A) Economic Order Quantity 

EOQ  =   CC%   / UCOC  2 AR    

 

 = 12%  200 Rs. / 380 Rs.  2  6  units 500   
 

 = 000,95  
    

   = 308 units 

 

  B)  Annual Ordering Cost 

=   AR   OC / EOQ 

=  500 units   6 X Rs. 380 / 308 units 

=   1,140,000 / 308 units 

=   Rs, 3,701 

  

 C) Annual Carrying Cost 

  =  EOQ   UC  CC% / 2 

  =  308 units   Rs. 200  12% / 2 

  =   7,392 / 2 

  =  Rs. 3,696 

  

 3) Order Size Decision with 5% Discount 

  A) Annual Ordering Cost 

   = AR   OC / EOQ 

   = 500 Units   6   Rs. 380 / 3,000 Units 

   = 1,140,000 / 3,000 Units 

   = Rs. 380 

 

  B) Annual Carrying Cost 

   = EOQ   UC   CC% / 2 

   = 3,000 Units   2   (Rs. 200 – Rs. 10)   12% / 2 

   = 68,400 / 2 

   = Rs. 34,200 
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Order Size Decision 
 

Cost Elements Cost under EOQ size  Cost under 3,000 units size 
Inventory cost 3,000 X Rs. 200 Rs. 600,000 Rs. 600,000 
Less 5% discount --                 (Rs. 30,000) 
Net Inventory cost Rs. 600,000 Rs. 570,000 
Annual Ordering Cost Rs.     3,701 Rs.        380 
Annual Carrying Cost Rs.     3,696 Rs.   34,200 
Total Cost  Rs. 607,397 Rs. 604,580 
Cost savings under 3,000 units order size  Rs.     2,817 
 

Decision 
The offer of 3,000 units order sizes with 5% discount is yielding an overall cost savings 

of Rs. 2,817, therefore, it may be accepted by the management. This order size involves 

only two Orders during a year.  

 

4. ASSIGNMENT QUESTIONS 
 

Q.1 What do you understand by the term Direct Material and Indirect Material? How it 

is charged to the manufacturing cost? 

Q.2 What are the objectives of Material Inventory controls? 

Q.3 Propose some material inventory controlling techniques for a pharmaceutical 

industry. 

Q.4 Explain the procedure usually followed in an organization for procurement of 

materials and supplies inventories. 

Q.5 Describe the terms ordering level, minimum level, maximum level, danger level 

and lead time with regard to maintenance of material and supplies inventories in a 

manufacturing industry. 

Q.6 Draw formats of some proformas usually followed in the organization right from 

initiating a requirement till consumption relating to the materials. 

Q.7 Explain economic order quantity, annual ordering cost and annual carrying cost of 

material inventory and the benefits which can be reaped if these control factors are 

implemented by the management of an organization at the time of procurement. 

Q.8 The record of Good-Fit Garments Industry indicates that the average daily 

requirement of cloth is 500 Meters.  The maximum monthly requirement of cloth is 

2,500 Meters while the minimum requirement during any month is not likely to fall 

below 1,000 Meters. The lead time is 15 days. The Economic Order Quantity is 

1,200 Meters. The lead time for emergency supply is 3 days. 

 

 Required:  Compute the following cloth inventories which should be maintained:- 

 A) Ordering level 

 B) Minimum level 

 C) Maximum level 

 D) Danger level  
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Q.9 The quarterly requirement of some modules of Shan Engineering Company for 

manufacturing of water pumps is 1,200 units. The cost per module is Rs. 120. The 

Ordering Cost is Rs. 800 while the Carrying Cost of average inventory investment 

is 20%. 

 Required:- Compute the followings:- 

 A)  Economic Order Quantity. 

 B)  Total number of orders to be placed in a year based on EOQ modeling. 

 C)  Frequency of orders in days. 

 D) Annual Ordering Cost. 

 E) Annual Inventory cost. 

 

Q.10 Faizi Industries, Lahore has been buying some parts of Electric Power 

Transformers twice in a year in the lots of 32,000 units at Rs. 200 each in order to 

meet its production requirements. The Ordering cost is Rs. 1,500 each while the 

Carrying cost is 15%. The company is considering to switch over to the Economic 

Order Quantity modeling for procurement of parts inventory.  

 

 Required: Advise the company for the proposed change in the procurement system 

based on cost effectiveness. Your recommendations should be supported by 

complete workings of Annual Inventory Costs under both the systems. 

 

Q.11 The Alpha Manufacturing Company is purchasing a particular material at the cost 

of Rs. 300 per unit. Monthly usage is 1,500 units. The ordering cost is Rs. 50 per 

order and the annual carrying cost is 16%. Presently the procurement of material is 

based on Economic Order Quantity modeling.  A supplier has offered the company 

for supply of requisite material at 5% discount if the orders in the lots of 3,000 

units are placed. 

 

 Required: Evaluate this offer if the company should accept this offer or purchase 

the materials on Economic Order Quantity basis.  
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INTRODUCTION 

 

The material costing is an activity of selection of a choice for allocation of an appropriate cost 

of material issued and consumed for production of merchandise for determination of total cost 

of the product. Apart from it, the cost to be assigned to the left over material at the end of the 

period is also significantly important. In this respect, various methods for cost allocation will 

be discussed in detail so as to understand various cost flow assumptions. 

 

Every material costing method has direct impact on the production cost and ultimately on 

profitability from operations. Therefore, most suitable method needs to be applied for 

determination of the manufacturing and operating results for the period. 

 

The origination and disposal of scraps, spoiled merchandise and costs on reworks for 

removal of defects noticed during product inspection will also be explained to properly 

understand suitable accounting treatment in every situation. 

 

OBJECTIVES  
 

The objectives for studying the topic of Material Costing, issuing and storing are to get 

sufficient acquaintance on the following aspects as generally practiced in the 

manufacturing organizations:- 

a) Descriptive nature of materials used in the production. 

b) Composition of cost of materials purchased. 

c) Describing various records and documents used in the Accounting and 

Warehousing Departments for material accounting. 

d) Materials codification for convenient and correct identification of relevant items of 

material to facilitate procurement and issuance. 

e) Understanding the periodic and perpetual inventory systems applied by small and 

large organizations. 

f) Cost flow assumptions comprising First in first out (FIFO), Last in first out (LIFO) 

and Average costing methods for computation of cost of materials used during 

production and the cost assigned to the ending material inventories. 

g) Maintenance of Bin Cards by the Warehousing Department and the Stores Ledger 

Cards by the Accounting Department. 

h) Impact on cost of goods manufactured and on the profitability on application of 

different material costing methods. 

i) Choosing the suitable method for material costing during price fluctuation periods. 

j) Accounting treatment of proceeds from disposal of material wastage and scraps 

emerged during cutting, assembly and finishing stages of production activities. 

k) Accounting treatment of losses from spoiled goods and its proration over the good 

production or jobs.  

l) Accounting treatment of additional costs incurred on reworking for removal of 

defects as found during quality inspection of merchandise manufactured for a 

specific job or for a general production. 
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1.  MATERIAL COSTING  
 

1.1 Classification of Materials 
The material is an essential component of any product. It is a basic substance for any 

manufacturing activity in an industry. The material can broadly be classified into the 

following groupings:- 

 

A) Raw Materials: Which are worked upon for the purposes of producing any 

saleable merchandise, for example the wood in a furniture industry and cloth in a 

garment industry. 

B) Components: Finished parts which are assembled with manufactured parts of 

the product. Examples are different parts needed for assembly of a CPU, Key 

Board, Monitor, Washing machine and Microwave Ovens etc. 

C) Consumable Materials: Which are used in running the factory which may include 

soap, cotton waste and brushes etc. These are also called as supplies and indirect 

materials.  

D) Maintenance Materials: Materials required for the maintenance and up-keep of 

the plant and building like spare parts of machinery, door hinges and handles. 

These items are usually known as indirect materials. 

E) Tools: All forms of tools including jigs and fixtures etc.  

 

The raw materials, components, consumable material, maintenance materials and tools 

etc are broadly classified into direct and indirect materials as are used during production 

and allied activities. 

 

1.2 Material Codification 
Material descriptions are often vague and are having resemblance to each other name. For 

example, the different cloths or threads used in a garment factory may have identical 

names. Further the description may also be very long if it is to be described fully. With a 

view to avoid issuance of wrong material to the factory and in order to facilitate issuance 

of correct type of material by the staff of Stores Department, the various kinds of 

materials are coded numerically with certain abbreviations of alphabets. The use of 

material specification code numbers have certain advantages, not only to the Purchasing 

Department and the Production Department but also to the Warehousing and the Cost 

Accounting Departments as well because any ambiguity is eliminated. The codes may 

also consist of symbols and numbers, the symbol indicating the material or an item while 

the number of the correct size, colour, nature or pattern etc. 

 

A simple example as stated below will make this codification concept more clear. A 

garment factory may apply the following codifications to some of its materials and 

supplies as used by it.  
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Serial No. Code specifications Nature of items of materials 
1. 1001-PCC Plain cotton cloth 
2 1010-CCC Coloured cotton cloth 
3. 1020-PPC Plain polyster cloth 
4. 1030-CPC Coloured polyster cloth 
5. 1040-PCC Printed cotton cloth 
6. 1050-PPC Printed polyster cloth 
7. 2002-WCT White cotton thread 
8. 2010-WPT White polyster thread 
9. 3003-WB White bukram 
10. 4010-WPB White polyster buttons 
 

Similarly several other codifications of material items can be introduced as are 

convenient to all concerned employees of the organization. While raising any demands 

for purchase and issuance of material items, only code specifications would suffice the 

purpose. 

 

All standard articles will have identifying symbols and numbers. Although the system of 

codification at the beginning may appear complicated but when it is practiced, the 

concerned officials and workers will find this system easy to work with as the code 

numbers of the more frequently used materials are usually memorized. In the cost 

accounting department the pricing of issued material is also facilitated. In the Material 

Issuance Requisitions, code number of the materials will be indicated by the production 

department enabling the store keeper to issue exactly the same material as was demanded. 

 

1.3 Costing of Materials 
The costing of materials presents some important often complex and sometimes highly 

controversial questions concerning the costing of materials used in production and the 

inventory remaining to be consumed in a future period. In financial accounting the 

subject is usually presented as a problem of inventory valuation, while in cost accounting, 

the primary problem is the determination of the cost of various materials consumed in 

production and a proper charge of the cost to the cost of goods manufactured and the cost 

of goods sold and the cost of ending inventory of materials. 

 

Costing means determination of cost of some items. Similarly costing for materials 

includes the study of all relevant costs which are to be considered as real cost of the 

material procured for manufacturing of goods etc. Further, the different methods for 

computation of cost of receipt and issuance of materials to production are significant 

factors for consideration. 

 

1.4 Handling and Transportation/Freight Costs 
Theoretically the cost of materials received includes the invoice price plus all incidental 

costs incurred for acquisition, handling, transportation-in/freight, insurance and taxes. 

However, sometimes in practice, assigning these incidental costs to the material 

purchased is obstructed by some practical difficulties of cumbersome workings and 
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calculations even into decimals for each unit to reconcile with total costs. Therefore, for 

convenience it is considered expedient to charge such small incidental costs to the 

overheads cost of production. Therefore, the purchased materials are generally entered in 

the accounting record at invoice prices. The freight or transportation charges on the 

incoming shipments are obviously costs of material apart from the invoice price. 

Principally the cost of freight is to be prorated over every item of material. This is 

calculated preferably on the basis of weight of each item of material so received. If the 

determination of weight of each item is not possible, then alternatively, it is computed on 

the basis of invoice price of each item of material. Thus the cost of freight is added to the 

cost of material received, issued and inventory available at the end of the accounting 

period. 

 

When the purchased items of material are numerous and are large in quantity then it may 

not be possible to compute the share of freight cost of every unit of material. In such 

situation some logical, systematic and expedient procedure is preferred. One method may 

be that the proportionate cost of freight may be charged to the material and separately 

represented in the cost of material used while proportionate cost of freight may also be 

added up in the cost of ending material inventory. Alternatively the proportionate cost of 

freight on material used may be included in the factory overheads cost and the balance 

freight cost applicable on the ending material inventory may be deferred till next year 

when it will also be charged to the factory overhead cost when opening material 

inventory is consumed during the succeeding year. The freight applicable on material 

supplies used for marketing functions may also be added up in the marketing expenses 

account along with the invoice price of the material supplies consumed for that particular 

purpose. 

 

1.5 Trade Discounts 
Some times in order to attract customers some trade discounts and quantity discounts are 

allowed by sellers. Such discounts are normally not entered by the purchaser in any 

accounting record. Instead these are treated as price reductions. Thus the price paid to the 

supplier is recorded net of these discounts. The trade discount is not an income because 

the income arises from selling activities not from the purchasing activities.  

 

1.6 Cash Discounts on Payment 
When the materials are purchased on credit basis, sometimes the suppliers motivate the 

customers to make payment expeditiously to avoid delays and resultantly avoid bad 

debts. Accordingly certain lucrative terms may be offered to the customers like 2/10, n/30 

which means that if the payment is made within 10 days period, then 2% discount on the 

invoice price would be allowed. If the payment is not made within 10 days, then net total 

amount would be payable within 30 days. The purchaser would record the cost of 

material at invoice price because it is the actual cost of the material. If the discount is 

availed by making the cash payment earlier, within 10 days, then this cash discount will 

not be deducted from the invoice price of the material rather it will be treated as discount 

income. Such treatment is supported by the analogy that some income could have been 

earned by depositing this cash with the bank. In case the cash was borrowed at interest 
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from a bank, the treatment of cash discount as income could off set the interest expense 

on borrowed funds to some extent.    

 

1.7 Sales Tax Accounting 
The sales tax on material or merchandise is usually kept separate from the cost of 

material or merchandise when such material is to be consumed for production activities 

or when the merchandise are to be sold out. Currently 16 to 17% General Sales Tax is 

applicable on sale of materials, merchandise and services. The sales tax is finally borne 

by the purchaser/consumer. The general sales tax paid on purchase of material is 

separately recorded in the books of accounts as it is adjustable against the sales tax 

applicable on sale of merchandise after manufacturing process is completed. The sales 

tax paid at the time of purchase of material or merchandise is debited to Input sales tax 

account. The sales tax collected at the time of sale of manufactured finished products is 

credited to the Output sales tax account. The amount of Output sales tax is generally 

greater than the amount of Input sales tax. Thus the Input sales tax already paid is 

adjusted against the Output sales tax collected on sale of merchandise. The balance 

amount of Output sales tax is deposited with the government to discharge this liability. 

 

2. INVENTORY SYSTEMS 
 

The inventory systems refer to the operative systems which can be adopted for recording 

the movement of material inventory when it is purchased and received into warehouse 

and issuance to production for manufacturing process. There are mainly two inventory 

systems which are the Periodic Inventory System and the Perpetual Inventory System. 

These systems are elaborated in the ensuing paragraphs. 

 

2.1 Periodic Inventory System 
Under this system the material when purchased and received is debited to the Work in 

Process Account and credited to the Accounts Payable Account or to the Cash Account. 

Thus entire cost of material when purchased and received is charged to the Work in 

Process Account. No other accounting treatment is carried out when the material is issued 

to production from time to time. At the end of the period, the stock taking is undertaken. 

The cost of material physically available is debited to the Closing Inventory Account of 

material and credited to the Work in Process Account. The periodic inventory system is 

applied in the organizations which are small and have low level of production activities. 

The balance quantity of material inventory is not known from the record at any stage 

until these are physically counted which is an inherent disadvantage to this system. 

Therefore, it is not preferred by large industries. 

 

2.2 Perpetual Inventory System 
The alternate to the periodic inventory system is the perpetual inventory system. The 

perpetual inventory system obstructs the disadvantage found in the periodic inventory 

system. The perpetual inventory system is defined as “the method of recording material 

stores upon each receipt and issuance to facilitate determination of the balance regularly”. 
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Thus under this system current balance of material stores is always shown in the records, 

any receipts being added to and any issuance being deducted from the balance after each 

transaction. The subsidiary record used under perpetual inventory system is the Bin Card 

and the Store ledger Card. The Bin Cards (Exhibit 6-A) of each type of materials are 

maintained by the Warehousing Department while the Store Ledger Cards / Material 

Ledger Cards (Exhibit 6-B) are maintained by the cost accounting department. 

 

2.3 Store Ledger Card 
Under perpetual inventory system when the material is purchased, its cost is debited to 

the Material Account which is maintained in the control ledger accounts. Similarly when 

the material is issued to production its cost is credited to the Material Account. This one 

account cannot indicate the balance quantity and cost of each type of material inventory. 

Thus the need arises to maintain some subsidiary ledger record for each and every type of 

material. The material receipt and issuance is posted twice, once in the control ledger 

account and second in the store ledger card which is the subsidiary ledger of the control 

ledger. After posting of every transaction, the total amount of all the store ledger cards 

should be equal with the balance of cost as shown by the control material account. 

 

The stores ledger cards may be maintained in bound or loose leaves. The former pattern 

is preferred in view of difficulty in unauthorized replacements of ledger folios. The later 

is preferred due to ease in handling the cards and in the posting of transactions.  

 

By constant use the ordinary ledger folios become spoiled. Therefore, the ledger leaves 

have now given place to cards. These cards can be quickly arranged or rearranged in any 

desired manner and can be taken out for reference and posting work etc quite easily. In 

order to avoid unauthorized replacements, posting in each card may be authorized by 

inserting the initials of a designated official of the cost accounting department.  

 

The store ledger card may contain the following main portions:- 

a) Specifications of material 

b) Material control data 

c) Material quantitative and cost data 

 

The standard formats of the Bin Card and the Store Ledger Card are presented in the 

following Exhibit 6-A and 6-B for perusal.  
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EXHIBIT 6-A 
 

ALPHA MANUFACTURING COMPANY 
BIN CARD 

    No……………………………………... 

Name of Material……………………………. Location……………………………….. 

Specifications………………………………..   Code No………………………………. 

 

Date 

1. 

2. 

3. 

4. 

5. 

Particulars of GRN/SIR 

…………………………... 

…………………………... 

…………………………... 

…………………………... 

…………………………... 

Quantity Received 

………………………. 

………………………. 

………………………. 

………………………. 

………………………. 

Quantity Issued 

…………………… 

…………………… 

…………………… 

…………………… 

…………………… 

Balance 

…………………. 

…………………. 

…………………. 

…………………. 

…………………. 

 

The Bin Cards are maintained by the Stores Department and it contains five columns. The 

first column indicates the date of receipt and issuance of materials. The second column 

indicates the references of receipts and issuance authority documents. The third column is 

used for quantity actually received. The fourth column is meant for the issued quantity. The 

fifth column is used for the balance quantity available after every receipt or issuance. Thus at 

any moment the quantity in hand of the material is known through this Bin Card. 
 

EXHIBIT 6-B 
 

ALPHA MANUFACTURING COMPANY 
STORE LEDGER CARD 

 
Material Description…………………………………… Reorder Level………………………... 

Material Code…………………………………………. Economic Order Quantity…………… 

Location……………………………………………….. Minimum Level………………………. 

Bin Card No…………………………………………… Maximum Level……………………… 

Date Receipt Issue Balance 

 Qty Unit Cost Total Cost Qty Unit Cost Total Cost Qty Unit Cost Total Cost 

1. 

2. 

3. 

4. 

5. 
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The Store Ledger Card maintained by the Accounting Department under perpetual 

inventory system contains four columns, first for date of transactions, second for receipts 

of material, third for issuance of material and fourth column for the balance. Further, 

every column, except the date column, will comprise three sub-columns, one for quantity, 

second for unit cost and the third for total cost. The balance column indicates the 

quantity, unit cost and the total cost of material available after every transaction of receipt 

and issuance. 

 

3. ACCOUNTING ENTRIES UNDER PERPETUAL AND 

PERIODIC INVENTORY SYSTEMS   
 

The accounting entries for purchase, issuance and return of material under periodic and 

perpetual inventory system are different in each system which are separately described in 

the succeeding sub paragraphs. 

 

A)  Periodic Inventory System 

 

General Journal 

 

3.1 Purchase of Material 
Date Particulars LF Dr Cr 

xxx Work in Process Account  Rs. xxx  
         Cash or Accounts Payable A/C   Rs. xxx 

 

3.2 Issuance of Material 
Date Particulars LF Dr Cr 

xxx No entry    
             

 

3.3 Return of Material to Supplier 
Date Particulars LF Dr Cr 

xxx Cash or A/P Account  Rs. xxx  
         Work in Process A/C   Rs. xxx 

 

3.4 Return of Material to Warehouse 
Date Particulars LF Dr Cr 

xxx No entry    
             

 

3.5 Balance of Material in Stores 
Date Particulars LF Dr Cr 

xxx Material Inventory  A/C  Rs. xxx  
         Work in Process A/C   Rs. xxx 
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A)  Perpetual Inventory System 

General Journal 

 

3.1 Purchase of Material 
Date Particulars LF Dr Cr 

xxx Material Account  Rs. xxx  
         Cash or Accounts Payable A/C   Rs. xxx 

 

3.2 Issuance of Material 
Date Particulars LF Dr Cr 

xxx Work in Process Account  Rs. xxx  
         Material Account   Rs. xxx 

 

3.3 Return of Material to Supplier 
Date Particulars LF Dr Cr 

xxx Cash or A/P Account  Rs. xxx  
         Material Account   Rs. xxx 

 

3.4 Return of Material to Warehouse 
Date Particulars LF Dr Cr 

xxx Material Account  Rs. xxx  
         Work in Process Account   Rs. xxx 

 

3.5 Balance of Material in Stores 
Date Particulars LF Dr Cr 

xxx No Entry    
             

 

A review of above accounting entries indicates that complete accounting treatment of 

every transaction is carried out under perpetual inventory system. However, no 

accounting entry is needed under this system for the closing balance of material inventory 

at the end of the period because the material account reflects the balance cost of closing 

inventory while the store ledger card also exhibits the quantity as well as cost of the 

closing material inventory. 

 

Contrary to the above, under periodic inventory system, the material inventory available 

at the end of the period is physically counted and casted. Thus accounting entry is 

recorded to recognize the cost of ending inventory in the books of accounts and also to 

determine the cost of material consumed.  
 

4. MATERIAL COSTING AND COST FLOW ASSUMPTION  
 

The ultimate objective in cost accounting is to compute accurate and meaningful figures 

for the manufacturing cost, cost of goods manufactured and then the cost of goods sold. 

These figures can be used for cost control and analysis which are eventually matched 

against revenues in order to determine operating income. 
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In the preceding paragraphs, we have considered the purchase and issuance of material 

inventory. At the time of receipt, the cost of material is known. Therefore, the cost of 

material is entered in the Material Control Account and also in the subsidiary record 

namely Store Ledger Card. However, the problem is encountered when the material is 

issued for production. Which cost should be assigned to the production for issuance of 

material as there may be several lots of material receipt which might have been purchased 

at various time intervals and at different rates? In this context, the organization usually 

follows the more convenient practice of using cost flow assumption. Under cost flow 

assumption, often referred to as simply a flow assumption, is particularly common where 

the company has a large number of identical material inventory items. 

 

When a cost flow assumption is in use, the organization simply makes an assumption as 

to the sequence in which material units are withdrawn from the inventory. For example, 

the consumer might assume that the oldest purchased material is consumed first or that 

the most recently purchased material units are consumed first. The cost of material issued 

is accordingly assigned to it. There are several cost flow assumptions for charging the 

cost of material issued and consumed during manufacturing process. Major methods as 

are usually practiced are described in the forthcoming sub-paragraphs. 

 

4.1 Specific Identification Method 
This method of costing the material means that the specific cost of a particular material 

issued for production be charged to the product so manufactured. This may be possible 

through some identification marking. The specific identification method can be used only 

when the actual cost of individual material can be determined from the accounting record. 

Specific materials purchased exclusively for the particular jobs or work orders should be 

charged to these jobs at the specific (actual) cost. The application of this method may be 

possible in those industries which use single and small material items. However, in large 

industries where several types of materials are used, the specific identification method 

may not be practicable or it may not be cost effective. Although this method has only 

limited application, yet it enjoys the advantage of pricing the product at actual cost and 

thus is desirable from realistic costing point of view. 

 

4.2 First in First Out (FIFO) Method 
This method is based on the assumption that materials which are purchased first are 

issued first. It uses the price of the first lot of material purchased for all issues of units 

until the lot is fully exhausted. Then the issue of material from the next lot is taken up 

and accordingly the cost from the second lot is adopted for assigning the cost to the 

material so issued and this principle remains in practice continuously. In other words, the 

materials are issued at the oldest cost listed in the store ledger card and the material left in 

the store is valued at the price of latest purchase. 

 

The following advantages are claimed from the application of FIFO method:- 

a) It is based on the natural flow assumption because the materials are issued in the 

sequence of receipts. 
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b) The issued materials are charged to the production at actual cost thus no unrealized 

profit/loss arises from application of this method. 

c) Valuation of ending inventory is mostly equal at the prevailing cost of inventories.  

d) This method is easy to understand and simple to operate. 

 

The FIFO costing method may also have the following disadvantages:- 

a) As the oldest cost is charged to the production, therefore, the production cost may 

lag behind the current economic values.  

b) The lower cost of production may indicate higher profitability and greater amount 

of tax liability. 

c) When the prices of materials are fluctuating, this method involves cumbersome 

calculations to assign the cost to the material consumed and the material available 

in the ending inventory. 

 

Inspite of certain disadvantages as described above, the FIFO costing method envisages 

natural cost flow assumption and is usually preferred by industries which are applying 

perpetual inventory system. This method is also supported by the International 

Accounting Standard No. 2 for adoption. 

 

Illustration of FIFO Costing Method 
The following data is considered for receipt and issuance of material to describe the 

workings for the cost assigned to the material used and to the material ending inventory 

under FIFO costing method applying the perpetual inventory system:- 

 

Date   Transactions 

01.07.2014 Opening material inventory 250 units at Rs. 100 each. 

10.07.2014 Purchased 500 units at Rs. 110 each. 

16.07.2014 Issued 200 units to production. 

20.07.2014 Purchased 300 units at Rs. 120 each. 

22.07.2014 Issued 450 units to production. 

25.07.2014 Issued 300 units to production. 

28.07.2014 Purchased 150 units at Rs. 125 each. 

31.07.2014 Issued 50 units to production. 

 

Required: Work out the cost of material issued to production during the month of July, 

2014 and the cost of ending material inventory under FIFO costing method. The company 

uses perpetual inventory system.  
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Solution 

Perpetual Inventory System FIFO Costing Method 

Store Ledger Card 
    

 

The data as recorded in the above Store ledger card indicates that the cost of 1,000 units 

of material issued to production during the month of July, 2014 works out to Rs. 110,000 

while 200 units of material costing Rs. 24,750 are still available at the end of the month 

under FIFO costing method. 

 

4.3 Last in First Out (LIFO) Costing Method 
This method operates just in reverse sequence of FIFO method. The LIFO method is 

based on the assumption that the material purchased through last lot (most recent) are the 

first material issued to production. Thus the cost of the last lot of materials purchased is 

used first for all issuance until all the units from this lot have been exhausted. Thereafter, 

the cost of the previous lot of material purchased is used for issuance of materials if in the 

mean time no fresh lot of material is purchased. This results in leaving the old items of 

material inventory in stock.  

 

The LIFO method of application may have the following advantages:- 

a) The cost of material is charged to production at the most recent cost. Thus during 

rising costs of material, the product costs will be matching to the current prices and 

the residual profit will be more realistic. Conversely in case of falling costs of 

materials, the profitability would be greater if no change in the sale price is 

effected. 

Date 

Receipt Issue Balance 

Qty 
Unit 

Cost Rs. 
Total 

Cost Rs. 
Qty 

Unit  
Cost Rs. 

Total  
Cost Rs. 

Qty 
Unit 

Cost Rs. 
Total  

Cost Rs. 

1-7-2014 - - - - - - 250 100 25,000 

10-7-2014 500 110 55,000 - - - 250 100 25,000 

- - - - - - - 500 110 55,000 

16.7-2014 - - - 200 100 20,000 50 100 5,000 

 - - - - - - 500 110 55,000 

20-7-2014 300 120 36,000 - - - 50 100 5,000 

 - - - - - - 500 110 55,000 

 - - - - - - 300 120 36,000 

22-7-2014 - - - 50 100 5,000 100 110 11,000 

- - - - 400 110 44,000 300 120 36,000 

25-7-2014 - - - 100 110 11,000    

- - - - 200 120 24,000 100 120 12,000 

28-7-2014 150 125 18,750 - - - 100 120 12,000 

- - - - - - - 150 125 18,750 

31-7-2014 - - - 50 120 6,000 50 120 6,000 

- - - - - - - 150 125 18,750 

TOTAL - - - 1,000 - 110,000 200  24,750 
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b) This method also does not result into any unrealized profit likewise FIFO method 

as the relevant costs of material are charged to the product cost and selling prices 

are then fixed. 

c) The LIFO method is also quite simple to operate particularly when prices are fairly 

steady.  

d) This method is often favoured from tax consideration as in view of material cost 

escalation, which is a usual phenomenon in our country, the resultant profit may be 

declining and lower liability of tax is assumed. 

 

The LIFO costing method may also have certain disadvantages as enumerated below:- 

a) This method is not realistic as it does not conform to the physical flow of materials. 

b)  The ending inventories are valued at old prices, usually, lower than current prices, 

in view of price escalation trend. Therefore, this method does not represent the 

current economic values of inventories in the balance sheet. 

c) Likewise FIFO costing method, the LIFO costing method may also indicate 

different costs of material for similar jobs being carried out simultaneously because 

materials were issued from different lots and at different costs. Thus cost 

comparison of jobs renders it difficult. 

 

Inspite of certain demerits and hardships in the LIFO costing method, the International 

Accounting Standard No. 2 also supports to apply this costing method by large industries 

as an alternate to the FIFO costing method.  

 

Illustration of LIFO Costing Method 
In order to explain the workings of LIFO costing method under perpetual inventory 

system, the same data as was used for FIFO costing method as indicated in the illustration 

at sub-paragraph 4.2 is adopted here for LIFO costing method. The costing of materials 

issued to production and cost assigned to the ending inventory under LIFO costing 

method is worked out through the following Store Ledger Card:- 
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Store Ledger Card (LIFO Costing) 
 

 

The above store ledger card prepared under Last in First Out Method (LIFO) costing 

method indicates the cost of Rs. 112,250 for 1,000 units of material issued to production 

and the cost of Rs. 22,500 for 200 units assigned to the ending inventories. These figures 

are at variant from the costs as worked out in the store ledger card prepared under FIFO 

costing method.  

 

4.4 Moving Average Costing Method 
In order to trade off the impact of rapid rising or falling prices of materials and ultimately 

reporting greater/lower profitability and resultant tax payments, the alternate method 

which absorbs all the foregoing factors is the average costing method. This method 

streamlines all the costs, profitability and tax elements providing convenience to the 

management. 

 

This method of costing the material is based upon the assumption that materials issued 

from stock are composed of uniform quantities taken from each lot in stock at the date of 

issue. Under this method, average cost of materials purchased is charged to production 

rather than actual cost. In other words, it is assumed that where a material is purchased at 

different prices, the cost of a unit of such material will be the average of the cost of all 

units purchased during a particular period. Under this costing method, it is also assumed 

that the lots of materials purchased at different intervals are stored together, their identity 

is lost, therefore, these should be charged at an average price.  

 

Basically average prices are of two types, simple average and moving/weighted average 

as described below.  

Date 

Receipt Issue Balance 

Qty 
Unit 

Cost Rs. 
Total Cost 

Rs. 
Qty 

Unit Cost 
Rs. 

Total 
Cost Rs. 

Qty 
Unit 

Cost Rs. 
Total  

Cost Rs. 

1-7-2014 - - - - - - 250 100 25,000 

10-7-2014 500 110 55,000 - - - 250 100 25,000 

- - - - - - - 500 110 55,000 

16.7-2014 - - - 200 110 22,000 250 100 25,000 

 - - - - - - 300 110 33,000 

20-7-2014 300 120 36,000 - - - 250 100 25,000 

 - - - - - - 300 110 33,000 

 - - - - - - 300 120 36,000 

22-7-2014 - - - 300 120 36,000 250 100 25,000 

- - - - 150 110 16,500 150 110 16,500 

25-7-2014 - - - 150 110 16,500    

- - - - 150 100 15,000 100 100 10,000 

28-7-2014 150 125 18,750 - - - 100 100 10,000 

- - - - - - - 150 125 18,750 

31-7-2014 - - - 50 125 6,250 100 100 10,000 

- - - - - - - 100 125 12,500 

TOTAL - - - 1,000 - 112,250 200  22,500 
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I) Simple Average Method 
Simple average cost is computed by adding all the different prices of lots of materials in 

stock and divided by the total number of units of material. This simple average cost is 

used for calculating the cost of material issued/consumed and the cost of material 

available at the end of the period. This method is generally used in small organizations 

and where periodic inventory system is operative.  

 

II) Moving Average Method 
This method gives due weightage to the quantities held in stock and receipts for 

calculating the average price. Under this method the cost of fresh purchase and quantity 

is added up in the existing cost and quantity respectively and a revised unit cost is 

determined by dividing the total cost by total number of units. Thus a revised cost is 

computed every time the fresh supply is received. The revised average cost will be used 

for costing the units of material issued for production. Since the average unit cost will 

change after every receipt which is usually at different unit price from the existing unit 

price, therefore, it is called as moving average method. 

 

The moving average costing method is generally used by the industries where perpetual 

inventory system is adopted and where the inflow and outflow of materials are frequent.  

 

Likewise other costing methods the average costing method has also certain advantages 

as enumerated below:- 

a) The average costing method smoothes out the effect of price fluctuations from time 

to time. The higher and lower prices are traded off and thus the production is 

charged with normal costs of materials. 

b) The closing material inventory is also valued at average cost, therefore, this method 

helps to obviate from reporting sudden high or low profitability in case of price 

changes of material in the market. 

c) The average cost of materials are calculated at every fresh purchase which are 

usually very few. Thus no frequent calculations are involved at the time of each 

issuance of material. 

d) This method does not involve reporting any unrealized profit or loss.  

 

The disadvantages of average costing method are also expressed as follows: 

a) The cost of issuance of material would not be at the current market prices; 

therefore, production cost would not reflect prevailing/true cost.  

b) When the purchase of material is conducted frequently the fluctuating market 

prices would result into time and again calculations of inventory unit cost which 

may result into cumbersome workings. 

c) The average prices need lengthy computation of unit cost even upto four or five 

decimals in order to reconcile total cost with the cost of materials issued and the 

cost of materials held in stock which may be considered somewhat tedious activity 

by the cost accounting personnel. 
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Some of the above difficulties are only related to working of costs which can be 

overcome through application of electronic devices. In view of its greater benefits of 

smoothing out entire costs of materials, the average costing methods is generally 

preferred by most of the organizations. The International Accounting Standard No. 2 also 

permits to apply this method of costing of inventories by different industries.  

 

Illustration of Moving Average Costing Method 
The purchase/receipt and issuance data of materials as indicated at sub paragraph 4.2 and 

used for the preparation of Store Ledger Card under perpetual inventory system using 

FIFO and LIFO costing methods is now also adopted for costing of materials under 

Moving Average Costing Method. The relevant Store Ledger Card is presented as under:-  

 

Store Ledger Card (Moving Average Method) 
 

 

The Store Ledger Card as presented above under moving average costing method 

indicates the cost of Rs. 110,840 for 1,000 units of materials issued during July, 2014 

while the cost of ending inventory of Rs. 23,910 for 200 units of material. Both the cost 

figures i.e cost of material issued and the cost assigned to the ending inventory of 

material are different to the costs worked out under FIFO and LIFO costing methods in 

the preceding 4.2 and 4.3 paragraphs.  

 

4.5 Lowest of Cost or Market (LCM) Costing Method 
The generally Accepted Accounting Principles (GAAP) enumerate that for income 

determination and for balance sheet reporting purposes the cost assigned to the ending 

inventories should be equal to the cost as incurred by the organization and reported by the 

FIFO, LIFO or Average costing methods. Contrary to it, the American Institute of 

Certified Public Accountants (AICPA) has recommended a departure from the cost basis 

of inventory valuation and suggested that “if at the date of balance sheet, market price at 

which the inventory can be replaced, is less than the cost of inventory, the difference 

should be recognized as a loss of the period and the inventory should be valued at the 

lower market price”. 

Date 

Receipt Issue Balance 

Qty 
Unit 
Cost 
Rs. 

Total 
Cost Rs. 

Qty 
Unit  

Cost Rs. 
Total 

Cost Rs. 
Qty 

Unit  
Cost Rs. 

Total  
Cost Rs. 

1-7-2014 - - - - - - 250 100 25,000 

10-7-2014 500 110 55,000 - - - 750 106.6667 80,000 

16.7-2014 - - - 200 106.6667 21,333 550 106.6667 58,667 

20-7-2014 300 120 36,000 - - - 850 111.3729 94,667 

22-7-2014 - - - 450 111.3729 50,118 400 111.3729 44,549 

25-7-2014 - - - 300 111.3729 33,412 100 111.3729 11,137 

28-7-2014 150 125 18,750 - - - 250 119.5480 29,887 

31-7-2014 - - - 50 119.5480 5,977 200 119.5480 23,910 

TOTAL - - - 1,000 - 110,840 200  23,910 
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The foregoing departure from the cost principle is called as Lower of cost or market Rule 

(LCM). Here the cost means the historical cost of inventory as recorded in the Material 

Account and the Store Ledger Card. The term market means the current market price at 

which the material inventory can be replaced at an arm’s length. Conservatism principle 

of GAAP ensures to recognize the potential loss for decline in the inventory value and to 

report realistic profitability for the period. 

 

With a view to explain the application of LCM rule for Inventory valuation let us assume 

that the ending inventory as at 30 June, 2014 of a furniture manufacturing concern was 

300 plastic sheets at the cost of Rs. 1,500 each. According to the cost principle, the total 

cost of ending inventory works out at Rs. 450,000 (300 X Rs.1,500). But the current 

market price of such plastic sheets is amounting to Rs. 1,400 each. Under the LCM rule 

the value to be assigned to the ending inventory would work out to Rs. 420,000 (300 X 

Rs.1,400). The decline in the inventory value of Rs. 30,000 (Rs. 450,000 less Rs. 

420,000) would be reported as periodic loss due to decline in inventory value. Thus the 

potential loss would appropriately be accounted for to report operating results fairly. The 

inventory decline loss can be directly charged to the cost of goods sold account or to the 

factory overheads account.  

 

The LCM rule can be applied for each item of inventory, each group of inventories or the 

entire inventory held in the stock. Any method as selected by the organization is to be 

followed consistently over the years. 

 

The LCM rule is generally applicable in the situations when the prices have declining 

trend. This situation seldom exists in our country. We encounter usually price escalations 

from time to time. Therefore, we can hardly find application of LCM rule in valuation of 

ending inventory. 

 

4.6 Costing for Return of Material to Supplier 
The accounting entries for return of defective, damaged and the material & supplies 

received other than specifications or excessive quantity has been explained at sub 

paragraph 3.3. The costing of such material returns has no problem when the returns are 

arranged immediately after receipt. The same cost is adopted which was indicated in the 

invoice/bill of the vendor. Usually the accepted quantity of material is recorded at net 

quantity and cost. However, some problems emerge when the return of material takes 

place after passage of some time period when the defects/damages are noticed at the time 

of issue or use of materials. Such returns must be costed at the specific invoice price 

because supplier’s account cannot be debited by an amount other than the price which he 

charged for the supply. Now the variance in cost of return of material and the cost as 

appearing in the Store Ledger Card is to be determined as under FIFO, LIFO or Average 

costing methods the unit cost would be different. The variance is debited or credited to 

the Work in Process Account. Further, the return of material to the supplier is recorded in 

the receipt section of the store ledger card with red ink or the figures within brackets and 

the balance column is also reduced accordingly.  
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4.7 Costing for Return of Material to Warehouse 
The material returned from the production department to the warehouse due to excessive 

material originally demanded and subsequently returned need to be costed appropriately 

so as to charge the cost of material to production fairly. The return of materials to 

warehouse would be recorded at the specific cost through identification at which these 

materials were issued. Alternatively if such identification is not practicable then the latest 

cost of issuance of material would be considered for recording return of material to the 

warehouse. The material return entry in the store ledger card would be recorded in the 

issuance column with red ink or the figures within brackets and the balance column 

would also be enhanced accordingly.  

 

4.8 Inventory Costing Methods under Periodic Inventory System 
The inventory costing methods namely FIFO, LIFO and Average as explained and 

applied under perpetual inventory system can also be applied under periodic inventory 

system. However, no Store Ledger Card under periodic inventory system is maintained. 

These costing methods are applied at the end of the period in order to determine the cost 

applicable to the ending material inventory. After deduction of the cost of ending 

inventory from the total cost of material purchased and charged to the production through 

Work in Process Account, the balance cost is considered as the cost of material used in 

production.  

 

Taking the same data of material receipts and issuance as at paragraph 4.2 the cost of 

ending inventory and the cost of material charged to production can be computed through 

different costing methods under periodic inventory system in the following manner:- 

 

A) Costing under FIFO Method 
 

1. Cost of Materials Received 
Date  Receipts Units Unit cost Total cost 
01.7.2014 Opening inventory      250 Rs. 100 Rs. 25,000 
10.7.2014 Purchase    500 Rs. 110 Rs. 55,000 
20.7.2014 Purchase    300 Rs. 120 Rs. 36,000 
28.7.2014 Purchase    150 Rs. 125 Rs. 18,750 
  Total receipts 1,200  Rs. 134,750 
 

2. Cost assigned to Ending Inventory 
28.7.2014 Cost of latest purchase 150 Rs. 125 Rs. 18,750 
20.7.2014 Cost from second    50    Rs. 120 Rs. 6,000 
  latest purchase     
  Total 200  Rs. 24,750  
 

3.  Cost of Material Issued 
Total cost of materials received   1,200 units Rs. 134,750 
Less cost of ending inventory     200 units Rs. 24,750 
Cost of material issued to production  1,000 units Rs. 110,000 
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B) Costing Under LIFO Method 
 

1. Total cost of material received  1,200 units Rs. 134,750 
2. Cost of ending inventory. 
 01.7.2014 Cost from oldest receipt 200 units x Rs. 100               Rs.  20,000 
3. Cost of material issued to production 1,000 units Rs. 114,750 
 

C) Costing Under Average Method 
1.  Total cost of material received 1,200 units Rs. 134,750 
2.  Cost of ending inventory 200 units x Rs.112.2917 Rs.  22,458 
 3. Cost of material issued  1,000 units x Rs.112.2917 Rs. 112,292  
 Working of average unit cost 
 Total cost / total units Rs. 134,750/1,200 units = Rs. 112.2917  
  

4.9 Choice of Inventory Costing Methods 
The International Accounting Standard No. 2 provides an option to the management to 

adopt any of the aforesaid methods i.e FIFO, LIFO or Average for costing of material 

issuance and ending inventory. However, the IAS-2 makes it binding to the management 

to assign specific cost of units issued and the ending inventories whenever, the different 

units of an item are not interchangeable and are capable of identification with their 

invoice price or where some materials are acquired for a particular job. Instance of such 

specific identification are rare and in most of the cases the management must make a 

choice between the three costing methods. In order to make the decision the organization 

must evaluate pros and cons of each method. 

 

During rising prices of materials, which is found a usual phenomenon in our country, the 

FIFO method indicates higher value of ending inventory which is closer to the 

replacement cost and more suitable for reporting in balance sheet. On the other hand, the 

LIFO values ending inventory at the oldest purchase prices. Such a method of valuation 

does not represent true value of inventories for reporting in the balance sheet. The other 

costing method indicates the average cost of inventory which is within the cost range of 

FIFO and LIFO hence it reflects the cost of inventory at medium level, therefore it is 

mostly preferred. 

 

4.10 Impact on Profitability of Inventory Costing Methods 
The inventory costing methods have direct impact over profitability of the organization. 

When the prices of inventory are rising, the FIFO method would indicates lower cost of 

material used and higher cost of ending inventory, hence the reported profit would be 

higher. On the other hand, under LIFO method, when the prices of inventory are rising 

the cost of material used would be greater and the cost of ending inventory would be 

lower, hence the profitability would be lower. The average costing method reports the 

profitability at medium level as it trades off the cost of materials used and the cost of 

ending inventory under the rising price trend.  
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The selection of any method of inventory costing and valuation is dependent upon the 

discretion of the management. However, when any method is selected, it is to be used for 

a longer period of time to observe consistency principle.  

 

5. COSTING PROCEDURES FOR SCRAP, SPOILED AND 

DEFECTIVE WORKS. 
 

During manufacturing process of products it is never possible that all materials put into 

production is converted into finished product shape. There are generally some losses due 

to scrap of materials in the shape of trimmings, cut-offs, spoilage due to inherent features 

of material and defective works because of poor workmanship, mishandling or inferior 

quality of output. Such losses are treated in the accounting of costs of production or in 

some other way as described in the forthcoming part. 

 

5.1 Accounting for Scraps 
The scraps and wastage is an inherent feature of manufacturing process. The cut-pieces, 

trimmings and obsolete parts from material which are residue from use of material into 

production are classified as scraps. In a garment manufacturing industry the left over 

trimmings of cloth from cutting function may be named as scraps. Similarly in a shoes 

manufacturing industry the raw materials are cut into pieces according to the desired 

sizes and any pieces left over which cannot be used any more are called scraps. The 

scraps have very small realizable value which in most of the cases, cannot conveniently 

be estimated at the time of recovery. Such scrap is usually collected and placed in stores 

so that it can be sold to scrap dealers. Usually at the time of storage of scraps no 

accounting entry is possible because its cost or realizable value cannot be ascertained. 

However, when this scrap is sold and amount is known then the following accounting 

entry is incorporated:- 

 

General Journal 
Date Particulars LF Dr Cr 

xxx Cash Account  Rs. xxx  
         Income from sale of scrap A/C           Rs. xxx 

 
Alternatively the realized value of scrap upon sale is directly adjusted against the specific 

job or process to reduce its cost of production through the following accounting entry:- 

 

General Journal 
Date Particulars LF Dr Cr 

xxx Cash Account  Rs. xxx  
         FOH A/C or WIP A/C           Rs. xxx 

 
In case it is possible to estimate the value assignable to scrap, which is instantly not to be 

disposed off till accumulation of sizeable scrap, when it may attract the scrap dealers for 

offering good amount, then the following entry is passed every time when the scrap is 

stored:- 
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General Journal 
Date Particulars LF Dr Cr 

xxx Scrap Inventory A/C  Rs. xxx  
         FOH A/C or WIP A/C           Rs. xxx 

 
When the entire scrap is disposed off then the following accounting entry is recorded:- 

 
General Journal 

Date Particulars LF Dr Cr 

xxx Cash Account  Rs. xxx  
         Scrap Inventory A/C   Rs. xxx 
         FOH A/C or WIP A/C           Rs. xxx 

 
Here the FOH A/c or WIP A/c is used for accounting for any extra amount realized from 

scrap sale over and above the estimated realizable value from scrap inventory. In case of 

deficiency in realized value, the FOH A/c or WIP A/c would be debited.  

 

Illustration for Accounting of Scraps 
The Decent Furniture Company has received an order for manufacturing and supply of a 

furniture set. During cutting process of wood material and laminated sheets certain 

wooden cut pieces, raw dust and shavings accumulated. The factory transferred the scraps 

to store room. The scrap was later sold for Rs. 3,500.  

 

Required: Recognize the proceeds from scrap sale through adjustment against the 

relevant job. 

 

Solution 
A) Shifting of scrap to store room. 
 No accounting entry. 
 
B) Estimating the value assignable to scrap. 

Date Particulars LF Dr Cr 

xxx Scrap Inventory A/C  Rs. 3,000  
         WIP A/C (Job No. 58)           Rs. 3,000 

 
C) Sale proceeds from scrap. 

Date Particulars LF Dr Cr 

xxx Cash Account  Rs. 3,500  
        Scrap Inventory A/C   Rs. 3,000 
         WIP A/C (Job No. 58)              Rs.   500 

  
The cost of Job No. 58 would now be reduced by the amount of Rs. 3,500 realized from 

the scrap sale. 

 

5.2 Accounting for Spoiled Goods 
The spoiled goods denote those faulty production or units of output which cannot be 

reworked to bring them into a quality product. This sort of situation is faced in the 
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manufacturing industries when some technical faults are emerged in the products. In 

order to elaborate it, assume that in a glass factory the liquid glass was put into moulds to 

make bowls. After the molding operation, it was found that some of the bowls contain air 

bubbles. This defect cannot now be removed until the entire defective lot of bowls is 

crashed and reworked which would be much costly. The only option available is to sell 

the defective bowls at some lower price as ‘seconds’. Thus the defective produced bowls 

would be sold out at reduced prices. 

 

In the shoes manufacturing industries, the pairs of shoes which contain certain 

workmanship defects are sold out at disposal prices being spoiled pairs. The spoilage is 

usually noticed at the end of manufacturing process. The spoilage may be a normal 

phenomenon or the abnormal one. The normal spoilage is usually unavoidable while the 

abnormal spoilage can be controlled through the managerial techniques of adequate 

vigilance and stage by stage inspection and tests. 

 

The following accounting entry for transfer of the total production cost of Rs. 5,000 

relating to the normal spoiled goods is passed when it was noticed from a specific job 

order:- 

 
Date Particulars LF Dr Cr 

xxx Spoiled Goods Inventory A/C  Rs. 5,000  
         WIP A/C (Job No. 101)           Rs. 5,000 

 

When the spoiled goods are later sold at Rs. 3,000 as ‘seconds’ which usually attract the 

proceeds at lesser than the cost, then the following entry is recorded:- 

 
Date Particulars LF Dr Cr 

xxx Cash Account  Rs. 3,000  
 WIP (Job No. 101)          Rs. 2,000  
         Spoiled Goods Inventory A/C           Rs. 5,000 

 

The production cost of the Job No. 101 for good units would now stand increased by Rs. 

2,000 due to loss sustained from spoiled units. In case the spoilage is considered as an 

abnormal loss then the Factory Overhead Control Account would be debited and 

separately identified in the reports. This loss would be adjusted against the total 

production cost for the period. 

 

Illustration for Accounting of Spoiled Production 
 

The Universal Garment Factory is producing Job No. 15 which comprises 2,000 dresses 

of style A-1. The following costs were incurred for this production:- 

 Direct Material cost Rs. 200 per dress 

 Direct Labour cost Rs. 120 per dress 

 Factory Overheads cost Rs. 160 per dress 
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When the lot was completed, the Quality Control department rejected 20 dresses after 

inspection which were considered as spoiled dresses and were later disposed off for Rs. 

150 per dress as ‘seconds’. 
 

Required: 
A)  Pass journal entries if the loss from spoiled dresses is charged to the relevant job. 

B)  Pass journal entries if the loss from spoiled dresses is charged to all production.  

 

Solution  

A)  When loss from spoiled dresses is charged to the respective job. 

 
Date Particulars LF Dr Cr 

xxx Work in Process Account (Job –15)  Rs. 400,000  
         Material Account   Rs. 400,000 

 
Date Particulars LF Dr Cr 

xxx Work in Process Account (Job –15)  Rs. 240,000  
         Payroll Account   Rs. 240,000 

 
Date Particulars LF Dr Cr 

xxx Work in Process Account (Job –15)  Rs. 320,000  
         FOH Applied Account   Rs. 3,20,000 

 
Date Particulars LF Dr Cr 

xxx Spoiled Goods Account  Rs. 9600  
         Work in Process Account (Job – 15)   Rs. 9600 
 (Cost of 20 dresses X Rs. 480 = Rs. 9,600)    

 
Date Particulars LF Dr Cr 

xxx Cash Account  3,000  
 Work in Process Account (Job-15)  6,600  
         Spoiled Goods Account   Rs. 9,600 

  
Date Particulars LF Dr Cr 

xxx Finished Goods Account  Rs.  957,000  
         Work in Process Account (Job-15)   Rs.  957,000 

 

Workings of production cost of 1,980 dresses:- 
Total cost of Material, Labour and Factory  
Overheads for total 2,000 dresses.  Rs. 960,000  
Less loss from spoiled units (Rs. 9,600 less Rs. 6,600)    Rs. 3,000 
Net cost of 1,980 dresses of good production  Rs. 957,000 
 

Here the realized value from spoiled dresses has been deducted from the total production 

cost. Thus the loss from spoiled dresses stands prorated over the respective job. The per 

unit cost of dress works out to Rs. 483.33 (Rs. 957,000/1,980 dresses). 
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B)  When the loss from spoiled dresses is charged to all production. 

 
 

Date Particulars LF Dr Cr 

xxx Work in Process Account   Rs. 400,000  
         Material Account   Rs. 400,000 

 
Date Particulars LF Dr Cr 

xxx Work in Process Account   Rs. 240,000  
         Payroll Account   Rs. 240,000 

 
Date Particulars LF Dr Cr 

xxx Work in Process Account   Rs. 320,000  
         FOH Applied Account   Rs. 3,20,000 

 
Date Particulars LF Dr Cr 

xxx Spoiled Goods Account  Rs. 3,000  
 FOH Control Account  Rs. 6,600  
         Work in Process Account   Rs. 9,600 

 
Date Particulars LF Dr Cr 

xxx Cash Account  3,000  
         Spoiled Goods Account   Rs. 3,000 

  
Date Particulars LF Dr Cr 

xxx Finished Goods Account  Rs.  950,400  
         Work in Process Account   Rs.  950,400 

 

Computation for cost of Finished Goods:- 
Cost of Material, Labour and Overheads. Rs. 960,000 
Less cost of spoiled 20 dresses.  Rs.     9,600 
Cost of 1,980 good dresses. Rs. 950,400 
 

Here the cost of spoiled dresses is not charged to the job rather the loss from spoilage is 

separated for prorating over all the production. The per dress cost works out to Rs. 480 

(Rs. 950,400/1,980 dresses) excluding the loss from spoilage. 

 

5.3 Accounting for Defective Works 
A common practice is traditionally applied in most of the major manufacturing concerns 

that once the production process is completed, every product now goes through an 

intensive quality performance test and inspection through the Quality Control 

Department. As it would be much costly when the product is returned by the customer 

identifying certain faults and defects for removal after the product is sold. During the 

process of inspection certain products can be found technically defective which may be 

due to inferior material, poor workmanship and substandard performance due to 

machining problems and some other types of imperfections as well. After detection of 

defects such units are returned to the production department for reworking and removal 

of defects. If the units can be reprocessed in one or more stages and made into a standard 
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saleable product, it is often considered prudent to rework the defective units and be 

corrected to meet specified standards by adding material, labour and factory overheads 

costs as the need may be. The additional cost of rework, in order to remove the defects in 

product units, is dealt with in two ways as described below:- 

 

A) When the Rework Cost is added to the Job 
When rework on certain defective units is required the cost of material, labour and 

overheads, as may be necessary, will be charged particularly to the specific job and the 

following accounting entry would be recorded:- 

 
Date Particulars LF Dr Cr 

xxx Work in Process Account (Job No.)  Rs. xxx  
         Material Account   Rs. xxx 
         Payroll Account   Rs. xxx 
         FOH Applied Account   Rs. xxx 

 

Through this entry the cost of the relevant job would get enhanced. 

 

B) When the rework cost is added to the FOH Control Account 
In most of the times, defective units are caused by normal human or machine errors. 

Therefore, it is considered expedient to spread rework costs over all the units produced 

during the period. Necessary accounting entry for charging such reworking cost of 

material, labour and FOH would be recorded as appended below:- 

 
Date Particulars LF Dr Cr 

xxx Factory Overhead Control Account  Rs. xxx  
         Material Account   Rs. xxx 
         Payroll Account   Rs. xxx 
         FOH Applied Account   Rs. xxx 

 

The FOH Control Account would finally be adjustable against the FOH Applied Account 

and any variance would be closed to the Cost of Goods Sold Account. 

 

Illustration for Accounting of Defective Works 
Gujrat Fan Manufacturing Industry has received a special order for manufacturing and 

supply of 250 specially designed bracket fans of A Grade. The following costs were 

incurred by the company for execution of the order:- 

 

 Direct material cost Rs. 50,000 

 Direct labour cost Rs. 150,000 

 Factory Overhead is applied at 60% of direct labour cost. 

 

After completion of the production it was noticed during testing by the Quality Control 

Department that 30 fans were found technically defective for which the following 

additional costs were incurred in order to remove the defects:- 
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 Direct material cost Rs. 2,400 

 Direct labour cost Rs. 6,000 

 Factory overhead applied at 60% of direct labour cost. 

 

Required: Prepare necessary general journal entries to record execution of the special 

order in the following prospects:-  

I) When relevant job is charged with the additional cost of defective works. 

II) When the relevant Job is not charged with the additional cost of defective works. 

 

Solution 
I) When relevant job is charged with the additional cost of defective works. 

 
Date Particulars LF Dr Cr 

A) Work in Process Account (Job No. 92)  Rs. 290,000  
         Material Account   Rs. 50,000 
         Payroll Account   Rs. 150,000 
         FOH Applied Account   Rs. 90,000 

 
Date Particulars LF Dr Cr 

B) Work in Process Account (Job No. 92)  Rs. 12,000  
         Material Account   Rs. 2,400 
         Payroll Account   Rs. 6,000 
         FOH Applied Account   Rs. 3,600 

 
Date Particulars LF Dr Cr 

C) Finished Goods Account  Rs. 302,000  
         Work in Process Account (Job No. 92)   Rs. 302,000 

 
The additional cost of Rs. 12,000 for removal of defects in the products has been added in 

the basic manufacturing cost of the specific job. Thus the per unit cost of the fans 

produced in the job works out to Rs. 1,208 (Rs. 302,000/250 units). 
 

II) When relevant job is not charged with the additional cost of defective works. 

 
Date Particulars LF Dr Cr 

A) Work in Process Account   Rs. 290,000  
         Material Account   Rs. 50,000 
         Payroll Account   Rs. 150,000 
         FOH Applied Account   Rs. 90,000 

 
Date Particulars LF Dr Cr 

B) Work in Process Account   Rs. 12,000  
         Material Account   Rs. 2,400 
         Payroll Account   Rs. 6,000 
         FOH Applied Account   Rs. 3,600 
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Date Particulars LF Dr Cr 

C) Finished Goods Account  Rs. 290,000  
         Work in Process Account    Rs. 290,000 

 

The additional cost of Rs. 12,000 for removal of defects in the products has not been 

added in the cost of production of specific job. The additional cost has been kept separate 

and will be adjusted against the total production for the period. The per unit cost of fans 

currently produced works out to Rs. 1,160 (Rs. 290,000/250 units).  
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6. SELF ASSESSMENT QUESTIONS 

 

Q.1 Which of the following statements are True or False? 

 A) Whenever materials are purchased for stock purposes, they are kept in the 

Production Department. 

 B) Material codification assists in proper identification of relevant items.  

 C) Specialized stores, when purchased, go directly to the concerned department. 

 D) Stores ledger is maintained by the Storekeeper.  

 E) Bin Card is a part of accounting record.  

 F) Under perpetual inventory system, the Stock taking is undertaken at the end 

of the accounting period. 

 G) Under FIFO method of material costing, the closing material inventory is 

valued at the oldest cost. 

 H) The cost assigned to the material issued and used, under LIFO costing 

method, is based on the most recent prices. 

 I) Simple average costing method is usually used under periodic inventory 

system. 

 J) Moving average method of inventory costing is applied under perpetual 

inventory system to determine the average cost of ending inventory. 

 K) The FIFO inventory costing method indicates higher profitability during 

escalatory pricing trend.  

 L) The physical verification of ending inventory is meant to compare the 

quantity with the accounting record. 

 M) The sales tax paid on purchase of material inventory is included in the cost of 

material.  

 N) The scraps are the yields of material cut pieces, trimmings and obsolete parts. 

 O) The defective goods are reworked in order to ensure quality of products 

before sale.  
 

Q.2 Fill in the blanks the following statements with suitable words:- 

 A) There should be proper co-ordination between Production ----------- and 

Accounts Department in respect of --------------- purchases. 

 B) The value of material issue is ------------- shown in the --------------------. 

 C) The cost of material --------------- does not consist of the payment made to the 

------------------ only.  

 D) Under FIFO costing method the --------------- is priced at the rate of -----------

---purchased lot of material.  

 E) Under LIFO costing method the material held in the --------- inventory is 

priced at the ---------------- price.  

 F) The FIFO costing method indicates ------------ cost of material issued and ----

--cost of material ending inventory when prices are rising. 

 G) The LIFO costing method indicates -------------- cost of ending inventory 

when prices are declining. 

 H) Average costing method represents ----------------- cost of material issued and 

---------------- cost of ending inventory.  
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 I) The average costing method indicates ---------------- profit when the material 

pricing trend is declining or enhancing. 

 J) The material costing methods should --------------- be followed for fair and 

true reporting of the results of ------------------. 

 

Q.3 Describe the fundamental cost flow assumptions of the FIFO, LIFO and Average 

inventory costing methods.  

Q.4 During periods of rapid increase or decrease in material prices, which costing 

method might result in a more desirable figures for the cost of goods manufactured 

and sold? 

Q.5 The following information is available regarding procurement and issuance of 

material inventory for the month of October, 2014 of a manufacturing company:- 

 01.10.2014  Opening inventory of 800 units at Rs. 60 each. 

 06.10.2014  Purchases 200 units at Rs. 70 each. 

 09.10.2014  Issued 400 units to production. 

 12.10.2014  Issued 150 units to production. 

 16.10.2014  Purchased 300 units at Rs. 75 each. 

 24.10.2014  Issued 400 units to production. 

 27.10.2014  Issued 250 units to production. 

 

 Required: Compute the cost of materials issued to production and the value of 31 

October, 2014 inventory using perpetual inventory system under each of the 

following methods:- 

 A) First in First Out method. 

 B) Last in First Out method. 

 C) Moving Average method. 

Q.6 Using the same data as at Question 5 above, determine the cost of materials issued 

to production and the cost of ending inventory under First in First Out, Last in First 

Out and the Average costing methods assuming that the periodic inventory system 

is applied by the company. 

Q.7 Good-Fit Garment Industries is engaged in manufacturing ladies garments on local 

orders basis and also on massive production pattern. After cutting process of cloth 

and other decoration materials and then stitching process of dresses is carried out. 

Certain cut pieces etc are found during cutting and stitching activities which are 

accumulated and stored for disposal. During the month of October, 2014 such 

scraps and wastages extracted from the production were estimated at a realizable 

value of Rs. 10,000 which however, were later sold for Rs. 9,800. 

 Required: Pass necessary accounting entries for such scrap disposals. 

Q.8 The Metro Shoes Factory manufactures quality shoes. After manufacturing process, 

some pairs of shoes are rejected by the Quality Control Department. During the 

month of October, 2014 the factory manufactured 2,000 pairs of shoes. The 

following costs were incurred during the process of production:- 

 Material cost. Rs. 400,000 

 Labour cost. Rs. 320,000 

 Manufacturing overheads were applied at 60% of labour cost. 
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 On final inspection, it was found that 5% of the production was rejected by the 

Quality control department which had to be sold as “B” pairs at Rs. 200 per pair. 

The balance quantity of passed pairs of shoes was sold at Rs. 900 per pair.  

 Required:- Record the above transactions in the books of accounts assuming the 

following conditions:- 

 i) When spoilage loss is considered as the cost of the specific job order. 

 ii) When spoilage loss is charged to all the production for the period.  

Q.9 Zeenat Engineering Company is engaged in the manufacturing of electric motors 

for washing machines. The company received an order for manufacturing and 

supply of 50 electric motors. The following costs were incurred:- 

  Material cost. Rs. 24,000 

  Labour cost  Rs. 27,500 

  Factory Overheads applied cost.  Rs. 22,500 

 After completion of manufacturing process it was found after inspection that 4 

electric motors were defective. The additional costs of Rs. 1,000 for materials, Rs. 

1,200 for labour and Rs. 800 for factory overheads applied were incurred to remove 

the defects.  

 Required: Record the manufacturing costs and additional costs in the books of 

accounts assuming that:- 

 a) The defects removing costs are charged to the specific job. 

 b) The defects removing costs are not charged to the specific job. 
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7. SUMMARY 

 

o Material is a basic substance for production of any merchandise which is in the 

form of raw material, components and other consumable parts. 

o All incidental costs like handling, freight and taxes are included in the basic cost of 

materials. Trade discounts are excluded from the cost of materials. 

o Material costing is significantly important in order to determine an appropriate cost 

of materials consumed for production and computation of the cost of ending 

inventory. 

o An appropriate codification system for each type of material identification is 

arranged in the organization for an effective control over receipt and issuance of 

materials. 

o There are two inventory movement and costing systems which include periodic and 

perpetual. 

o The periodic inventory system is a simple system which is generally applied in 

small organizations where only few types of inventories are used.  

o The perpetual inventory system is a comprehensive pattern of recording movement 

of inventory transactions for receipts and issuance to determine balance of 

inventory and its cost after every transaction. This system is applied by large 

organizations using variety of material inventories. 

o The cost flow assumption for inventory valuation includes First in First Out, Last 

in First Out and Average costing methods which are generally used by most of the 

organizations for charging the cost of materials to products and valuation of ending 

inventories. All these valuation/costing methods are supported by the International 

Accounting Standard No. 2.  

o The FIFO costing method assumes the sequence of receipts and issuance of 

material in an orderly manner which is based on a natural flow. This system 

indicates lower production cost and higher profitability during rising prices of 

materials.  

o The LIFO costing assumes the reverse sequence of receipts and issuance. The 

materials are first issued from the last received lot whereby the latest cost is 

assigned to the production and oldest cost is assigned to the ending inventories. In 

an escalatory pricing trend of materials, the profitability is usually lower when 

LIFO costing method is applied by the organizations. 

o The Average costing method obstructs the lower and higher costs of material for 

accounting purposes. An average of the lower and higher costs of lots of materials 

are taken to compute the cost of material issued to production and the cost charged 

to the ending material inventory. Thus the profitability is also averaged during 

rising and falling prices of materials when average costing method is applied in the 

organization.  

o During manufacturing process certain scraps and wastages of materials emerge in 

the shape of cuttings, saw dust, trimmings and damaged parts etc. After disposal of 

such scraps, some revenues generated are adjusted against the production cost.  



Unit-6  Material Costing, Strong and Issuing   

 

167 

o The spoiled production which does not meet the standard specifications and 

finishing and the defects cannot be removed economically is disposed off at lower 

price and the loss is charged to the job or to the total production for the period. 

 

o Sometimes reworking on defective goods found after inspection is required. The 

cost of such reworking in order to remove the defects is also charged to the job or 

to the total production for the period. 

 

8. ANSWERS TO THE SELF ASSESSMENT QUESTIONS. 
 

Q.1 A. False  B. True  C. True  D. False 

 E. False  F. False  G. False  H. True 

 I. True  J. True  K. True  L. True 

 M. False  N. True  O. True 

 

Q.2 A department, material 

 B.  not, Bin Cards 

 C. purchased, supplier 

 D.  material issued, oldest 

 E.  ending, oldest, 

 F.  lower, higher 

 G.  higher  

 H.  average, average  

 I.  average  

 J.  consistently, operations. 

 

Q.3 The students should consult paragraph 4 to find out the answer. 

Q.4 The students should refer paragraph 4.4 to find out the answer. 
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Q.5 A) Store Ledger Card Under FIFO Costing Method 

 

 

1) Cost of material issued 1200 units Rs. 77,000 

2) Cost of ending inventory 100 units Rs 7,500 

 

B)   STORE LEDGER CARD UNDER LIFO COSTING METHOD         

                          

 

1) Cost of material issued 1200 units Rs. 78,500 

2) Cost of ending inventory 100 units Rs 6,000 
 

Date 

Receipt Issue Balance 

Qty 
Unit 

Cost Rs. 

Total 
Cost 
Rs. 

Qty 
Unit 

Cost Rs. 
Total 

Cost Rs. 
Qty 

Unit 
Cost 
Rs. 

Total 
Cost Rs. 

1-10-2014 - - - - - - 800 60 4,8000 

06-10-2014 200 70 14,000 - - - 800 60 48,000 

 - - - - - - 200 70 14,000 

09-10-2014    400 60 24,000 400 60 24,000 

 - - -    200 70 14,000 

12-10-2014 - - - 150 60 9,000 250 60 15,000 

 - - - - - - 200 70 14,000 

16-10-2014 300 75 22,500 - - - 250 60 15,000 

 - - - - - - 200 70 14,000 

 - - - - - - 300 75 22,500 

24-10-2014 - - - 250 60 15,000 50 70 3,500 

 - - - 150 70 10,500 300 75 22,500 

27-10-2014 - - - 50 70 3,500 - - - 

 - - - 200 75 15,000 100 75 7,500 

TOTAL - - - 1,200 - 77,000 100  7,500 

Date 

Receipt Issue Balance 

Qty 
Unit 

Cost Rs. 
Total 

Cost Rs. 
Qty 

Unit  
Cost Rs. 

Total  
Cost Rs. 

Qty 
Unit 

Cost Rs. 
Total 

Cost Rs. 

1-10-2014 - - - - - - 800 60 4,8000 

06-10-2014 200 70 14,000 - - - 800 60 48,000 

 - - - - - - 200 70 14,000 

09-10-2014    200 70 14,000    

 - - - 200 60 12,000 600 60 36,000 

12-10-2014 - - - 150 60 9,000 450 60 27,000 

 - - - - - -    

16-10-2014 300 75 22,500 - - - 450 60 27,000 

 - - - - - - 300 75 22,500 

 - - - - - -    

24-10-2014 - - - 300 75 22,500    

 - - - 100 60 6,000 350 60 21,000 

27-10-2014 - - - 250 60 15,000 100 60 6,000 

TOTAL 
- - - 

1,2
00 

- 78,500 100  6,000 
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C) STORE LEDGER CARD UNDER MOVING AVERAGE COSTING METHOD 

 

 

1) Cost of material issued 1,200 units Rs. 77,780 

2) Cost of ending inventory 100 units Rs 6,720 

 

Q.6 Solution using periodic inventory system. 

 

 A)  FIFO Costing Method 
 Total cost of receipts of materials: 
 01.10.2014 Opening balance of material 800 units X Rs. 60 =  Rs. 48,000 
 06.10.2014 Purchase of material 200 units X Rs. 70 =  Rs. 14,000 
 16.10.2014 Purchase of material 300 units X Rs. 75 =  Rs. 22,500 
 Total 1,300 units Rs. 84,500 
 Less cost assigned to the ending inventory: 
 16.10.2014 Latest purchase of material 100 units X Rs. 75 =  Rs.   7,500 
 Cost of material issued to production 1,200 units Rs. 77,000 
 
 B)  LIFO Costing Method 
 Total cost of material receipts as worked out above.  1,300 units Rs. 84,500 
 Less cost assigned to ending material inventory: 
 01.10.2014 Cost of oldest purchase of material 100 units X Rs. 60 =  Rs.  6,000 
 Cost of material issued to production   1,200 units Rs.78,500 
 
 C) AVERAGE COSTING METHOD  
 Total cost of material receipts as worked out above. 1,300 units x Rs. 65 = Rs.84,500 
 Less cost of ending inventory of material 100 units x Rs. 65 =  Rs.  6,500 
 Cost of material issued to production   1,200 units x Rs. 65 =       Rs.78,000 
 Computation of average cost per unit: 
 Total cost of units/Total units = Rs. 84,500/1,300 units = Rs. 65 per unit 
 

Date 

Receipt Issue Balance 

Qty 
Unit 
Cost 
Rs. 

Total 
Cost Rs. 

Qty 
Unit 

Cost Rs. 
Total 

Cost Rs. 
Qty 

Unit  
Cost Rs. 

Total  
Cost Rs. 

1-10-2014 - - - - - - 800 60 4,8000 

06-10-2014 200 70 14,000 - - - 1000 62 62,000 

09-10-2014 - - - 400 62 24,800 600 62 37,200 

12-10-2014 - - - 150 62 9,300 450 62 27,900 

16-10-2014 300 75 22,500    750 67.20 50,400 

24-10-2014 - - - 400 67.20 26,880 350 67.20 23,520 

27-10-2014 - - - 250 67.20 16,800 100 67.20 6,720 

TOTAL - - - 1,200 - 77,780 100  6,720 
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Q.7 Solution 

  

A) When the scrap is shifted to Stores.  No accounting entry 

 

B) Estimating the realizable value of scrap if accumulated from a specific job. 

 
Date Particulars LF Dr Cr 

xxx Scrap Inventory Account  Rs. 10,000  
         Work in Process Account (Job No.)   Rs. 10,000 

  

C)  Estimating realizable value of scrap if accumulated from general production. 
 

Date Particulars LF Dr Cr 

xxx Scrap  Inventory Account  10,000  
         Work in Process Account    Rs. 10,000 

 
D) Sale proceeds from scrap if related to the specific job. 
 

Date Particulars LF Dr Cr 

xxx Cash Account  Rs. 9,800  
 Work in Process Account (Job No.)  Rs. 200  
 Scrap  Inventory Account   Rs. 10,000 

 
E) Sale proceeds from scrap if related to the general production. 
 

Date Particulars LF Dr Cr 

xxx Cash Account  Rs. 9,800  
 Work in Process Account  Rs. 200  
 Scrap  Inventory Account   Rs. 10,000 

 
Q.8 Solution 
 
I) SPOILAGE LOSS CHARGED TO THE SPECIFIC JOB. 
 

Date Particulars LF Dr Cr 

xxx Work in Process Account (Job No.)  Rs. 912,000  
  Material Account   Rs. 400,000 
  Payroll Account   Rs. 320,000 
  FOH Applied Account   Rs. 192,00 
  (Production Cost Charged to the Job)    

 
Date Particulars LF Dr Cr 

xxx Spoiled goods Inventory Account  Rs. 20,000  
  Work in Process Account (Job No.)   Rs. 20,000 
 (Realizable value of 100 pairs of spoiled shoes X Rs. 200)    
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Date Particulars LF Dr Cr 

xxx Finished Goods Inventory  Rs. 892,000  
  Work in Process Account (Job No.)   Rs. 892,000 
 (Cost of finished goods Rs. 912,000 less Rs. 20,000)    

 
Date Particulars LF Dr Cr 

xxx Cash Account  Rs. 20,000  
  Spoiled Goods Inventory Account   Rs. 20,000 
 (Proceeds realized from disposal of spoiled goods)    

 
II) SPOILAGE LOSS CHARGED TO ALL PRODUCTION OF THE PERIOD.  
 

Date Particulars LF Dr Cr 

xxx Work in Process Account  Rs. 912,000  
  Material Account   Rs. 400,000 
  Payroll Account   Rs. 320,000 
  FOH Applied Account   Rs. 192,000 
 Production cost charged to the job    

 
Date Particulars LF Dr Cr 

xxx Spoiled goods Inventory Account  Rs. 20,000  
 FOH Control Account  Rs. 25,600  
 Work in Process Account (Job No.)   Rs. 45,600 
 Spoiled loss charged to periodic expense account 

100 units x Rs. 456 = Rs. 45,600 less Rs. 20,000 
realizable 

   

 
Date Particulars LF Dr Cr 

xxx Finished Goods Inventory  Rs. 866,400  
  Work in Process Account (Job No.)   Rs. 866,400 
 (Cost of finished goods Rs. 912,000 less Rs. 25,600)    

 
Date Particulars LF Dr Cr 

xxx Cash Account  Rs. 20,000  
  Spoiled Goods Inventory Account   Rs. 20,000 
 (Proceeds realized from disposal of spoiled goods 100 

units x Rs. 200) 
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Q.9 Solution  
A)   WHEN THE COST OF REMOVING THE DEFECTS IS CHARGED TO THE SPECIFIC 

JOB. 
 

Date Particulars LF Dr Cr 

xxx Work in Process A/C (Job No. 108)  Rs.  74,000  
  Material Account   Rs. 24,000 
  Payroll Account   Rs. 27,500 
  FOH Applied Account   Rs. 22,500 

 
Date Particulars LF Dr Cr 

xxx Work in Process A/C (Job No. 108)  Rs.  3,000  
  Material Account   Rs. 1,000 
  Payroll Account   Rs. 1,200 
  FOH Applied Account   Rs.    800 

 
Date Particulars LF Dr Cr 

xxx Finished Goods Account  Rs. 77,000  
  Work in Process A/C (Job No. 108)   Rs. 77,000 

   

B) WHEN THE COST OF REMOVING THE DEFECTS IS NOT CHARGED TO THE SPECIFIC 
JOB. 

 

 
Date Particulars LF Dr Cr 

xxx Work in Process A/C (Job No. 108)  Rs.  74,000  
  Material Account   Rs. 24,000 
  Payroll Account   Rs. 27,500 
  FOH Applied Account   Rs. 22,500 

 
Date Particulars LF Dr Cr 

xxx FOH Control Account  Rs.  3,000  
  Material Account   Rs. 1,000 
  Payroll Account   Rs. 1,200 
  FOH Applied Account   Rs.    800 

 
Date Particulars LF Dr Cr 

xxx Finished Goods Account  Rs. 74,000  
  Work in Process A/C (Job No. 108)   Rs. 74,000 
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9. ASSIGNMENT QUESTIONS 
 

Q.1 Describe main three methods of costing of material issuance to production. Which 

method do you consider to be best one in a manufacturing organization.  

Q.2 What would be the effect on the followings when the prices of materials are rising 

and the LIFO method of inventory costing is being applied in an organization:- 

 A) Cost of production 

 B) Closing inventory 

 C) Net profit for the period. 

Q.3 What are the advantages and disadvantages of FIFO and LIFO costing methods of 

materials issuance to production? 

Q.4 Describe the contents of a Store Ledger Card and the objects for its maintaining in 

an organization. 

Q.5 Comprehensively state the periodic and perpetual inventory systems and their 

application in the trading as well as manufacturing concerns. 

Q.6 In some situations the additional material and labour costs incurred on defective 

works is treated as factory overhead cost. In some other cases the cost of perfecting 

the defective work is charged directly to the job. Explain the appropriate 

application of each accounting treatment. 

Q.7 During the month of November, Hassan Glass Factory conducted the following 

transactions for the glass materials:- 

 Date Transactions 

 01 Balance of 400 units brought forward at Rs. 50 each. 

 03 Received 300 units at Rs. 55 each in the stores. 

 07  Issued 100 units to the factory for production. 

 15 Received another lot of 200 units at Rs. 52 each in the stores. 

 18 Issued 150 units to the factory for production. 

 21 Issued 300 more units to the factory for production. 

 25 Received 150 units of material at Rs. 60 each.  

 29  Issued 200 more units to the production. 

 The company is using perpetual inventory system for proper controls.  

 Required:- Prepare Store Ledger Card using each of the following methods of 

inventory costing :- 

 A) First in First Out 

 B) Last in First Out 

 C) Moving Average 

Q.8 Suppose the company was using periodic inventory system. Determine the cost of 

material issued to production and the cost of ending material inventory by taking 

the data as indicated at question no. 7 above and using the three costing methods of 

FIFO, LIFO and Average.  

Q.9 The Kids Toy Company received an order for manufacturing and supply of 500 

toys from a retailer. The company spent the following costs for execution of the 

said order:- 

 Material used Rs. 20,000 

 Labour cost  Rs. 15,000 
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 FOH Applied 60% of labour cost 

 On final inspection, it was found that 20 toys were spoiled which could be sold as 

‘seconds’ at a price of Rs. 50 each.  

 Required: Record necessary accounting entries under the following cases:- 

 a) When the loss on spoiled toys is charged to the relevant job.  

 b) When the loss on spoiled toys is charged to the overall production.  

Q.10 The Surgical Instrument Company manufactures for stock purposes a number of 

high precision instruments which must meet strict specifications. During last month 

an order for 200 instruments was executed by the company and following costs 

were incurred:- 

 Material cost Rs. 130,000 

 Direct labour Rs. 90,000 

 MOH Applied 120% of Direct labour 

 The Quality Control Department rejected 15 instruments as they could not comply 

with the technical standards as were envisaged. In order to rework for removal of 

defects in the defective instruments the additional costs as appended below were 

committed to rework:- 

 Material cost Rs.  6,000 

 Direct labour Rs.  2,500 

 MOH Applied 120% of Direct labour 

 Required: Record the manufacturing costs and additional costs incurred on 

removal of defects and rework under each of the following options :- 

 a) When the rework costs are charged directly to the job from which defects 

were noticed. 

 b) When additional costs incurred on reworking are charged to the overall 

periodic production.  
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INTRODUCTION 

 

The manufacturing, trading or service types of business organizations are operated by 

human resource. The human resource cost is represented by Labour Cost. This is an 

important Cost element of the total manufacturing cost of the products. Even the Factory 

Overhead cost also partially includes the cost of indirect labour. The workers desire 

timely payment of their wages and salaries while the owner of business or management 

of the organization wants payment of accurate amount of wages and salaries to the staff. 

Therefore, introduction of proper system of working out and payment of labour cost is 

necessitated. The labour time is perishable in the sense that it cannot be stored and once 

lost, cannot be recouped. Thus any inefficiency and carelessness in the management of 

labour is bound to increase the labour cost. Therefore, proper controlling the labour time 

is very important and essential. 

 

OBJECTIVES 
 

The study of this unit will enable you to:- 

a) Understand the procedure of engagement of new employees through Personnel 

Department. 

b) Explain the job evaluation and merit rating. 

c) Study time keeping systems of workers. 

d) Ascertain remuneration and different good incentive plans for workers. 

e) Accounting and classification of labour payment. 

f) Cost Accounting Systems of labour cost. 

g) Write labour reports 
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1. ENGAGMENT OF LABOUR AND TIME KEEPING 
 

1.1 Meaning and Classification of Labour 
Labour means human efforts and contribution activities in an organization. This includes 

contribution of all higher to lower level skilled, semi skilled, and unskilled staff working 

in a factory. The remuneration of all types of labour is called labour cost. The labour cost 

is an important cost element of the total manufacturing cost of the products. The labour 

cost includes: 

a) The basic wages in gross amount and overtime premium in consideration of work 

performed. 

b) Other fringe benefits like house rent, conveyance allowance, medical allowance, 

incentives leave pay, contribution to provident funds, gratuity or pension etc. 

 

Proper motivation, control and accounting for this human cost is an important problem in 

the management of an enterprise. A cooperative, hardworking loyal and enthusiastic 

labour can contribute greatly towards efficient and low cost operations. 

 

The labour is generally categorized in to the following two classifications in an industrial 

organization. 

 

1. Direct Labour: 
 In a manufacturing organization the labour expended to convert direct material into 

the finished product is called direct labour. It consists of employee’s wages and 

fringe benefits which can easily be assigned to a specific product. This is an 

important cost element of the manufacturing cost of the products.  

2. Indirect Labour: 

 The labour expended which does not directly effect the production or the 

composition of the finished product is known as indirect labour. Indirect labour 

includes the wages of supervisor, factory clerks, general helpers, and employees 

engaged in maintenance work which is not directly related to production activities. 

The employees which facilitate performance of work in the factory for example 

time keeping department, storing and warehousing department, security and 

watching department. The wages and salaries of all such employees are treated as 

indirect labour cost. The cost of indirect labour is included in the Factory Overhead 

Cost which is an element of the manufacturing cost of products. 

 

1.2  Personnel Department 
The requirement of labour is fulfilled by the Personnel Department. The Personnel 

Department is established in the organization in order to carry out the process of testing, 

interviewing, physical examination, other recruitment induction procedures and 

assignment to jobs. This department is also responsible to develop job description, job 

evaluation, time and motion study to select suitable people. The functions of Personnel 

department also include training, counseling, transfers, promotions, taking disciplinary 

action and also termination of employees. Creation of good relations amongst personnel 
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provide good environment in the organization which ultimately benefits for enhancement 

in productivity. The Personnel department also keeps personal record of each employee. 

 

1.3 Engagement of New Workers 
The engagement of new workers may be needed for expansion of activities or for 

replacement of turned out employees. Thus the staff is recruited against the vacancy. The 

requisition for staff is usually raised to the Personnel Department by the Production 

Manager. The Personnel officer usually calls for test and interview of prospective 

candidates. The concerned departments are always involved during test and interview 

process in order to assess capabilities of the candidates and suitability to the 

requirements. 

 

The approval of top management is needed for any type of staff engagement. The 

appointment letter is issued to the selected candidate. The copies of such letters are also 

sent to the Production Department / concerned shop, wages office and Time office. 

 

1.4 Time Keeping Department 
The medium and large organizations are usually confronted with the problems of keeping 

watch on arrival and departure of factory workers. In order to control movement of 

factory workers it is necessary to maintain some record. This is performed by the Time 

Keeping office in every factory, which is usually located near the factory gate. The Time 

Keeper records the incoming and outgoing time of every worker. The time keeping 

activities serves the following purposes:- 

a) Watching and exercising control on the arrival and departure of every employee. 

b) Working out the time worked in the factory by individual workers for preparation 

of their monthly wages. 

c) Compliance with the statutory requirements. 

d) Ensuring discipline in attendance. 

e) Provide evidence of worker’s presence in the factory. 

 

1.5 Methods of Time Keeping 
The methods of time keeping may be either manual, mechanical or electronic. 

A. Manual Methods 
 The following manual methods are used:- 

1) Attendance Register Method 

2) Metal Disc / Token Method 
 

1) Attendance Register Method 

 Under this method an Attendance Register is maintained at the time office where 

every worker enters his time of arrival and departure and inserts signatures. 

Another employee of time office keeps watch on every worker while using the 

Attendance Register. 

 This method is very simple which is usually applied in small industries where the 

number of workers is not large. However, this method may lead to the dishonest 

practice of recording wrong time in collaboration with the time keeper. 
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2) Metal Disc/Token Method 

 Each worker is allotted Personnel number which is printed or engraved on the 

metal disc/token with a hole in it. These tokens are placed in serial order on a board 

located outside the factory gate. As the worker arrives, he removes his disc/token 

from the board and puts it in another inward box placed in the time office for 

workers who attended the job. After due time of arrival the inward box is removed. 

The late coming workers will now be required to hand over the disc/token to the 

time keeper to record the exact time of late comers. The discs or tokens left on the 

board outside the gate represent the Absent Workers. At the time of departure, each 

worker will get his metal disc/token from the inward Box/tray and will hang it on 

the Out Box placed outside the factory gate. The time keeper records the 

attendance of workers in the Daily Muster Roll on the basis of metal discs/token 

available in the inward Box/tray. This Daily Muster Roll is forwarded to the 

Payroll Department for payment of wages to the workers. 

 

 Some manipulations are also possible in this system by removing metal discs/token 

from outside box and putting into the inward box and vice versa by some other 

workers thus causing ghost labour. 

 

B. Mechanical Method 

 In order to remove the demerits of the manual method of attendance of workers 

another mechanical device of recording attendance is possible through time 

recording clock machine. 

 

 This method can be applied in small and large scale organizations. Under this 

method, every employee is provided time card with his personnel number, Name 

and designation/department. This time card is put serially in a tray in the time 

office located near by the factory gate. At the time of arrival and departure every 

worker will pick up his time card and put in the slot of clock, press the key and 

exact time is thus printed on the space against the particular day. Then he will 

remove the Time Card from the Clock Machine and again put in the same tray. 

Such time cards are usually issued on weekly basis for recording attendance of 

workers. The entry for late arrivals and early departure is printed in red to attract 

the attention of time keeper for reporting purposes. This method is more secured as 

compared to the manual methods. However, misuse of time card by some other 

employee with the help of time office cannot be over ruled. 

 

C. Electronic Method 

 This is a modern technology of recording attendance by workers in an organization. 

This system is based on the electronic technology where every worker is identified 

through his finger prints in the Time and Attendance Machine. This Machine is 

installed at the factory gate. The workers put their thumb on the screen of Machine 

where the impressions are captured through electronic camera and recognized to 

the programmed impression of employees. Thus their attendance is recorded 

electronically. Same practice is repeated at the time of departure. The attendance 
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print outs are taken from the Printer attached to this electronic device. This system 

is quite secured and safe and no malpractices are possible. This method of 

attendance can be applied in the organizations having large or small number of 

employees. 

 

1.6 Out-Workers 
Sometimes when adequate technical facilities and skilled labour is not available with the 

organization and greater cost is involved, if such facilities are made available in the 

factory, some parts of the products are got manufactured from outside experts by 

providing them material.  This is called as outsourcing some jobs. In this way some 

workers make some products in their own premises. Such workers are called out-workers. 

No record for the time spent for manufacturing such product is required to be maintained 

in the principal organization. However, it is important to keep watch on the quality of 

such products and also the delivery time. Usually the cost on manufacturing such 

products from outsource is greater as some compensation for the cost of machinery 

premises, electricity is paid to the out-workers in addition to labour cost. 

 

1.7 Self Assessment Questions – 1 
 1. What is the difference between Direct Labour and Indirect Labour? Explain 

with atleast two examples of each. 

 2. Which of the time keeping methods do you find best suitable in a small and 

large workers organization? 

 

 3. Fill in the blanks with suitable words: 

a) The time spent by _______ is intimated by the Time Keeping 

Department to the _______ Department. 

b) Wages of worker in a shop are charged to the _________ Cost. 

c) Muster Roll is prepared by the _ _______ department. 

d) Main functions of the Personnel department are to ________ suitable 

workers for the organization. 

e) Monitoring of _______ time is important factor for out-workers. 

 

 4. Which are the following statements are true and false? 

a. The workers desire timely payment of wages. 

b. The Management wants accurate payment of wages. 

c. The wages of a Carpenter are indirect labour. 

d. The time keeping department works out the time spent by workers in 

the factory as per its own wishes. 

e. The workers are appointed by the Time Keeping Department. 

f. Attendance register is maintained by the Time Keeping Department 

g. Out-workers are paid wages by Payroll Department. 
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2. REMUNERATION 
 

2.1 Difference between Salaries and Wages 

The salaries and wages are categorized according to the nature of labour put on the jobs. 

If the nature of job is directly related to production of goods is classified as Wages. For 

example the remuneration of carpenters in a furniture factory. The remuneration of 

supervisors and clerical staff is termed as Salaries. 

 

The wages are charged to Direct Labour Cost whereas the Salaries are included in the 

Factory Overhead Cost as indirect Labour. These are, however, only Cost Accounting 

classification so as to categorize each type of cost according to its nature of spending 

otherwise both costs are the integral part of product manufacturing cost. 

 

2.2 Productivity and its Measurement 
The remuneration of Workers is directly or indirectly premised upon the productivity and 

skill of workers. The productivity is the quantum of goods or services produced with 

efforts of technical facilities and human skill over a period of time. 

 

The measurement of the productivity is the comparison of actual production with the 

standard production prescribed by the management. The efficiency of the workers can be 

enhanced by measuring their productivity from time to time thus benefiting both the 

workers and the organization in potential progress of remuneration and availability of 

greater volume of output. 

 

2.3 Need for Measuring Productivity 
The measurement of productivity is not a one-time effort in the organization. In fact it is 

a continuous flow of monitoring the productivity and worker or a group of workers wise 

basis. When the managerial supervision is lower, frequent measurement of productivity is 

greatly needed. 

 

2.4 Measures of Labour Productivity 
The labour productivity is the quantum of human efforts used to produce goods and in 

what volume. If we say that 1500 units were produced during the month of June, it will 

be an incomplete statement until the number of workers and time spent is related to it. 

When we say that that 1500 units were produced by  20 workers for 25 working days 

during June then we can measure the labour productivity as under:- 

 

 1500 Units    =   3 units per worker per day 

         20 Worker x 25 days 

 

When the number of units produced during the next month amounted to 1800 by the similar 

workers and working days then we can measure enhancement in labour productivity. 

 1800 Units    =   3.6 units per worker per day 

 20 Worker x 25 days 
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This labour productivity can be compared with the predetermined productivity yard stick 

to measure efficiency of the labour productivity. 

 

2.5 Relationship of Productivity with Remuneration 
The remuneration of workers is generally dependent upon the time spent and productivity 

in the organization. The fixed wages for motivated workers do not provide them lucrative 

incentive to promote their efficiency and earn greater amount of wages through higher 

output. Usually the organizations provide opportunities to the workers by introducing 

higher wages plans of remuneration when volume of productivity is increased. This 

benefits the workers and the organization as well. So we can conclude that higher the 

productivity, greater the amount of earnings of wages. 

 

2.6 Systems of Remuneration 
There are three principal wage systems: 

i) Fixed Wages 

 Payment on the basis of time spent in the factory irrespective of the amount of 

work done. This method is known as time wage system. The examples may be per 

day, per week or per month fixed wages of workers. 

ii) Work Done 

 Payment on the basis of work done irrespective of the time taken by the work. This 

method is called as piece rate system. The examples may be lower wages for 

smaller units of output and greater wages for higher production. 

iii) Efficiency Achieved 

 The amount of wages is paid on the basis of efficiency achieved by the workers. 

Fixed minimum wages and hourly units of production are prescribed. Greater 

production will enable the worker to earn wages with bonus and profit sharing. 

 

The objectives of system of worker remuneration are to induce or to stimulate the 

workforce to produce at an optimum rate of efficiency. The employees work for 

monetary reward. Therefore, for more earnings workers will increase their output. The 

system of remuneration that automatically ties earnings to output will result into 

increased production at lower unit cost on an overall basis. The management of the 

organization is to plan the remuneration system which provides benefits to it. 

 

2.7 Time Wage System 
Under Time Wage System, the worker is paid at an hourly, daily, weekly or monthly rate. 

Suppose a worker is paid at Rs.50 per hour and he has spent 200 hours during a particular 

month his wages will be Rs.10,000 (Time 200 Hours multiplied by rate of Rs.50). Thus 

the payment of wages is made according to the time worked irrespective of the work 

done. 
 

In Pakistan, the Government has prescribed minimum scale of wages payable to workers. 

In addition to basic wages, allowance like house rent and conveyance etc are also paid. 

Normal work hours are 48 per week or 50 Hours per week in the case of seasonal 

factories. The workers who work overtime are entitled to overtime wages at normal 
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hourly rate as long as hours worked do not exceed 9 on any day or 48 hours per week. If 

however, hours worked on a day exceed 9 or in any week 48 (50 in case of seasonal 

factories) overtime hours are paid at double the hourly rate. The rate of overtime is 

premised upon the basic wages and no allowance is considered. 

 

Example – 1 
Mr. Usman, a worker in welding department of the Pioneer Steel Fabricating Company 

Ltd is paid Rs. 10,400 per month plus Rs.2,500 as house rent and Rs.300 as conveyance 

allowance. He worked for the full month of September 2013 and put in the following 

time. 

  First week ..................................................... 28 hours 

  Second week ................................................. 56 hours 

  Third week .................................................... 60 hours 

  Fourth week .................................................. 36 hours 

 

You are required to work out his total wages for the month of September, 2013 which has 

26 working days each of 8 hours. 

 

Solution 
His normal wages for normal time of 8 hours per day and allowances subject to grant of 

paid leave for hours less than 48 in the first and fourth week. 

i) Basic wages Rs.10,400 

ii) House Rent Allowance Rs. 2,500 

iii) Conveyance Allowance Rs.  300 

 Total:- Rs.13,200 

 

Mr. Usman is also entitled for the overtime hours. The working for the overtime is as 

under:- 

 

Over Time Working Week Hours Worked Normal Hours Excess Hours at Double Rate 
 Ist week 28 28 - 
 2nd week 56 48 08 
 3rd week 60 48 12 
 4th week 36 36 -                         
 Total Hours 180 160 20 
 
Rate of Overtime 
Overtime pay (Hrs x Rate) Rs. 2000 (20 Hrs x Rs. 100) 
 
Calculation of Overtime Rate 
Basic Wages   Rs.10,400 
Average daily wages Rs.10,400/26 = Rs.400 
Average daily hourly rate Rs.400/8 hours = Rs.50 
Overtime Rate   =     Double Rate of Rs.50 i.e. Rs.100 per hour 
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- One half of overtime pay represents normal wages for the total overtime hours and 

the other half represents overtime premium. 

- Total wages of Mr. Usman for September, 2013 

Normal Wages Rs. 13,200 

 Overtime Pay (20Hrs x Rs. 100) Rs. 2,000 

 Total:-  Rs. 15,200 

 

2.8 Simple or Straight Piece Rate System 
Under this system of wage payment, a fixed rate is paid for each unit produced, job 

completed or an operation performed. Thus payment is made according to the quantity of 

work done and no consideration is given to the time taken by the workers to perform the 

work. For example, a worker is paid at the straight rate of Rs.50 per unit and produces 10 

units during the day, he will get Rs.500 as wages (Rs.50 x 10) irrespective of the total 

time spent by him during the day. In order to earn more wages, the worker may produce 

greater number of units through greater efficiency and working for longer time during the 

day. 

 

Example – II 

Mr. Zaheer is employed as stitching master in the Kids Garment Factory. His wages are 

Rs.60 per shirt stitched. His output during the first week of September 2013 was as 

under:- 

 Day No. of Shirts Stitched 
 Monday 08 
 Tuesday 09 
 Wednesday 10 
 Thursday 10 
 Friday 07 
 Saturday 10 
 

Find out his weekly earnings. 

 

Solution 

His earnings for the first week of September 2013 would be as under:- 

 

Day  No. of Shirts Stitched Rate per Shirt Total Wages 
Monday 08 Rs.60 Rs.480 
Tuesday 09 Rs.60 Rs.540 
Wednesday 10 Rs.60 Rs.600 
Thursday 10 Rs.60 Rs.600 
Friday  07 Rs.60 Rs.420 
Saturday 10 Rs.60 Rs.600 
Total:- 54  Rs.3,240 
 

In order to inspire every worker in the organization so as to earn higher wages through 

producing greater output, the management will have to fix some equitable rate of wages 
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through time and motion study and job evaluation. Although time spent by piece worker 

is not important, yet it is desirable that time cards should be maintained for these workers 

for the following reasons:- 

1) Workers should come and leave the factory in time, as there cannot be a uniform 

flow of production if workers come late or leave early. Time cards should be 

maintained to ensure discipline. 

2) The maintenance of time cards can facilitate the apportionment of overhead cost if 

such apportionment is done in accordance with the time spent. 

3) Time cards are to be maintained if the workers are guaranteed a minimum payment 

for the time spent by them irrespective of their output. 

4) The time cards serve as basis for calculation of dearness allowance if such 

allowance is to be paid to the piece workers on the basis of time spent by them in 

addition to a fixed rate per unit produced. 

 

The piece rate system of wages can be successfully applied in the factory when the 

following factors are ensured in the organization:- 

1) The nature of work is of a repetitive type. 

2) When the production is of a standardized nature. 

3) Quantity of output can be measured. 

4) Quality of goods can be controlled. 

5) It is possible to fix an equitable and acceptable piece rate. 

6) Time cards are maintained to make workers punctual and regular so that production 

may not slow down. 

7) When the technical facilities and raw material is adequately available. 

8) When suitable working conditions are available in the factory. 

 

2.9 Job Evaluation 
The job evaluation is a technique for determining the work of each job. The job worth is 

used in order to fix remuneration of wages of each type of job and the worker employed 

on such job. Thus it enables the management to reward the capable workers appropriately 

and deploy right worker for the right job. The job evaluation procedure is used in the 

following manner:- 

a) Determine all the job factors involved in the evaluation, e.g. Knowledge, Training, 

Experience, Intelligence, Responsibility and Working Conditions. 

b) Determine appropriate range of points for each factor. Sine some factors are more 

important than others. Their weightage will accordingly be greater in allocation of 

points. 

c) Taking each job in turn, decide on the points a job earns for each job factor, and 

total these points. 

d) Relate these points to a wage scale so that appropriate wages scale can be applied 

to each worker for respective job. 
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A work sheet for job evaluation might appear in the following pattern:- 

 

Job Factor Range of Points Job A Job B Job C 
- Knowledge 0 – 40 25 40 20 
- Training 0 – 50 30 40 20 
- Experience 0 – 50 15 10 50 
- Intelligence 0 – 40 10 20 30 
- Responsibility  0 – 60 20 30 60 
- Working Conditions 0 – 20 10 10 20 
 Total :-  110 150 200 
 

If the wage scale in this particular factor ranges from Rs.50 to Rs.100 per hour for a 

range of 100 to 200 points, then the following rates would be applicable for determining 

the wage rate of different employees for different jobs 

 

 Job A Rs. 55 per Hour 
 Job B Rs.75 per Hour 
 Job C Rs. 100 per Hour 
 

2.10 Merit Ratings 
Merit rating is another technique used for determining any additional compensation 

which should be included in the normal rate of reward for employees for performing 

works above average rating. It must carefully be distinguished from the job evaluation. 

The job evaluation determines the job rating irrespective of who performs it. On the other 

hand, merit rating evaluates the particular worker doing the job. Almost in the 

organizations, the merit rating is done through the Annual Confidential Reports (ACR). 

The merit rating is conducted for each employee in the ACR considering personal 

attributes such as initiative, reliability, attendance, punctuality, accuracy, stress working, 

thoroughness, safety, behavior, loyalty, and cooperativeness etc. He is often given points 

for each attribute and the total of his points are related to some predetermined scale of 

rating. Usually above average rating or grater to it are made entitled to the merit rewards 

which are added in the normal rate of wages of such workers. 

 

The rating may be classified in average, above average and excellent. Usually average 

performance workers are allowed normal wage rates while the above average and 

excellent workers are granted merit rating benefits in financial terms. 

 

The merit ratings can also be used for the following purposes: 

a) Assisting in promotion, demotion, transfer and discharge decisions. 

b) Counseling the employees for improvement. 

c) Designing personnel evaluation and rating policies so as to nominate potential 

workers for suitable training and improvement. 

d) Inspiration of deserving workers was to motivate them and persuade the other 

workers for improvement as well. 
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2.11 Self Assessment Questions – II 
1. Fill in the blanks in the following statements. 

 a) The shop workers are entitled for ………………while clerical staff is 

paid…………. 

 b) The productivity is measured in order to determine cost of production 

per……………………… 

 c) When……………. exceeds………….hours…………… week, the workers is 

entitled to………………….rate. 

 d) Low wages do not necessarily………………..low cost of…………………… 

 e) Piece rate…………………is also called payment on………………………… 

 f) Merit rating is determined to reward suitable………………….. adequately. 

  

2. Ideal wage system should be beneficial both to the workers as well as to the 

employer. Offer your comments. 

 

3. A worker has the following rates of wages per month. 

  Basic wages Rs. 7,800 

  House Rent Allowance Rs. 2,500 

  Conveyance Allowance Rs. 1,000 

 During September he worked for 62 hours in the second week. Work out his total 

over time amount. 

 

4. Which of the following statements are True and False? 

 a) The remuneration of workers is generally based upon the time spent or 

productivity achieved. 

 b) The labour productivity is measured to fix suitable rate of wages. 

 c) The remuneration of workers is usually not based upon the output of 

products. 

 d) The objectives of job evaluation are to discharge employees from the factory. 

 e) Straight piece rate is based upon the time spent by the workers in the factory. 

 f) The merit rating is conducted to fix basic wages rate for the workers. 

 

  

 

 

 

 

 

 

 

 

 

 

 

 



Unit-7  Accounting and Controlling for Labour Costs   

 

190 

3. INCENTIVES 
 

3.1 Necessity of Incentives 

The necessity of incentives is to induce the workers to work more efficiently during the 

prescribed time period and produce greater number of units so as to earn higher amount 

of wages. As the wages are paid for the work performed, an element of incentive is 

present in all wage plans. The incentive scheme benefits both the workers and the 

organization. The workers get greater amount of wages while the organization is able to 

reduce unit cost of products because fixed overhead cost is prorated over the greater 

output. 

 

3.2 Principles of Incentive Schemes 
The following principles may apply to all incentive schemes: 

a) The incentive scheme must result in higher productivity and increased wages to 

workers by working for the same number of hours as before. The scheme should 

thus be fair both to the workers as well as the employer. 

b) The bonus payment must relate as closely as possible to worker’s efforts. 

c) The cost of operating the incentive scheme should be reasonably low and affordable. 

d) The standard production must be within easy reach of an average worker so as to 

inspire the worker for producing greater number of units. 

e) The payment of incentive wages should not be delayed rather these should be paid 

to workers along with normal wages upon completion of work. 

f) The incentive scheme should be understandable and simple so that the workers 

may be able to calculate their earnings easily. 

g) No upper limit on the earnings of workers including incentive benefits should be 

fixed otherwise, the workers will not perform their jobs so enthusiastically. 

h) The incentive scheme should be introduced after taking into confidence the 

employees and trade unions. 

i) The duration of the incentive scheme should sufficiently be permanent and it 

should not be subject to modification time and again. 

j) The workers should be educated about the scheme and motivated to perform 

beyond the standard production. 

 

3.3 Advantages of Incentives 
a) The incentive schemes provide benefits to the workers to increase their earnings. 

b) It inspires the workers to continue to work in this organization for longer service 

time due to sustained financial benefits as the loyalty of workers is focused on the 

organization. 

c) It decreases labour turnover thereby, the organization is not required to undertake 

recruitment process time and again. 

d) The absenteeism of employees is avoided. 

e) The incentive scheme leads to lower unit cost by proration of OH cost on greater 

units produced by employees. 

f) The incentive scheme keeps the management alert of production activities. 



Unit-7  Accounting and Controlling for Labour Costs   

 

191 

3.4 Setting up Incentive Schemes 
While setting up any incentive scheme in the organization, the management must 

consider the following steps to reap the benefits. 

1) Work jobs should be evaluated and classified taking into account the requirements 

of the jobs skills, knowledge, working conditions for each job and the prevailing 

rates. 

2) Where possible, time and motion studies should be undertaken and a time 

allowance for earning bonus is included in the standard times set for operations or 

work. 

3) The basis of wages determination should carefully be decided. 

4) The scheme must be considered in the light of its overall impact on productivity, 

cost reduction per unit of product, provision of real inducement to workers and 

practicable incentive bonus earnings. 

5) The proposed incentive scheme should be discussed with the shop foreman and 

workers’ union before introduction to get their willingness as well. 

6) The scheme should be introduced with maximum clarifications and calculation 

details to the workers. 

7) After introduction of the wages incentive scheme, it should be monitored and 

evaluated on monthly, quarterly or some other time segment basis so as to ensure 

that: 

a) Productivity has actually increased, 

b) Labour cost and Overhead cost per unit has decreased, and 

c) Overall wages of workers are increased and that they are happy as a result of the 

incentive scheme. 

 

3.5 Different Methods of Incentive Schemes 
a) Any wages incentive scheme developed should be based on the premium bonus 

plan for the time saved. 

b) After time and motion study, the time length required to complete the job is 

determined. This is also called as standard time[S T].  

c) When the job is completed in lesser time than the standard time, the workers 

become entitled for the incentive for the time saved [T S]. 

d) The total wages of employees will include the normal wages plus the incentive 

bonus on the time saved. If there is no time saving, there will be no incentive 

bonus. 

e) The incentive schemes are classified into Direct and Indirect methods as detailed in 

the ensuing paragraphs.   

 

3.5 A. Direct Methods 
Under this system the additional earnings of workers under incentive schemes are 

separately worked out and added in the normal wages. Various direct methods of 

incentive scheme are as under: 
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a) Taylor’s differential Piece Rate System 

 Taylor’s differential Piece Rate System was introduced by Dr. F.W. Taylor, the 

father of scientific management in America. This incentive system has the 

following mechanism: 

a) No wages amount for the day work are guaranteed. 

b) A standard time for each production unit or job is set after careful time and 

motion study. 

c) Two piece rates are set for each level of production. One lower rate up to the 

standard production units and the second higher rate for above the standard 

production units. The low rate is thus applicable for inefficient workers while 

the higher rate is applicable for the efficient workers. This plan might offer 

Rs. 80 per unit for the workers who produce up to standard 8 units per day 

while Rs. 100 per unit for those workers who produce above the standard 8 

units per day. If Mr. Aslam has produced 7 units per day, his wages would be 

Rs. 560 (7 X Rs.80) for the day while if Mr. Amjad has produced 9 units in 

the day his wages would be Rs. 900 (9 X Rs. 100). The higher production by 

2 units in a day has enhanced the wages of Mr. Amjad by Rs. 340 (Rs. 900 – 

Rs. 560). Mr. Aslam was considered as inefficient worker while Mr. Amjad 

was found to be efficient worker; hence two differential rates were made 

applicable on their remuneration. 

 

b) Hour-for-Hour or Standard Time Plan 

 The Hour-for-Hour or Standard Time Plan is a variation of piece work method of 

remuneration. This is also termed as 100 per bonus plan when the production 

exceeds the standard production. This method differs from straight piecework in 

which standards are not stated in terms of money but in time per unit of output. 

Instead of a price per piece, a standard time is allowed to complete a job or unit. 

The employee is paid for the standard time at his hourly rate if he completes the job 

or unit in standard time or less. For example: an employee produces 10 units in an 

8 Hours shift and standard time is 8 units or 1 unit per hour, his production would 

be equal to 10 standard hours and he would be paid wages for 10 hours though he 

worked for 8 hours in a day. The payment for 2 extra hours is infact 100% bonus at 

the predetermined hourly rate. Further, suppose if his hourly rate is Rs. 100, then 

he would be paid Rs. 1,000 (10 Hrs. X Rs. 100) for the day. 

 

c) Halsey Premium Plan. 

 This plan was introduced during 1891 by F.A Halsey. It is a simple combination of 

time and piece rate system. The incentive wages (bonus) are paid at half the time 

saved. This system is made applicable in the following manner. 

 i. A standard time for each piece of work is set. 

 ii. Workers are paid at per hour rate if the production is within the standard 

time. 

 iii. If lesser time is taken for completion of the job or standard production then 

the worker is also paid a bonus equal to half of the time saved at the hourly 

rate. 
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Thus total wages of a worker would be: Time rate X Time taken + 50% of (time saved  X 

time rate). 

 

Example 
Hourly wages Rate Rs. 80 
Standard time 20 Hours 
Actual time taken 16 Hours 
Time saved 4 Hours ( 20 – 16) 
Earnings: Normal 16 Hrs. X Rs. 80 = Rs. 1,280 
Bonus  4/2  X  Rs. 80 = Rs. 160 
Total Rs. 1,440 

  

d) Halsey-Weir Plan 

 This incentive wage plan was introduced by M/S G & J Weir in combination with 

Halsey Premium Plan. Under this plan the bonus is paid for the work at 30% of the 

time saved. 

 Taking the data of the example under Halsey Premium Plan the calculation of total 

wages including bonus under Halsey-Weir Plan would be as under: 

 

Earnings: Normal 16 Hours  X Rs. 80 =  Rs. 1,280 

Bonus 4 Hours  X  Rs.80  X 30% =  Rs.      96 

Total =  Rs. 1,376 
      

e) Rowan Plan 

 Rowan Plan is similar to that of Halsey Premium plan to the extent that a standard 

time is fixed for the completion of a job and bonus or premium is paid for savings 

in time. If the worker completes the job in less than the standard or allowed time a 

percentage equal to the percentage of savings is added to the time taken. The 

calculation of Premium percentage is worked out in the following manner:  

Standard time – Time taken X 100 

Standard Time 

 

If the standard time for a job is fixed at 12 hours and the job was completed in 9 hours, 

the time saved is 3 hours. Therefore, the working of the bonus for the time saved would 

be worked out as under: 12 hours – 9 hours = 3/12 X100 = 25%If the hourly wage rate is 

Rs. 80, the bonus will increase the hourly wages rate from Rs. 80 per hour to Rs. 100 per 

hour [Rs. 80 + 25% of Rs.80] for 9 hours and his total earnings will work out to Rs. 900 

[9 xRs.100]. This working can be presented in the following format to indicate the bonus 

earnings   separately:-  

Earnings: Normal 9 hours X Rs.80 = Rs.720 

                  Bonus 9hoursXRs.80X25% = Rs.180  

  Total  Rs.900 
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f) Merrick’s Differential Piece Rate System 

 The Merrick’s differential piece rate system has been designed in the similar 

pattern as that of Taylor differential piece rate system. The variance is only that 

Taylor prescribes two differential rates i.e lower piece rate for inefficient workers 

while higher piece rate for efficient workers.  Merrick developed three different 

rates i.e lowest rate for beginners, the middle rate for developing workers and 

higher rate for the efficient employees.  The performance of workers is determined 

in terms of percentages. The three different rates of remuneration can be 

determined as under:- 

 Level of efficiency Piece rate 

 Up to 80%  Ordinary piece rate  

 81% to 100% 110% of ordinary piece rate 

 Above 100% 120% of ordinary piece rate 

 

In this method of remuneration, standard production is predetermined to assess the level 

of efficiency of each worker. However, no minimum wages are guaranteed. This plan is 

most appropriate for upgrading and motivating the slightly inefficient or slightly sub-

standard workers to enhance efficiency and earn higher amount of wages. 

 

Example: 

Piece rate   Rs. 40 per unit 

Standard output  20 units per 8 hours day 

Production   Alam 15 units        

                                                             Zaheer 18 units           

                                                             Abbas 21 units   

 

Calculation of efficiency of each worker 

Formula =  Actual production   X 100    

   Standard production 

Alam   15/20 X100 = 75% 

Zaheer  18/20 X 100 = 90% 

Abbas  21/20 X 100 = 105% 

 

Earnings 

Alam   15 units X Rs. 40 = Rs. 600                   . 

Zaheer  18 units X Rs.40X110% = Rs.   792 

Abbas  21 units X Rs.40X120% = Rs.1,008      

 

g) Gantts Task and Bonus Plan 

 This incentive wage plan is designed to consider the performance levels of all 

workers who are classified usually in three categories i.e. below standard, standard 

and above standard output.  Day’s wage rate is also fixed and below standard 

production workers are paid on the basis of time to earn minimum guaranteed 

wages. The wages are worked out in the following manner:-    

 i. When production is below standard the workers are paid at time rate, 



Unit-7  Accounting and Controlling for Labour Costs   

 

195 

 ii. When the production is achieved at standard the wages are paid at 20% 

higher as bonus,   

 iii. When the production is achieved beyond the standard a greater higher rate is 

applied.       

 

Example: 

Certain workers of Sitara Industries produced the following units during a day of 8 Hours 

working: 

Baqir  7 units 

Wahid 8 units 

Zia  9 units 

 

Their guaranteed rate is Rs. 80 per hour and standard output is 8 units. Higher rate of Rs. 

100 per unit is applicable beyond standard output. The earnings of all the three workers 

would be as under. 

 
Baqir 7 units (below standard) so time rate would be applied. 8 Hrs X   Rs. 80           = Rs. 640 

Wahid 8 units (standard) so incentive rate would be applied. 8 units  X  Rs. 80 + 20% = Rs. 768   

Zia 9 units  X  Rs. 100 [this is greater higher rate]    = Rs. 900 

 

h) Emerson’s Efficiency Plan 

 This system is designed to offer some motivation to inefficient workers to progress 

their output, while greater compensation in the shape of bonus is allowed to the most 

efficient workers. The standard production is predetermined which is termed as 100% 

efficiency. The workers who perform below the two-third of efficiency (say 67% of 

standard) are paid at the guaranteed time wages. The workers who achieve 67% of 

standard or above are paid wages along with bonus. A typical presentation of wages 

including bonus at different levels of efficiency may be as under: 
         Efficiency Wages and Bonus 
a) Below 67% Wages only at time rate, no bonus. 
b) 67% to 100%  Wages at time rate plus bonus ranging 5% up to 70% efficiency, 10% up to 

80% efficiency and 20% up to 100% efficiency.       
c) Above 100%  Wages at time rate plus 20% plus each increase of 1% in efficiency. 

 

Example 

The production performance of three workers of M/s Decent Furniture Company was as 

under on Monday, the working for 8 hours:-  

Zahid  50 units 

Abid  60 units 

Zia  90 units 

The standard output prescribed for a day was 80 units. The time rate is Rs. 70 per hour. 

The working of wages under Emerson’s Efficiency plan would be as under:- 

Zahid:  Performance level = 50 units/80 units X 100= 62.5% 
  This is a below standard performance so time rate for wages is applied. 
  Wages at time rate only = 8 hours X Rs. 70 = Rs.  560 
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Abid:  Performance level = 60 units / 80 units X 100 = 75% 
  Wages at time rate =8 hours X Rs. 70 = Rs.  560 
  Bonus 10% of Rs. 560 = Rs.   56 
  Total = Rs. 616 
Zia:  Performance level = 90 units/80 units X 100 = 112.5% 
  Wages at time rate = 8 hours X Rs. 70 =           Rs. 560 
  Bonus 20% + 12.5% = Rs. 182 
  Total = Rs. 742 
 

i) Measured Day Work or the High Wage Plan   

 This plan is designed to combine the best features of incentive plans and straight 

time wages. Standard time is fixed for producing each unit.  Workers are paid on 

hourly base rate as a starting point. Total standard hours allowed for work done in a 

week or month are compared with actual hours worked. When the worker exceeds 

a stated minimum ratio for a fixed period, he is allowed wage increase usually at 

10% per hour as bonus.  
 

EXAMPLE 

Standard time = 2 hours per unit 
Hourly base rate = Rs. 80 
Standard weekly time 48 hours 
Total weekly production= 30 units  
Weekly earnings are as under: 
Basic wages 48 hours X Rs. 80 = Rs. 3840 
Bonus at 10% of Rs. 3840 =  Rs. 384 
Total    Rs. 4224 
 

j) Group Bonus Plan 

 In certain manufacturing industries where measurement of efficiency and 

contribution of individual workers is not possible, as the performance of a work is a 

collective efforts of a group of workers, in such industries introduction of a group 

bonus plan for incentives is applied. Standard hours are determined in unit 

production. The hourly rate of wages are also fixed. The group of workers when 

complete the job in lesser than standard time they are allowed collectively bonus at 

the hourly rate of wages for the time saved. 
 

Example:       

Particulars GROUP A GROUP B 
Units produced 35 45 
Standard hours per unit 2 2 
Standard hours allowed 70 90 
Hourly rate Rs. 50 Rs.50 
Actual hours worked 80 80 
Time saved in hours NIL 10 
Group wages Rs. 4,000 Rs. 4,000 
Group bonus NIL Rs.  500 [10XRs.50] 
Total group earnings Rs. 4,000 Rs. 4,500 
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The bonus earnings will be distributed amongst the group workers on some equitable 

basis, which may be equally, on the basis of time rate of each worker or on the basis of 

total wages earning of each worker. 

 

3.5 B. INDIRECT METHODS 

There may be variety of indirect incentives which are designed and introduced by 

different enterprises in order to attract employees and workers to keep their sustained 

loyalty. However, these incentives do not directly result into enhancement in 

productivity. Some indirect methods of incentive may be described as under:- 

a) Supervisory incentive scheme based on departmental output and cost savings. Such 

incentive scheme is offered to the managers, foremen and supervisors so as to 

create interest in their guiding and controlling activities for progressive output.  

b) Pension, gratuity and provident schemes. These are another long term incentive 

techniques which attract the workers to continue service with the organization for 

quite longer period to earn such benefits. Longer service enables the organization 

to get benefits from the experience and expertise gained by the workers over the 

period. 

c) Annual bonus is paid on the basis of extra contribution by the workers over the last 

year. Such monetary compensation creates motivation to continue the attachment 

with the organization and enhance productivity. 

d) Profit sharing scheme. The objective of this scheme is to create sense of loyalty 

with the organization and greater hardworking, like owners, so as to endeavor to 

enhance profitability and get more in the shape of sharing profit by workers in 

addition to normal wages. In Pakistan, Government has introduced profit 

participation by workers to the extent of 5% of profits. 

e) Group Insurance and welfare contribution is another scheme of incentive provided 

by some organizations to the workers. The group insurance may be arranged in 

order to secure future of employees and provide them adequate financial 

compensation in case of any eventuality. Similarly, the financial help in case of 

marriage, injuries, disability or death etc may be provided by the enterprise to its 

workers. This also creates satisfaction amongst workers when their unforeseen or 

abrupt financial requirements are secured. Some organizations also provide grocery 

items and utilities at subsidized prices to its workers as incentive. 

 

3.6 Self Assessment Questions – III 
1. Briefly describe the objectives of wage incentive plans. Also elaborate at least three 

different wage incentive schemes. 

2. Identify the following statements as True or False. 

 i. The purpose of designing an incentive scheme is to offer greater amount of 

wages to efficient workers. 

 ii. The productivity is decreased when incentive scheme is applied for wages of 

workers. 

iii. The wage incentive scheme provides benefits only to the workers. 

 iv. The total cost of wages is increased in case of incentive scheme. 
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 v. The per unit total manufacturing cost of production remains constant when 

incentive wage system is introduced. 

 vi. The workers should not be taken into confidence while introducing incentive 

wage plans. 

 vii. The workers dislike the incentive schemes as they will have to work more 

efficiently. 

 viii. The procedure for working of wages under incentive plan should be kept 

simple. 

 

3. Fill in the blanks with suitable words. 

 i. The total direct_____________ cost is increased when ___________wage 

plan is applied. 

 ii. An ____________ scheme should be ____________so that the workers may 

___________ it easily. 

iii. An incentive scheme____________the management alert. 

 iv. Time and motion study enables___________to determine time required to 

____________each unit. 

 v. In case of Group bonus plan the bonus is distributed amongst workers on 

some_______basis. 

 vi. Indirect methods of incentives do not enhance the__________in proportion 

to the financial benefits. 

 

4. Mr. Kamal an Executive Manager of Faizi Industries is considering to introduce 

some incentive wage plan to motivate the workers to result into progressive 

productivity. Currently some classes of workers are being paid at a uniform hourly 

rate of Rs.150 for 8 hours working with 16 units daily standard production. Under 

Gantt’s Task scheme per unit rate of Rs.60 for less than standard production and 

Rs. 80 will be applicable if output is greater than standard production.`   

 

 What will be the amount of earnings of a machinist in a shop, if his output is 

increased to 20 units and Halsey-Weir plan or Gantt’s with bonus plan is 

introduced in the factory. 
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4. LABOUR PAYMENT PROCEDURE 

 

4.1 Payroll Department and its Functions 

Every organization in its Accounts department establishes a separate Payroll section 

which is responsible to work out and disburse wages and salaries of all staff members. 

Payroll section performs the following functions:- 

a) Keeping record of personal files of all workers and employees containing 

appointment letters, joining reports and other documents relating to educational 

qualification, experience, fixation of wages, grant of incentives, increments, 

sanctioned leaves and promotion etc. 

b) Receipt of labour time reports from the time keeping office on daily, weekly or 

monthly basis. 

c) Calculation of wages and salaries of each worker and employee on the basis of his 

attendance and output etc. 

d) Preparation of Payroll sheets and necessary amendments in the computerized 

record on the basis of payroll sheets for working out consolidated payroll of all 

workers and employees and arranging approval from competent authority. 

e) Distribution of copies of wages and salaries calculation slips to each worker and 

employee. 

f) Maintaining permanent record of payroll of all workers and employees. 

g) Drawing cash and  disbursement  of wages and salaries to staff  

h) Keeping record of wages and salaries disbursed and undisbursed and depositing 

back the undisbursed cash with the cashier for the unpaid wages and salaries on the 

pay day. 

i) Redrawing cash for unpaid wages and salaries on the other day and disbursement to 

the concerned staff after due authorization. 

j) Verification of time, attendance and production output from the attendance cards 

and production reports on weekly or monthly basis. 
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4.2 Performance Attendance Reports 
The performance attendance reports are prepared by the time office and the concerned 

shops which are provided to the Payroll section. These reports are prepared on daily, 

weekly or monthly basis so as to calculate the wages of workers. These reports are 

designed in the organizations according to the requirements.  A specimen of performance 

attendance report on daily or weekly basis may be prepared in the following format as per 

Exhibits 7–A and 7–B. 

 

EXHIBIT 7–A 

Name of the Company 
Daily Performance Attendance Sheet 

 
Worker’s No:…………………………………………  Date:……………………… 
Name of Worker:……………………………………. Shop No:………………… 
 

Work 
Order 

Details of Work Done Time Hours Worked 

  In Out Normal Over Time Total 

       

       

       

       

 
Signature of Supervisor:……………………… Signature of Production Manager……………... 
 

 

 

EXHIBIT 7–B 

Name of the Company 
Daily Performance Attendance Sheet 

 
Worker’s No: ………………………………………… Week Ending:…………….. 
Name of Worker:…………………………………….. Shop No:…………………..
  

Job 
No. 

Details of work Done 
Week Days 

Sat. Sun. Mon. Tue. Wed. Thu. 
Total Hours 

   Normal Over Time 

     

     

     

     

 
Signature of Supervisor:………………………… Signature of Production Manager……………... 
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4.3 Preparation of Payroll Sheets 
On the basis of daily, weekly or monthly performance Attendance Sheets received by the 

Payroll section, the workings of wages, overtime, deductions and net amount payable of 

each worker/employee are prepared on a Payroll sheet. A specimen of the payroll sheet 

can be drawn as per Exhibit 7–C. 

 

EXHIBIT 7–C 

Name of the Company 
Payroll Sheet 

Department:…………………………… Week/Month Ending:………………………... 
 
Worker 

No. 
Name of 
Worker 

Rate of 
Wages 

Hours 
Worked 

Earnings Deductions 
Net 

Payable 

    Normal Over Time Total 
PROV. 
Fund 

Income 
Tax 

 

          

          

          

          

 
Payroll Accountant:………………………………… Payroll Officer:……………………………… 
 

 

4.4 Classification of Wages and Salaries 
After preparation of Payroll Sheets of all the workers and employees the next step is to 

classify the total remuneration on the basis of nature of job of each staff member. The 

remuneration of the workers directly engaged in production activities will be classified in 

Direct Wages. The staff engaged in supporting production activities will be classified in 

the indirect wages while the staff engaged in administrative functions will separately be 

classified in Administrative salaries. The remuneration of sales and marketing force will 

be charged to marketing salaries. 

 

The overtime paid at double, the normal wages will also be classified as normal wages in 

direct wages while the overtime premium to the overhead expenses of the products. 

 

4.5 Payment of Wages and Salaries 
The payroll in the organization is prepared for all the staff members for the specified period. 

After checking by the Payroll Officer this consolidated payroll is submitted for approval of 

the competent authority, say, General Manager or Controller of Finance. Then the Cash 

Section prepares a cheque and after its signatures draws sufficient cash from the Bank 

Account. The cash is then paid to individual staff members by the cashier and signatures are 

taken on the Payroll sheet from the concerned worker and employees. In some organizations 

pay packets are prepared by putting due cash in envelops for delivery to the concerned 

workers and employees. These pay packets are handed over to the shop and sectional 

incharge for delivery to the concerned staff member by taking their signatures on the sectional 

payroll sheets. The pay packets indicate the details of earnings, deductions and net amount 
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being paid. Some organizations issue cheques for wages and salaries to the staff who get them 

encashed or deposit into their Bank Accounts.     

 

Another system is to transfer the amount of wages and salaries directly to the Bank 

Accounts of the staff members who draw cash through their own cheques according to 

their own requirements. In this respect a wages and salary slip indicating the details of 

earnings, deductions and net amount transferred to the Bank Account of each worker and 

employee is also issued to them. A specimen of the salary slip may be designed in the 

following format of Exhibit 7–D. 

 

EXHIBIT 7–D 

Name of the Company 
Ticket No. of Employee:………………………………… Department/Shop:……………………………. 
Name of Employee:……………………………………… Period of Salary:……………………………… 
Designation of Employee:………………………………. 
 

Earnings Deductions 

Basic Pay/Wages: Income Tax: 

Overtime:  Provident Fund: 

House Rent Allowance: Welfare Fund: 

Conveyance Allowance: Loan Installment: 

Dearness Allowance: Total: 

Total: Net Amount Payable: 

 

4.6 Labour Reports 
The labour cost when incurred and paid is analysed from various aspects at different 

intervals usually on monthly basis or on job basis so as to assess and compare with the 

planned cost to ascertain any variance and charge the cost to departments, jobs and 

production etc. The labour turn over report is also prepared to ascertain the quantum and 

percentage of the labour who left the organization. The reports are submitted to the 

management for exercising greater vigilance on turnover of labour and with an attempt to 

achieve control in future when labour cost is found to have increased; it is to be matched 

with enhancement in the productivity or wastage as the case may be. In case of wastage 

of labour time then the causes of such waste are to be determined separately. Some of the 

Labour reports may be described as under: 

 

a)  Labour Turnover Report (LT report) 

The Labour Turnover Report may be prepared on monthly basis so that the enterprise 

may know to what extent employees are being lost. The formula generally used is: 

 

LT% = No. of employees leaving service       X 100 

                 Average No. of employees             

 

The significant percentage alarms the management to ascertain the reasons for this 

turnover. Some employees may not find conducive environment, lower remuneration, 
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future career, promotion or motivation, therefore they may have left the enterprise in 

search of some better prospects. An experienced employee becomes an asset for the 

organization. Therefore, its retention for longer period in the enterprise should be 

endeavored by the management through different incentives till these are cost effective. 

 

Example 

Sitara Industries had an average 175 employees during September 2013 when 15 workers 

left the organization. Find out Labour Turnover rate for this month. 

 

SOLUTION: 

Labour Turnover  = No. of employees left  X 100 

                                    Average No. of employees           

                               = 15 x 100 

                                     175 

                                = 8.57% 

 

b)  Wages Analysis Sheet/Reports 

The wages cost analysis is carried out on department wise, job wise and piece work wise 

basis in order to evaluate the actual labour cost incurred for adding in the product cost 

and comparison with the budgeted cost. This analysis and comparison can be carried out 

on time spent and wages amount incurred. Necessary remedial measures for significant 

variance can be applied for controls in future. 

 

The wages analysis sheets are very useful for making accounting and costing entries in 

the record. The specimen of wages analysis sheets can be drawn as per Exhibit 7–E and 

7–F. 

 

EXHIBIT 7–E 
Wages Analysis Sheet 

On Department Basis for Process Costing 
Month__________ 
 

Department 
Total 

Amount 
Debited to Credited to 

  
Work in 
Process 

Overhead 
Control 

Admn. 
Overhead 
Control 

Mktg. 
Overhead 
Control 

Income 
Tax 

Advance 
Misc 

        

        

Total        
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EXHIBIT 7–F 
Wages Analysis Sheet 

On Job Wise Basis 
(For Job Costing) 

Month__________ 
 

Job Card No. Total Amount Allocated to Job Nos. 

  Job A Job B Job C Job D Job E 

       

       

Total       
 

c) Idle Time Report 

Idle time represents the time lost by workers during which no production activities were 

performed, but wages were paid by the factory. Since the workers were present in the 

shop, therefore they were entitled for the wages. The idle time may arise due to various 

reasons which may include the following: 

 Travelling time from factory gate to the machine shop 

 Machine break down 

 Power failure 

 Waiting time for materials 

 Waiting time for tools 

 Waiting time for instructions 

 Waiting time for work 

 Inspection time 

 Any other reason 
 

The time keepers in the department monitor the performance of workers and if any 

worker is found to be sitting idle the reasons are determined and idle time report is 

prepared and intimated to the Payroll Section or Cost department on daily basis. The 

report may be drawn as per Exhibit 7–G. 
 

EXHIBIT 7–G 

IDLE TIME CARD 
 

Department:……………………………….. Worker Ticket No:…………………… 
Date:………………………………………... Worker’s Name:……………………... 

Reasons for Idle Time Time For Cost Department 

 Off On Total Time Lost in Hours Wage Rate Amount 

a) Travelling Time 
b) Machine Break Down 
c) Power Failure 
d) Waiting Time for Material 
e) Waiting Time for Tools 
f) Waiting time for Instructions 
g) Waiting Time for Work 
h) Inspection Time 
i) Other Reasons 
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This report is also used by the management to reduce or avoid the reasons for idle time 

and utilize the workers’ time to the maximum extent. The idle time in fact also becomes 

sometimes reasons for putting the workers on overtime for which double remuneration 

will have to be paid to the workers. Thus it increases the product cost which could have 

been avoided. Inspite of best efforts of the management and shop supervisors certain idle 

time cannot be eliminated and considered as normal factor in the factory. The idle time 

cost is charged to FOH Cost. 

 

4.7 Self Assessment Questions – IV 
1) What is the purpose of preparation of payroll Sheets in the enterprise? 

2) What are the different methods of disbursement of payroll to the workers and other 

employees? 

3) Describe three types of labour reports and explain the objectives of each. 

4) Which of the following statements are True and False. 

a) The workers performance reports are prepared after every hour of working. 

b) The Payroll is prepared by the Cost Department. 

c)  The purpose of preparation of labour reports is to cut down the earnings of 

workers. 

d) The idle time report is meant for possible reduction in the wastage time of 

workers in the factory. 

5) Fill in the blanks. 

a) In more advanced countries__________ to staff are ____________ 

by____________. 

b) In still more advanced and large companies payroll is__________ on 

__________. 

c) The wages__________ sheets are very useful for making_________ and 

____________ entries in books. 

d)  The undisbursed cash is__________ back with the ____________at the end 

of the pay day. 

Activity 
6) Prepare a wages analysis sheet for three job cards relating to job Nos. A, B and C. 

You may assume any data to complete the sheet. 
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5. ACCOUNTING AND COSTING OF LABOUR COST 
 

5.1 Introduction 
The labour is employed in factories for producing finished goods. The labour cost 

incurred is thus ultimately charged to the production. This can be possible when detailed 

record of financial accounting and cost accounting is kept in the organization. 
 

5.2 Accounting for Labour Cost 
After preparation of Payroll on consolidated basis for all the workers and employees the 

journal entry is recorded in the General Journal in the following manner: 

 
Date Particulars LF Dr Cr 

xxx Payroll account  Rs. xxx  
  Income Tax deduction payable Account   Rs. xxx 
  Provident Fund Deduction Payable Account   Rs. xxx 
  Accrued Payroll Account   Rs. xxx 

 

When the payment of Accrued Payroll is made on the fixed date then the following entry 

is recorded: 
 

Date Particulars LF Dr Cr 

xxx Accrued Payroll Account  Rs. xxx  
  Cash Account   Rs. xxx 

 

When the payment of deductions out of Payroll is released then the following entry is 

recorded: 

 
Date Particulars LF Dr Cr 

xxx Income tax deduction payable Account  Rs. xxx  
 Provident Fund Deduction Payable Account  Rs. xxx  
  Cash Account   Rs. xxx 

 

After payment of Accrued payroll and deductions all these Accounts which were 

temporarily opened are washed away. Now only one account is left which is called as 

payroll Account which represents total amount of Wages and Salaries of all the workers 

and employees. 
 

5.3 Cost Accounting for Labour Cost 
The Cost Accounting for labour cost is carried out after segregation of total amount of 

payroll into four categories comprising the wages of workers which is charged to WIP 

Account. The wages of workers who are indirectly related to manufacturing activities are 

charged to FOH Account. The salaries of Administrative staff, selling and marketing are 

charged to Administrative Expenses and Selling & Marketing Expenses Accounts 

respectively. Usually the following combined entry is passed for adjustment of the 

payroll in cost accounting record.  
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Date Particulars LF Dr Cr 

xxx Work in Process   Rs. xxx  
 FOH Control Account  Rs. xxx  
 Administrative Expense Account  Rs. xxx  
 Selling & Marketing Expense Account  Rs. xxx  
  Payroll Account   Rs. xxx 

 

At the end of the production process the FOH Control Account is also closed into the 

WIP Account which represents the FOH Expenses charged to the production cost. The 

objective for maintenance of separate Accounts is to evaluate the amount of wages and 

salaries for management review so as to control all such costs. 

 

5.4 Maintenance of Ledgers in Cost Accounting System 
Likewise the Ledger Accounts which are maintained for all expenses, revenues, Assets, 

liabilities and Capital Accounts under Financial Accounting some Ledger Accounts are 

also maintained under the Cost Accounting system to determine the material cost, labour 

cost and FOH cost so as to determine the total cost and unit cost of production which 

becomes base for fixation of selling prices. These ledger Accounts are the following: 

 Work in Process (Direct Material) 

 Work in Process (Direct Labour) 

 Work in Process (FOH expenses) 

 

Alternatively single WIP Account can also be maintained for all the three cost elements 

i.e. Direct Material, Direct Labour and FOH Expenses.  These WIP Accounts are 

ultimately closed into Finished Goods account when the manufacturing of merchandise is 

completed and transferred to the warehouse from the factory. 

 

5.5 Self Assessment Questions – V 
1)  Identify the following statements as true or false: 

a) The Payroll Account is used only for the workers deployed in the factory. 

b) Some deductions from Wages and Salaries of staff are carried out for Tax 

and provident fund on monthly basis. 

c) WIP Account represents the direct cost relevant to production. 

d)   There is no need for segregation of total payroll into different categories as 

entire payroll amount is paid by the organization. 

e) Maintenance of Cost Ledger Accounts is a futile exercise as it increases the 

job of Accountants. 

2) Describe various cost ledger Accounts which are usually maintained in an 

organization established for manufacturing of home appliances. 

3) Give Journal entries for the following Wages and Salaries earned by the employees 

of Zeeshan Industries during the month of September and paid on 1 October 2013:  

 

Earnings: 1) Wages of production staff Rs. 224,600 
 2)  Wages of helpers etc          98,400 
 3)  Salaries of Managers and clerical staff        112,500 
 4)  Marketing staff Salaries          90,600 
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 Gross payroll amount Rs. 526,100 
Deductions: Provident Fund deductions Rs.   35,000 
 Income Tax deductions         18,000 
 Loan installments         22,200 
                 Total Rs.   75,200 

 

6. SUMMARY 
 

The manufacturing organizations engage variety of workers, supervisors, managers, 

clerks, assistants etc for deployment in production activities and for other administrative 

and marketing functions. The Human Resource Department is responsible for 

interviewing and appointment of  the required workers and other staff. Their training, 

deployment and counseling is the responsibility of the said department. The remuneration 

of all workers and staff members is classified in accounting record according to nature of 

their job. In order to reduce unit cost of production by enhancing productivity, the 

workers and other staff are offered variety of incentive schemes. The objectives of 

introducing the incentive schemes is to provide chance to the workers to increase their 

remuneration and simultaneously reduce per unit cost by enhancing productivity. The 

efficient workers get benefits of incentives and endeavour for remarkable increase in 

wages. The time office established at the factory gate controls attendance of workers and 

staff through multiple manual and electronic devices. Attendance and monitoring reports 

are sent to the Accounts department and payroll section for working out and payment of 

wages and salaries. The wages and salaries are recorded in the financial and Costing 

Accounting systems to determine total product cost.     

 

7. GLOSSARY OF ABBREVIATIONS 
 

The students should carefully note the following abbreviations which are commonly used 

in the cost accounting:-  

  

A/C                           Account 
 

Admin.                      Administration, Administrative  
 

Deptt:                        Department 
 

D.M                          Direct Material 
 

D.L                           Direct Labour 
 

F.O.H                       Factory Over Head 
 

L.T                            Labour Turnover 
 

OH                            Overhead 
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Rs.                             Rupees 
 

S & D                        Selling and Distribution 
 

W.I.P                         Work in Process 

 

8. ANSWERS TO SELF ASSESSMENT QUESTIONS  
 

SAQ-I 

1. The students should refer paragraph 1.1 

2. The students should consult paragraph 1.5 to suggest suitable methods. 

3.   a) Workers, payroll 

      b) Direct Labour 

      c) Time keeping 

      d) Recruit 

      e)  Delivery 

 

SAQ-II 

1. a) Wages, salaries 

 b) Unit 

 c) Work time, 48, per, double hourly 

 d) Mean, production 

 e) System, output results 

 f) Workers 

2. See paragraph 2.6 for answer. 

3.  Monthly basic wages amount Rs. 7,800. 

     No. of working days during September 30 – 4 = 26 days. 

     Daily wages rate Rs. 7,800 / 26 days = Rs. 300 

     Hourly wages rate Rs. 300 / 8 Hrs. = Rs. 37.50 

     Normal working hours per week = 48 

     Total hours worked during the week = 62 

     Overtime hours worked (62 – 48) = 14 

     Double overtime Rate = Rs. 37.50 X 2 = Rs.75 

     Amount of overtime = 14 hrs X Rs. 75 = 1050 

     Segregation of Overtime Cost 

     Normal wages 1050 / 2 = Rs. 525 

     Overtime premium 1050 / 2 = Rs. 525      

4. a) True 

     b) True 

     c) False 

     d) False 

     e) False 

     f) True 

  

SAQ-III 
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1. The students should refer the answer at 3.1 and 3.3. 

2. a) True 

 b) False 

 c) False 

 d) True 

 e) False 

 f) False 

 g) False 

 h) True 

3. a) Labour, incentive 

 b) Incentive, easy, understand 

     c) Keeps 

     d) Manager, produce 

     e)  Equitable 

 f) Productivity 

4. a) Earnings of a worker under Halsey – Weir Plan 

           Normal Wages 8 Hrs. X Rs. 150 = Rs. 1,200 

  Bonus 

   Time saved 20 - 16 = 4 units 

                          4 / 2 = 2 Hours 

   2 Hrs. X Rs. 150 X 30 % =        Rs. 90 

                                                        Total =      Rs. 1290 

 b) Earnings of a worker under Gantt’s Task and Bonus Plan 

  Earnings. Since he produced greater units than standard production, so higher 

specified per unit rate will be applied. 

  Earnings = 20 units X Rs. 80 = Rs. 1,600. 

SAQ – IV 

1) The students can find the answer at point 4.3 and 4.4. 

2) The students can find the answer at point 4.5. 

3) The students should refer point 4.6 for the answer. 

4) a) False 

b) False 

c) False 

d) True 

5) a) Payment of salaries, made, cheque. 

 b) Prepared, computer. 

 c) Analysis, accounting, costing. 

 d) Deposited, cashier. 
 

SAQ – V 

1. i) False 

 ii) True 

iv) True 

 iv) False 

 v) False 

2. The students should refer point 5.4 for answer 
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3.  
Date Particulars LF Dr Cr 

xxx Payroll A/c  526,100  
  Provident Fund Deductions Payable A/c   Rs. 35,000 
  Income Tax Deductions payable A/c   Rs. 18,000 
  Loan to Staff A/c   Rs. 22,200 
  Accrued Payroll   Rs. 450,900 

 

9. ASSIGNMENT QUESTIONS 
 

Q.1 Describe the functions of a Time keeping department and various methods used for 

controlling the attendance of workers in a factory. 

Q.2 Mr. Liaquat is employed in Imperial Electrical Industries as wire operator. His 

monthly pay is   Rs. 12,000 with 20% Conveyance Allowance and 45% House 

Rent Allowance. He is also entitled for Overtime pay at double the hourly rate for 

working beyond 40 hours in a week. Mr. Liaquat worked in the factory during 

April 2014 as under. 

 1
st
 Week 48 Hours 

 2
nd

 Week 54 Hours 

 3
rd

 Week 60 Hours 

 4
th
 Week 58 Hours 

 Required: Compute his total earnings for the month. 

Q.3 Explain various types of incentive schemes available to motivate workers for 

enhancement in productivity and for greater earnings. 

Q.4 A pharmaceutical company is considering introducing Halsey Premium or Rowan 

Plan of incentives scheme for their employees. The standard time of production is 

10 hours and the Hourly rate is Rs. 100.  In order to carry out a comparative study 

that which of the two incentive plans is cost effective for payment of wages to 

workers, the company estimates that the time taken for production of a Batch may 

be 9 Hours, 8 Hours and 7 Hours. 

 Required: Advise the company for adopting suitable incentive plan supported by 

workings and total labor cost per Hour under each incentive plan of Halsey 

Premium and Rowan. 

Q.5 Roshan Steel Products Industries is applying differential piece rates work system for 

labor payment. The differential rates applied are 80% piece rate below standard and 

120% piece rate at or above standard. The standard allowed is 10 units per hours. The 

normal wage rate is Rs. 70 per hour. Abrar completed 100 units while Badar completed 

80 units in a day. The workers are required to work for 9 hours daily. 

 Required: Compute earnings of the day of both the workers under differential 

piece rate work system. 

Q.6 Margala Pharmaceutical Company has employed three workers and are paid wages 

under Merrick’s Differential Piece Rate Incentive Plan. Their basic piece rate is 

guaranteed below the standard performance. The workers get 110% of basic piece 

rate between 100% to 120% efficiency and 120% of the basic piece rate above 

120% efficiency. Their basic rate of wages and production is as under. 

 a) Basic piece rate Rs 5.00 per piece 
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 b) Production of workers. 

  Worker    A – 2,000 units per month 

  Worker    B – 1,800 units per month 

  Worker    C – 2,400 units per month 

 c) Standard production 1,920 units per month 

 Required: Compute the wages of the above workers under Merrick’s Differential 

Piece Rate Incentive Plan. 

Q.7 The Millat Tractors Company employs ten workers as a group for production of the 

parts. When the group’s weekly production exceeds the standard number of pieces 

per hour, each worker in the group is paid a bonus for the excessive production in 

addition to wages at hourly rates. The amount of bonus is computed by first 

determining the percentage by which the group’s production exceeds the standard. 

One half of this percentage is then applied to a wage rate of Rs. 90 to determine an 

hourly bonus rate. The standard rate of production before a bonus can be earned is 

50 pieces per hour for total hours worked. The production record of the group for a 

week was as under. 

 

Days  Hours worked  Production in units 
Monday  80 4,450 
Tuesday 74 4,050 
Wednesday 80 4,510 
Thursday 76 4,370 
Friday  72 4,180 

 Required:  

 Calculate the following: 

 1) The group’s bonus for each day and for the week. 

 2)  The week’s earnings of each employee. 

Q.8 You are called in on a pay day to observe the procedure of disbursement of salaries 

and wages to the workers of a factory which has about 250 employees.  Describe 

the appropriate procedure as would normally be adopted for the payment of salaries 

and wages in the said factory. 

Q.9 The following summary of wages and salaries of the employees has been prepared 

by the payroll department of Decent Furniture Manufacturing Company for the 

month of February 2014:- 

 

Particulars 
Basic Pay 

(Rs.) 
Dearness 
Allowance 

Conveyance 
Allowance 

Gross 
amount 

Income 
Tax 

Provident 
Fund 

Net 
Payable 

Direct 
Labour 

540,000 27,000 16,200 583,200 46,656 54,000 482,544 

Indirect 
Labour 

360,000 18,000 10,800 388,800 23,328 36,000 
329,472 

 

Admin. Dept 280,000 14,000 8,400 302,400 15,120 28,000 259,280 

Sales Dept 220,000 11,000 6,600 237,600 9,504 22,000 
206,096 

 

Total Rs. 1,400,000 70,000 42,000 1,512,000 94,608 140,000 1,277,392 
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Required: Prepare Journal entries to record the accrual of payroll and payment in the 

financial Accounts. The accrual and payment is made at month end. Also prepare 

necessary Journal entries in the Cost Accounting record for the month. 
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INTRODUCTION  
 

The product cost is composed of direct material, direct labour and factory overhead cost. 

The cost of direct material and direct labour has already been explained in the preceding 

Units. The third cost element namely factory overhead will now be explained in this Unit. 

You will learn about the various types of overhead expenses, techniques, methods and 

procedures for their classification which finally form the product cost in an organization. 

Careful study of all these contents will enable you to price the products accurately for 

survival of the company in the market. 
 

OBJECTIVES 
 

The objectives of this lesson are to prepare you well conversant with:- 
o The concept of cost, cost centres and unit cost. 

o Overheads classification. 

o Control of overhead expenses. 

o Estimation of overhead costs and absorption rates. 

o Actual amount of overheads. 

o Treatment of under or over absorbed overheads. 

o Accounting treatment of overheads. 

o Variance analysis of overheads. 
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1. NATURE OF ACTUAL FACTORY OVERHEADS AND 

ITS CLASSIFICATION 
 

Factory overhead is generally defined as indirect material, indirect labour and all other 

factory expenses which cannot conveniently be identified with or charged directly to 

specific products or jobs. Other terms used for factory overhead are factory burden, 

production overheads, indirect production costs, manufacturing overheads, factory 

expenses and indirect manufacturing cost. Factory overhead possesses two characteristics 

which require consideration if products are to be charged with a fair share of this 

expense. These characteristics deal with the particular relationship of factory overhead to 

(1) the product itself and (2) the volume of production. Unlike direct material and direct 

labour, the factory overhead is an invisible part of the finished product. The overhead 

cost may be incurred in reference to the volume of production which may sometimes 

variate or remain static. 
 

1.1 Concept of Actual Overhead Cost 
The overhead cost may be defined as the amount of indirect expense other than the direct 

material and direct labour that may be actual or notional, incurred or attributable to a 

specific product, production or services rendered. The National Association of 

Accountants (USA) defines overhead costs in the following ways:- 

a) Fundamental Concept: Costs that have to be incurred although they have no 

directly measurable, observable relationship to the specific activity units, 

production or cost objectives. 

b) Application definition:  While related to the accomplishment of the firm’s 

objectives, overhead costs which cannot, as a practical matter, be assigned to these 

objectives in a direct fashion. A consistent method of cost allocation, which by 

some measure, approximate the economic sacrifices incurred, must be adopted. 
 

Collectively, overhead costs have the common characteristics of not being directly 

identifiable or traceable to specific units of output. For example, depreciation of plant and 

building benefits all production but depreciation is not a direct cost of producing specific 

units. Similarly the insurance, rent and property tax is also classified as indirect cost and 

termed as overhead cost. 
 

1.2 Cost Units and Cost Centres 
 

A) Cost Units 

It may be defined as a unit or quantity of product, service or time or a combination of 

these, in relation to which costs may be ascertained or expressed. In most cases cost units 

are simply the individual items of production. Some examples of cost units applicable to 

different industries are listed below:- 
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Name of industry Cost units used 
Automobile  Each number 

Footwear  Pair of shoes 

Mines and quarries Tons 

Steel and Cement  Tons 

Canteens, Hotels  Persons served 

Bricks  Thousands 

Gas   Cubic foot 

Confectionery  Kg 

Pharmaceutical  Each number  

Garment  Each unit.  

 

B) Cost Centres 

Any part of an enterprise to which costs can be charged is a cost centre. These parts 

constitute a location, department, person or units of machines or equipment, individually 

or collectively, where costs are incurred or apportioned for the purposes of production or 

creation of services. A cost centre can be:- 

i) Geographical i.e. an area such as a department, store-yard or sale area. 

ii) An item of equipment such as lathe, fork-light, delivery vehicle, etc. 

iii) A person such as a mechanic or a salesman. 

 

C) Necessity of Identification for Cost Units and Cost Centres. 

 

Costing process is the determination of cost of production per unit. Therefore, the units of 

production must be determined before hand. Similarly for cost accounting as well as for 

cost control, stage wise costs have to be worked out. Hence it is necessary that cost 

centres must be determined carefully so that all relevant costs, particularly overheads cost 

may be allocated while computing the total cost of production. Appropriate procedure 

followed for this purpose will facilitate to achieve the objectives for determination of unit 

cost accurately. 

 

1.3 Overhead Cost Composition 
Apart from the two cost elements i.e. Direct Material and the Direct Labour the third cost 

element of a product is the Factory Overhead cost. The factory overhead cost is the 

composition of multiple    indirect costs which cannot easily be identified but it is just 

impossible to produce a product without incurrence of such costs. These factory overhead 

costs may be the followings:- 

a) Indirect material including factory supplies 

b) Indirect labour, 

c) Supervision costs, 

d) Rent of factory building, 

e) Lease cost of factory building, 

f) Lease/rentals of plant and machinery, 

g) Electricity, gas and power consumption cost, 
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h) Property tax of factory building, 

i) Insurance of factory building, plant & machinery and workers, 

j) Depreciation of plant and machinery, 

k) Depreciation of factory building, 

l) Depreciation of tools, 

m) Consumption of  tools, 

n) Repair and maintenance of factory building, plant and machinery, tools and other 

related items, 

o) Other utility expenses used for the factory, 

p) Medical aid provided to workers during production activities, 

q) Security expenses of factory, 

r) Cleaning expenses of factory. 

 

1.4 Classification of Overhead Costs 
The overhead costs may be classified in relation to the departments located in the 

organization. If such costs are incurred for factory operation then these costs will directly 

be charged to the product. In case, however, these overhead costs are related to 

Administrative purposes then these will be charged to administrative expenses. Similarly 

if such overhead expenses are related to Selling and Marketing activities then these 

expenses will be charged to the Selling and Marketing departments.  

The classification of overhead costs may be carried out on the basis of volume of 

production. These overhead costs may then be classified as under:- 
a) Variable factory overhead cost. 

b) Fixed factory overhead cost. 

c) Semi-variable factory overhead cost 

 

1.5 Variable Factory Overhead Cost 
The variable factory overhead costs are those costs which fluctuate in direct proportion to 

the change in the level of activity. If level of activity is increased by 40%, then the 

variable overhead cost will also be increased by 40%, and if the level of activity is 

decreased by 30%, then the variable overhead costs will also be reduced by 30%. The 

examples of such variable overhead expenses may be indirect labour and indirect material 

like factory supplies and also the electricity power consumption. 

 

1.6 Fixed Factory Overhead Cost 
The fixed factory overhead costs are those costs which do not fluctuate in any proportion 

to the change in the level of activity. Such costs remain static and fixed even if the level 

of activity is increased or decreased. The examples of such fixed factory overhead costs 

may be the depreciation of factory building and plant & machinery, rent of factory 

building, utility expenses, property tax and insurance expenses etc. 
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1.7 Semi Variable Factory Overhead Cost 
The semi-variable overhead costs have both the variable and fixed cost characteristics. 

The costs sometimes fluctuate while sometimes remain constant and static when the level 

of activity is changed. The examples of the semi-variable factory overhead costs may be 

the supervision costs, security expenses, cleaning expenses and repair & maintenance 

expenses etc. 

 

1.8 Segregation of Semi-Variable Overheads 
The classification of semi-variable overheads into fixed and variable portions is 

necessary for the purposes of budgeting, managerial costing and for cost controls. It also 

helps in making managerial decisions. The segregation is carried out on the basis of 

nature of each type of expense and its behavior towards volume of production. The cost 

accountants are well aware about the expenses trend while committing or incurring. The 

past experience on incurrence of such expenses help in segregation of semi-variable 

overheads into fixed and variable portions. Usually the top management has control over 

the fixed overhead costs while the operating management can exercise some control over 

the variable overheads. 

 

Example 
 

Global Manufacturing Company has incurred some overhead costs during production. 

The details of such costs with their behavior is as under:- 

a) Consumable stores  Rs. 8,000 all variable 

b) Wages of helpers in factory Rs. 22,000 all variable 

c) Depreciation of factory building Rs. 60,000 all fixed 

d) Depreciation of plant & machinery Rs. 250,000 all fixed 

e) Electric power consumption Rs. 70,000 all variable 

f) Security expenses Rs. 120,000 75% fixed 

g) Telephone expenses Rs. 3,600 25% variable 

h) Repair & maintenance of machinery Rs. 40,000 60% fixed 

i) Property tax Rs. 12,000 all fixed 

j) Cleaning expenses Rs. 4,500 70% fixed 
 

Required: Prepare a work sheet segregating above expenses into fixed and 

variable categories. 
 

Solution: 

Statement of Segregation of Overhead Expenses  

Sr.No Expenses 
Basis of 
division 

Total amount 
Rs. 

Fixed 
Expenses Rs. 

Variable 
Expense Rs. 

A Consumable Stores All variable 8,000 - 8,000 

B Wages-Indirect Labour All variable 22,000 - 22,000 

C Depreciation Factory Building All fixed 160,000 160,000 - 

D Depreciation Plant & Machinery All fixed 250,000 250,000 - 

E Electric Power Consumption All variable 70,000 - 70,000 

F Security Expenses 75% fixed 120,000 90,000 30,000 
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G Telephone Expenses 25% variable 3,600 2,700 900 

H Repair and Maintenance of 
Machinery 

60% fixed 40,000 24,000 16,000 

I Property tax All fixed 12,000 12,000 - 

J Cleaning Expenses 70% fixed 4,500 3,150 1,350 

Total Expenses                                                  Rs. 690,100 541,850 148,250 

Percentage of expenses 100% 78.52% 21.48% 
 

 

1.9 Control of Overheads 
Review of the segregation of the total overheads of Rs.690,100 into fixed and variable 

portions indicates that Rs.541,850 are fixed overhead costs which amount to 78.52% of the 

total overhead cost. These include major amount on account of depreciation on building, 

machinery, security expenses and property tax etc. The variable cost of  

Rs. 148,250 works out to 21.48% of the total overhead cost. This includes consumable stores, 

indirect labour, electric power, security expenses and other utilities costs. Further analysis 

indicates that the top management has committed major fixed overhead cost while, the 

operating managers can exercise some control over the small portion of the variable overhead 

cost. The segregated amount of fixed and variable overheads leads the management for 

appropriate estimation and budgeting of such costs at different levels of activity. The 

objectives of segregation of overhead costs is also to ascertain how much control over these 

costs can be exercised so as to reduce it where possible. The introduction of standard costing 

system in an organization for variable costs of direct material, direct labour and overheads can 

help a long way to the management for analysis of trend of these expenses and to determine 

remedial measures for cost control purposes so as to enhance profitability which is intended 

by every management of the organizations. 

 

1.10 Significance of Overheads in Cost Accounting 
The treatment and control of overhead costs have probably caused more accounting problems 

than any other element of cost. The savings produced by a careful consideration of the direct 

cost can be insignificant when compared with the excessive expenditure resulting from 

inadequate attention on overhead costs. The overhead cost is now emerging an increasingly 

large part of total manufacturing cost in today’s environment as a result of several factors. 

The continued advancement in technology and its application in business for automated 

process has caused to reduce direct labour cost and increased investment in productive 

equipment and in supervisory personnel needed for efficient use of this equipment. The 

changing business environment requires greater focus on overhead cost and development of 

new methods and systems to monitor such costs. 
 

The overhead cost data is also used for budgetary controls and for decision making 

purposes such as product costing and pricing, expansion of business, make or buy 

decisions and accept or reject a special order and incremental cost etc. In decision 

making, it is necessary to know which overhead cost will vary and by how much it will 

affect the total cost. The overhead cost allocation is also important for determining the 

product cost. In view of the foregoing, it is important to focus on the overhead cost as it 

is an essential element of the product cost. 
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1.11 Self Assessment Questions – I 
 

Q.1 Explain variable, fixed and semi-variable overhead costs giving two examples of 

each. 

Q.2 Complete the following statements by filling the blanks:- 

a) Cost unit is a --------------- or ----------- of product, services or time in relation 

to which-----------may be ascertained or expressed. 

b) Costing undertakes ------------------ of cost of production per ---------------. 

c) There are many ------------------which cannot be ------- related to a specific ---

----------- 

d)  Expenses incurred in the Admin. Department will be -------- as ----------- 

overheads. 

Q.3 Which of the following statements are True and False? 
a) The total variable overhead cost fluctuates in direct proportion to the change 

in the level of activity. 

b) The fixed overhead cost fluctuates in direct proportion to the change in the 

level of activity. 

c) The semi-variable overhead cost does not fluctuate in any proportion to the 

change in the level of activity. 

d) The per unit variable overhead cost remains constant when level of output is 

decreased. 

e) The per unit fixed overhead cost is decreased when production is increased. 

f) The per unit semi-variable overhead cost is increased when production is 

increased. 
                

Q.4 Unique Garments Factory is incurring overhead costs throughout the year. The cost 

accounting record has shown the following categories of overhead costs during the 

period:- 

a) Factory building rent of Rs.150,000. 

b) Repair and maintenance expenses of Rs.25,000. 

c) Depreciation of machinery charged Rs.18,000. 

d) Factory supplies consumed Rs.12,000. 

e) Supervision salaries amounted to Rs.120,000. 

f) Security expenses incurred Rs.108,000. 

g) Electricity expenses paid Rs.140,000. 

h) Indirect wages of helpers amounted Rs.78,000. 

 

Required: Categorize these overhead expenses as fixed, variable and semi-variable.   
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2. OVERHEADS ABSORPTION 
 

2.1 Predetermined Overhead Rate 
The overhead costs are charged to all work done during any period. The problem is how 

to make such a charge equitably. It is possible to allocate actual overhead to all works 

completed during the period. If production volume is steady from month to month and 

overhead costs are incurred uniformly this method results in a reasonable actual charge of 

expenses to the production each period. However, production variations occur between 

months or seasons of the year, which cause the work completed during different months 

and record significant different charges for overheads. Usually the actual overheads are 

paid, charged or accounted for at different intervals which do not match with the stream 

of production. Therefore, sometimes it happens that quite excessive amount of overheads 

are charged to production while very often lower amounts are actually charged to 

production during the period when small overhead costs are paid. Some overhead costs 

are accounted for on monthly basis while the other costs on quarterly and on annual basis. 
 

Certain overhead costs like depreciation and amortization costs are accounted for on 

annual basis. On the other hand the total cost of production or job is to be accounted for 

immediately when the production process or job is completed for billing to the customers 

upon delivery of products or completed jobs. 

 

In order to avoid the problems of under or over costing of products/jobs the overheads are 

determined on the basis of some intelligent estimation. These estimates are premised 

upon past year’s overheads cost versus volume of production and the future planning. 

Such estimation of overheads is called “Predetermined Overheads”. A predetermined 

overhead rate permits a consistent and logical cost allocation to each unit of output. In 

both job order and process cost accumulation, predetermined overhead rates provide the 

only feasible method of computing product overhead costs promptly enough to serve 

management’s needs for product cost information. 

 

2.2 Absorption of Overheads 
Now when the amount of overheads has been computed on predetermined basis for each 

cost centre, the next step is to charge it to production. This involves taking each cost 

centre and to apply its overheads to all the product passing through that cost centre. This 

application of overheads is called absorption which can be defined as charging of 

overheads to production. The primary objective in selecting a base is to ensure the 

application of overhead in a reasonable proportion to the indirect factory resources used 

by the jobs, products or work performed. 

There are three essential steps for absorption of overheads. These are:- 
a) Determination of absorption basis. 

b) Working out overhead absorption rate. 

c) Application of overhead to production/job. 
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2.3 Absorption Basis 
Ordinarily the base should be closely related to functions represented by the overhead 

cost being applied. The physical output or units of production base is the most simplest 

and most direct method of applying factory overhead when the company is producing a 

single product. If overhead is mostly materials oriented, dominated by costs associated 

with procuring and handling materials, then material cost may be suitable as base. 

 

If overhead is mostly labour oriented, dominated by costs such as supervision and fringe 

benefits, then the proper base is probably Direct Labour cost or Direct Labour Hours. In 

case the overhead cost items are predominantly technology oriented, resulting from 

ownership and operation of machinery, then Machine Hour base is probably most 

appropriate. 
 

The most commonly used bases for determining the overhead absorption rates are as 

under:- 

1) Unit of Output Basis 

 The estimated amount of overhead cost is divided by the estimated units of output 

in order to work out the absorption rate of overhead cost per unit of output as 

presented below: 

 Estimated overhead cost/Units of output 

 Rs. 880,000/40,000 units = Rs. 22 per unit 

 If 1,900 units have been produced then the cost of overheads chargeable to this 

production will be Rs. 41,800 (1,900 x Rs. 22). 

2) Direct Material Cost Basis 

 The estimated amount of overhead cost is divided by the estimated amount of 

Direct Material in order to work out absorption rate of overhead cost in relation to 

the direct material cost expected to be used in the manufacturing process as 

presented below: 

 Estimated overhead cost/Estimated direct material cost x 100 

 Rs. 880,000/Rs. 440,000 x 100 = 200% of direct material cost 

 If the cost of direct material for some production is Rs. 48,000 then the overhead 

cost chargeable to this production will be Rs. 96,000 (Rs. 48,000 x 200%). 

3) Direct Labour Cost Basis 

 The Direct Labour cost basis is widely used method of applying overhead to jobs 

or production.  

 This is computed in the following manner:- 

 Estimated factory overhead cost/Estimated direct labour cost x 100 

 Rs. 880,000/Rs. 704,000 x 100 = 125% 

 A job or product with direct labour cost of Rs. 50,000 would be charged with Rs. 

62,500 (Rs. 50,000 x 125%) for factory overhead cost. 

4) Direct Labour Hours Basis 

 One of the most widely used methods for overhead application is the Direct Labour 

Hours basis. 
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 In most factories direct labour time data is available. The predetermined overhead 

application rate can thus be easily computed as below: 

 Estimated factory overhead cost/Estimated total direct labour hours 

 Rs. 880,000/10,000 hours = Rs. 88 per direct labour hour 

 A job or product involving direct labour hours of 150 would be charged with Rs. 

13,200 (150 hours x Rs. 88) for factory overhead cost. 

5) Machine Hours Basis 

 In most of the modern factories, machines play a more dominant role than the 

workers employed on these machines. This is particularly true in the case of 

industrial units employing heavy machinery. Factory overhead connected with 

machine have assumed greater magnitude and importance in comparison to other 

methods. In such cases it would be the machine time rather than the direct labour 

time that would provide a more logical basis for calculation of an overhead 

application rate. The rate would be calculated as follows: 

 Estimated factory overhead cost/Estimated total machine hours 

 Rs. 880,000/22,000 machine hours = Rs. 40 per machine hour  

 If the machine has been operated for 1,500 hours for some production or job then 

the overhead cost chargeable will amount to Rs. 60,000 (1,500 machine hours x Rs. 

40). 

6) Prime Cost Basis 

 Some organizations use the Prime Cost basis for determining and applying the 

overhead cost on production or jobs. Under this method the estimated factory 

overhead cost is divided by the prime cost (direct material plus direct labour) in 

order to find out an average rate as computed below:- 

 Estimated total factory overhead cost/Estimated prime cost x 100 

 Rs.880,000/Rs.1,144,000 x 100 = 76.92% 

 If the prime cost of a production or job is amounting to Rs.28,000 then the factory 

overhead cost to be charged to this production or job will be Rs.21,538 (Rs.28,000 

x 76.92 %). 

 

The foregoing methods for calculation of absorption factory overhead rates for costing a 

product or job are the presumptive methods. The management of a manufacturing or 

service organization may select and adopt any of the methods best suited to the nature of 

business or activity so as to charge the amount of overhead cost as appropriate or realistic 

as possible. However, usually the FOH rates based on direct labour or machine hours are 

considered to be more suitable as the overhead cost facilities utilized are mostly related to 

time segment  hence both the aforesaid basis are closely related to actual activities. 

 

2.4 Predetermined Overhead Absorption Rates 
The following data has been gathered from the production department of Millat Steel 

Industries on planning and budgeting basis for the year 2014:- 

 

Total estimated overheads. Rs.276,000 

Planned units of production   46,000 units 
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Total estimated direct labour hours.   28,750 hours 

Total estimated direct labour cost. Rs.287,500 

Total estimated material cost. Rs.400,000 

Total estimated machine hours. 3,000 hours 

 

You are required to work out Overhead Absorption rates for the year 2014 for the 

Production Department. 
 

Solution 
 

Overhead Absorption Rates: 

a) Unit of Output Basis 

 Rs.276,000/46,000 Units = Rs.6 per unit 

b) Direct Labour Hours Basis 

 Rs.276,000/28,750 hours = Rs.9.6 per direct labour hour 

c) Direct Material Cost Basis  

 Rs.276,000/ Rs.400,000 x 100 = 69% 

d) Direct Labour Cost Basis 

 Rs.276,000/Rs.287,500 x 100 = 96% 

e) Machine Hours Basis 

 Rs.276,000/23,000 machine hours = Rs.12 per machine hour 

f) Prime Cost Basis 

 Rs.276,000/Rs.400,000 + Rs.287,500 x 100 = 40.14% 

 

2.5 Application of Absorption Rates 
The Factory Overhead Absorption rates are used for application of FOH cost on 

production/job on the basis of actual units produced, direct labour hours used, direct 

material cost incurred, direct labour cost charged, machine hours used or the prime cost 

etc as explained in the preceding paragraphs. Thus timely costing of products and jobs 

will be possible to facilitate instant billing and recovery from the goods sold. 

 

2.6 Under or Over Applied Overheads 
By the time the production process is completed, the actual overhead costs are also 

accounted for over the period of time and till end of the year. The applied FOH based on 

absorption rates are compared with the actual FOH cost incurred.  Inspite of best efforts 

for estimation of FOH cost and applying it on predetermined absorption rate basis, it is 

never possible that the actual FOH cost will agree with the estimated FOH cost applied to 

production. Thus it will result into over or under applied FOH cost. In case the applied 

FOH based on absorption rate is greater than the actual FOH cost incurred it will result 

into over applied FOH. Conversely, if the applied FOH cost based on absorption rate is 

lower than the actual FOH cost incurred then it will yield under applied FOH cost. Thus 

there will definitely be a difference between the actual overheads and applied overheads. 
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Example 

Following data is available for the production department of Zee Manufacturing 

Company:- 

o Estimated overheads for budgeted (planned) production. Rs.1,500,000 

o Budgeted direct labour hours.  10,000 hours 

o Actual overhead cost incurred.  Rs.1,516,000 

o Actual direct labour hours.  9,820 hours 

You are required to work out the followings:- 

a) Predetermined Absorption Overhead Rate. 

b) Applied overhead cost. 

c) Over or under applied overheads. 
 

Solution 

a) Predetermined Absorption Overhead Rate 

 Estimated overheads/Budgeted direct labour hours 

 Rs.1,500,000/10,000 hours = Rs.150 per direct labour hour 

b) Applied overhead cost 

 Actual direct labour hours X Predetermined absorption overhead rate 

 9,820 x Rs.150 = Rs.1,473,000 

c) Over or under applied overheads. 

 Actual overhead cost incurred Rs.1,516,000 

 Applied overhead cost Rs.1,473,000 

 Under applied overhead cost Rs. 43,000 

This indicates that lower amount of FOH cost was applied to production during the 

period. 

 

2.7 Treatment of Under or Over Applied Overheads 
At the end of accounting period the under or over applied overheads must be disposed of. 

There are generally three methods for disposition of under or over applied overheads as 

follows:- 

a) Adjusted against the cost of goods sold account. 

b) Prorated to cost of goods sold account, finished goods account and work in process 

account. 

c) Closed to the profit and loss account. 

 

In case of under applied overhead cost the above accounts will be debited while in case of 

over applied overheads the above accounts will be credited. 

 

2.8 Cost Accounting Entries for Actual and Applied Overheads and 

Disposition of Variance 
When overhead expenses are incurred, the factory overhead control account is debited 

and cash account or prepayment account or liability account or contra asset account is 

credited. 
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When overheads are applied to production on the basis of predetermined absorption rates 

as described in the earlier paragraphs then the Work in Process Account is debited and 

Factory overhead Control Account is credited. At the end of the period any balance in the 

Factory overhead Control Account would indicate under or over applied overhead which 

will be adjusted as described in the paragraph 2.7. 
 

Example 

Taking the data as given in the example of paragraph 2.6 prepare Factory overhead 

Control Account and make necessary journal entries for incurrence, application and 

disposal of unabsorbed overheads. 
 

Factory overhead Control Account 
 

Various expenses:                  Rs.1,516,000 
 
Total                                       Rs. 1,516,000  

Work in Process Account:  Rs.1,473,000 
Cost of goods sold Account:  Rs.43,000 
Total    Rs. 1,516,000 

 
 
Journal Entries 
a. Incurrence of FOH expenses                           

Date Particulars LF Dr Cr 

xxx FOH Control Account  Rs.1,516,000  
         Cash Accounts   Rs.1,516,000 

 
b. Application of overheads 

Date Particulars LF Dr Cr 

xxx Work in Process Account  Rs.1,473,000  
         FOH Control Account   Rs.1,473,000 

 
c. Disposal of unabsorbed overheads 

Date Particulars LF Dr Cr 

xxx Cost of goods sold Account  Rs.43,000  
         FOH Control Account   Rs.43,000 

 
Alternative entry 

Date Particulars LF Dr Cr 

xxx Cost of goods sold Account  Rs.35,000*  
 Finished Goods Account  Rs.6,000*  
 Work in Process Account  Rs.2,000*  
  FOH Control Account 

* (presumptive figures) 
  Rs.43,000 
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2.9 Self Assessment Questions – II  
 

Q.1 What do you understand by the predetermined overhead rates and when these are 

used in a manufacturing organization? 

Q.2 Fill in the blanks:- 

a) It is better to use ------------- overhead expenses rather than -------- ones to 

work out overhead ------ rates. 

b) In order to work out per unit overheads absorption rate total-------- will be 

divided by --------- number of units. 

c) If applied overhead cost is greater than --------- it is known as --------- 

overheads. 

d) When applied overhead cost is lower than ----------- it is known as ---------- 

overhead. 

e) Unabsorbed overheads are closed to -------------------. 

f) On application of overhead the --------------- Account is debited and -----------

--- Control Account is credited. 

Q.3 Identify the listed below statements as True or False:- 

a) Factory overhead cost includes indirect material, indirect labour and other 

miscellaneous factory expenses that cannot conveniently be identified. 

b) Factory overhead cost is a visible part of the finished product. 

c) The total amount of factory overhead cost remains constant regardless of 

change in the production volume. 

d) Fixed factory overhead cost changes when the production units are increased. 

e) Rent of factory building is a fixed overhead cost. 

f) Predetermined overhead rate is determined for costing of production/job. 

g) Under applied overhead cost means lower cost charged to production than 

actual overhead cost. 

h) Factory overhead unit cost on the basis of units of production can be 

calculated by dividing estimated overhead cost by estimated units of 

production. 

Q.4 The data of production department of Kohinoor Chemical Company for April, 

2014 is presented below:- 

 Budgeted overheads. Rs.75,000 

 Budgeted production units. 3,750 units 

 Actual overheads. Rs.79,200 

 Actual units produced. 4,000 units 

 

 You are required to work out the followings:- 

a) Predetermined overhead absorption rate. 

b) Applied overhead cost. 

c) Over or under applied overheads. 

d) Give journal entries for actual overheads, application of overhead cost and 

disposition of over or under applied overhead amount, if any. 
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3. VARIANCE ANALYSIS OF OVERHEADS 
 

3.1 Meanings of Overheads Variance 
When the applied overhead cost differs from the actual overhead cost, then some variance 

is noticed in the overhead cost. This may be found as under or over applied overhead. 

The under or over applied overhead cost is a matter of concern for the management. This 

variance needs to be analyzed carefully, because these are the source of much 

information to the management for controlling and judging the efficiency of operations 

and the use of available capacity during a particular period. 

 

3.2 Variance Analysis 
Two separate variances as indicated below are computed on analyzing the under or over 

applied overhead cost:- 

a) Spending variance – a variance due to budget or expense factors. 

b) Idle capacity variance – a variance due to volume or activity (capacity) factors. 

 

Before explaining the spending and idle capacity variances, it is necessary to understand 

the concept of capacity as it is related to the determination of idle capacity variance. 

 

3.3 Concept of Capacity 
The term capacity denotes volume capacity of a machine or business unit. It can be 

measured in the following manner:- 

a) Theoretical capacity 

 It is the level of capacity which could be utilized under 100% operating conditions. 

It assumes round the clock operation of all plant with no allowance for machine 

down time, waits, delays or holidays. Therefore, it cannot be achieved in reality. 

b) Normal capacity 

 This is the long term measure; say based upon several years that indicates the 

practical plant capacity less the estimated idle capacity. So this is the capacity 

which can normally be achieved after all considerations and is based upon the 

activities for a longer period of time. 

c) Expected activity (capacity) 

 It is the actual utilization of the capacity of machine or business activity during a 

specific period of time say a month, a quarter year or any other shorter period of 

time under practical conditions. 

 

3.4 Spending and Volume (Capacity) Variance 
In order to analyze the under or over applied overheads into Spending and Volume 

(Capacity) Variance it is necessary to classify the total overhead cost into fixed and 

variable components. The fixed overhead costs do not change as production level 

changes while the variable costs fluctuate in direct proportion to the change in production 

level. 
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The Spending Variance is noticed when the actual overhead cost for the period differs 

from the amount of budgeted overhead cost. The budgeted overhead cost means the 

overhead cost which should have been spent for the number of hours worked. The 

unfavorable spending variance is noticed when the excessive cost as compared to the 

budgeted cost is incurred and vice versa. 

 

On the other hand, the Volume (Capacity) Variance results when the fixed overhead 

applied during a period differs from the fixed overhead budgeted for the same period. 

This variance measures the effect of a change in the volume of production. If the capacity 

is underutilized, it is called as Idle Capacity Variance. So the Idle Capacity means that 

the capacity was not fully utilized hence excessive cost was incurred.   
 

Example 

Assume the following data of Decent Manufacturing Industries for the year 2014:- 

o Fixed Factory Overheads Rs.250,000 

o Variable Factory Overheads for activity 

 Level of 200,000 Direct Labour Hours.  Rs.350,000 

 Total Factory Overheads. Rs.600,000 

o Direct Labour Hours planned. 200,000 hours 

o Actual Direct Labour Hours 189,000 hours 

o Actual overheads incurred for 189,000 Hours Rs.584,000 

o Applied overheads for 189,000 hours 189,000 X Rs. 3 Rs.567,000 

 

Required: 
Work out the Spending and Idle capacity variances. 
 

Solution 
The factory overhead applied rate was calculated as here under:- 

Fixed factory overhead rate Rs. 250,000/200,000 hours    =      Rs.1.25 

Variable factory overhead rate Rs. 350,000/200,000 hours=     Rs.1.75 

   Total FOH Rate  Rs.3.00 

a) Spending Variance 

 Actual factory overheads Rs.584,000 

 Budget allowance for factory overheads:  

 Fixed overheads               Rs.250,000 

 Variable overheads 189,000 hours x  Rs. 1.75    Rs.330,750 Rs.580,750   

 Unfavourable Spending Variance Rs.    3,250 

 

b) Idle Capacity Variance 

 Applied Factory Overheads 189,000 hours x Rs.3.00  Rs.567,000 

 Budget allowance of factory overheads 

 Fixed factory overheads    

                                                           Rs.250,000 

 Variable overheads 189,000 X Rs. 1.75               Rs.330,750   Rs.580,750 

 Unfavourable idle capacity variance                                       Rs.  13,750 
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The total unfavourable variance on account of Spending and Idle Capacity Variance 

works out to Rs. 17,000 (Rs. 3,250 + Rs. 13,750). This variance is the same amount of 

under applied overheads as determined below:- 

Actual factory overheads.   Rs.584,000 

Applied factory overheads.   Rs.567,000 

Under applied factory overheads.  Rs.  17,000 
 

The spending and idle capacity variances in fact represent the classification of the total 

under applied factory overhead cost for the period.  

  

3.5 Self-Assessment Questions – III 
 

Q.1 The over or under applied factory overhead cost can further be analyzed into two 

variances. Explain these two variances with titles and computations. 

Q.2 Normal operating capacity of Faiza Chemical Industries is 250,000 machine hours 

per month. At this level of activity the fixed factory overhead cost is estimated at 

Rs. 500,000 and variable overhead is estimated at Rs.250,000. During April 2014, 

the actual production consumed 240,000 machine hours and actual factory 

overhead cost amounted to Rs. 730,000. 
 

Required:- 
a) Determine the fixed portion of the factory overhead application rate. 

b) Determine the variable portion of the factory overhead application rate. 

c) Compute the amount of over or under applied factory overhead cost.  

d) Calculate the amount of favourable or unfavourable Spending Variance. 

e) Work out the amount of favourable or unfavourable idle capacity variance.  

 

Q.3 The Machine Tool Shop has normal annual operating capacity of 36,000 Labour 

Hours with fixed factory overheads budgeted at Rs.16,920 and estimated variable 

factory rate of Rs. 2.10 per labour hour. During April, 2014 actual production 

required 2,700 labour hours with a total actual overhead cost of Rs.7,959.  

 

Required:- 
a) Compute the applied factory overheads. 

b) Determine the Spending Variance. 

c) Calculate the Idle capacity Variance. 

 

4. SUMMARY 
 
a) Factory overhead is an important cost element apart from the Direct Material and 

Direct Labour costs. Each cost element is to be accurately measured, analyzed and 

controlled. 

b) The factory overhead cost includes all allied costs of production which cannot be 

classified in direct material or direct labour. 
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c) Since factory overhead has no direct relationship with the production or jobs 

executed, it is applied to production on some fair and equitable basis in order to 

charge FOH cost and determine the total production cost.  

d) The predetermined overhead rates are calculated on different basis to use such 

absorption rates for applying to the production. 

e) At the end of period the applied FOH cost is compared with the actual FOH cost to 

compute the under or over applied FOH cost. 

f) The under or over applied FOH cost is adjusted against the cost of goods sold 

account, finished goods inventory account and work in process account as per the 

practice in vogue. 

g) The under or over applied FOH cost is further analyzed to work out the spending 

variance and idle capacity variance so as to identify the reasons of variance and 

adopt remedial measures for curtailing such variances in future.  

 

5. ANSWERS TO THE SELF-ASSESSMENT QUESTIONS 
 

SAQ -I 

1. The students should consult paragraphs 1.5 to 1.7. 

a) unit, quantity, costs 

b) Determination, unit of product. 

c) Expenses, directly, product. 

d) Classified, Administrative.  
 

2. a) True  

 b) False 

 c) False 

 d) True 

 e) True 

 f) False. 
 

3. a) True 

 b) False 

 c) False 

 d) True 

 e) True 

 f) False 
 

4. a) Fixed 

 b)  Fixed 

 c)  Fixed 

 d)  Variable 

  e)  Semi variable 

 f) Fixed 

   g) Semi variable 

 h) Variable. 
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SAQ -II 

1.) The students should refer to paragraph 2.1. 

2.) a. Predetermined, actual, absorption.   

b. Estimated overheads, total estimated.   

c. Actual overheads, over applied. 

d. Actual overheads, underapplied. 

e. Cost of goods sold or profit and loss account. 

f. Work in process, factory overhead.  

 

3. a) True 

 b) False 

 c) False 

 d) True 

 e) True 

 f) False 

   
4. Solution. 

 

a) Predetermined 0verhead Absorption Rate: 

  Total budgeted overheads/ Total budgeted units  

  Rs.75,000/3,750 units= Rs.20 per unit 

b) Applied overhead cost 

 4,000 units X Rs.20 = Rs.80,000          

c) Over or under applied overheads 

 Actual overhead cost Rs.79,200 

 Applied overhead cost Rs.80,000  

 Over applied overheads Rs.     800 

d) Journal entries    

   
i. Incurrence of overheads. 

Date Particulars LF Dr Cr 

xxx FOH Control Account     Rs.79,200  

         Cash Account   Rs.79,200 

   

ii. Application of overheads.          
Date Particulars LF Dr Cr 

xxx Work in Process Account  Rs.80,000  

         Factory overhead Control Account   Rs.80,000 

 

iii. Disposition of overheads.  
Date Particulars LF Dr Cr 

xxx Factory Overhead Control Account  Rs.800  

         Cost of Goods Sold Account   Rs.800 
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S A Q III 

 

1.) The students should refer paragraphs 3.2 and 3.4 to find out answer. 
 

2.) a)  Fixed Portion of Factory Overhead Rate: 

     Estimated fixed factory overhead cost/Estimated machine hours 

  Rs.500,000/250,000 machine hours = Rs.2 per machine hour 

b) Variable Portion of Factory Overhead Rate 

  Estimated variable factory overhead cost/Estimated machine hours 

  Rs.250,000/250,000 machine hours = Re. 1 per machine hour 

 

c) Over or under Applied Factory Overhead Cost 

  Actual production hours 240,000 x Rate of FOH Rs.3 (Rs.2 + Re.1) 

  Actual Factory overhead cost   Rs.730,000 

  Applied Factory overhead cost 240,000 x Rs.3 = Rs.720,000 

  Under applied factory overhead cost                       Rs.  10,000 

 

d) Spending Variance 

  Actual FOH cost               Rs.730,000 

  Budget allowance 

  Fixed factory overheads     Rs.500,000 

  Variable factory overheads 240,000 x Re. 1  Rs.240,000       Rs.740,000 

  Favorable spending variance.                    Rs.10,000 

 

e)  Idle Capacity Variance 

  Budget allowance     Rs.740,000 

  Applied FOH 240,000 hours x Rs. 3 =  Rs.720,000 

  Unfavourable idle capacity variance   Rs.  20,000 

  

Q.3          

a. Applied Factory Overheads 
  Fixed Factory overheads     Rs.16,920 

  Variable Factory overheads 36,000 hours x Rs.2.10= Rs.75,600     

  Total Factory Overheads     Rs.92,520 

  FOH Rate =   Rs.92,520/36,000 DL hours = Rs.2.57 / D L hours 

  Applied FOH = 2,700 D L hours x Rs.2.57 = Rs.6,939 

 

b. Spending Variance 
  Actual factory heads      Rs.7,959 

  Budget allowance 

  Fixed overheads   Rs.  16,920/12 =  Rs.  1,410 

  Variable overheads 2,700 D L hours x Rs. 2.10 =     Rs. 5,670 

  Total budget allowance        Rs. 7,080 Rs. 7,080 

  Unfavourable spending variance.         Rs.    879 
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c. Idle Capacity Variance 
  Budget allowance Rs. 7,080 

  Applied FOH   2,700 D L hours x Rs. 2.57 = Rs. 6,939 Rs. 6,939 

  Unfavourable idle capacity variance Rs.    141 

 

6. ASSIGNMENT QUESTIONS 
 

Q.1 Give a detailed view of costs which can be classified into Factory overheads. 

Q.2 Why the actual monthly factory overheads are not used for working out the FOH 

Absorption Rate? Narrate the merits and demerits of this proposal. 

Q.3 What are the methods for disposition of under and over applied factory overheads? 

Explain with necessary journal entries. 

Q.4 Dadabhoy Manufacturing Company estimated its factory overheads for the next 

year at Rs.1,600,000. It is estimated that 40,000 units will be produced at a material 

cost of Rs.2,000,000 while production will require 40,000 direct labour hours at an 

estimated wages cost of Rs.800,000. The machine will run for about 25,000 hours. 

 

Required 

Compute the Factory overhead Absorption Rate that may be used in applying factory 

overhead cost to production on each of the following basis:- 

a) Material cost, 

b) Direct Labour cost, 

c) Direct Labour hours, 

d) Machine hours, 

e) Prime cost basis. 

 

Q.5 The following data has been extracted from the record of Basharat Production 

Industries for the year 2014:- 

a) Budgeted factory overheads  Rs.500,000 

b) Actual factory overheads  Rs.455,000 

c) Budgeted machine hours   12,500 hours 

d) Actual machine hours   12,000 hours 
 

Required 

1) Work out the following:- 

a) Predetermined overhead absorption rate per machine hour. 

b) Applied overhead cost. 

c) Over or under absorbed factory overhead cost. 
 

2) Give journal entries for the following:- 

a) Incurrence of factory overheads. 

b) Application of overheads to production. 

c) Disposition of over or under absorbed overheads. 
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Q.6 The Normal annual capacity of Toyota Motor Company is 60,000 vehicles with 

production being constant throughout the year. The March budget shows fixed 

factory overheads of Rs. 2,500,000 and variable factory overhead rate of Rs. 2,500 

per vehicle. During March, actual output was 4,800 vehicles with a total factory 

overheads cost of Rs. 15,500,000. 

 

Required 

a) Compute the under or over applied factory overheads cost. 

b) Work out the Spending Variance. 

c) Determine the Idle Capacity Variance.  
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INTRODUCTION 

 
In Unit–8, it was described as to how the factory-wide predetermined/absorption factory 

overhead rates were computed and applied to production to calculate total cost of 

production. This concept is now expanded through the use of predetermined departmental 

factory overhead rates since the manufacturing activities are carried out at different 

departments in the factory. The use of department wise factory overhead rates would 

improve fair charging of the overhead cost to the production which will ultimately lead to 

significant cost controls. 

 

The computation of predetermined overhead rates requires a series of departmental 

allocation process with respect to the estimated common expenses. The allocation of 

common expenses is necessary for computing total departmental overhead costs and the 

departmental overhead rates prior to the commencement of the financial year. Actual cost 

of overheads accumulated during the period should remain with the individual 

departments until the end of accounting period when these would be charged and 

compared with the predetermined departmental overheads applied to production. 

 

OBJECTIVES 

 
The objectives of this unit are composed of the followings:- 

1. Understand the concept of departmentalization. 

2. Distinguish between the producing and servicing departments. 

3. Describe the direct and indirect departmental overhead costs. 

4. Basis of apportionment of overheads. 

5. Allocation and apportionment of indirect departmental overheads. 

6. Reapportionment of overhead costs of servicing departments over production 

departments. 

7. Computation of departmental overhead rates. 

8. Accumulate actual departmental overhead costs of each department and compare 

with the applied overhead cost. 
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1. COLLECTION AND ALLOCATION OF OVERHEADS 

 
1.1 Concept of Departmentalization 
The departmentalization of factory overheads means dividing the factory plant into 

segments, called departments, to which overhead costs are charged. For accounting 

purposes, dividing a factory plant into separate departments provides improved product 

costing and helps to promote responsible control of overhead costs. A job or product 

going through a department is charged with overhead for work done in that particular 

department using that department’s predetermined overhead rate. Depending on the type 

and number of departments, through which they pass, jobs or products are charged with 

departmental amounts of overhead rather than a single plant-wide overhead amount. A 

single plant-wide rate charges all jobs with a plant-wide average amount of overhead cost 

per unit uniformly.  

 

The plant-wide average rate may be too high or too low for a specific product, especially 

when a product is involving only one or a few departments. Departmentalization 

facilitates responsibility accounting and control of overhead costs by making costs a 

responsibility of each department’s manager. The costs that originate within a department 

are identified with the manager responsible for that department. 

 

1.2 Producing and Service Departments 
There are usually two types of classifications of departments in a manufacturing 

organization. One is producing while the other is Servicing Department. A Production 

Department physically manufactures the product by changing the form of material or by 

assembled parts converting into product shape. The Servicing Departments render services 

to the Producing Departments to facilitate the functions of Producing Departments. In this 

way, the servicing Departments contribute to the production activities. 

 

A) Producing Departments 
The production Departments are those which manufacture saleable goods. Following are 

the few examples of Producing Departments:- 

- Cutting 

- Assembling 

- Machining 

- Cooking 

- Knitting 

- Mixing 

- Refining  

- Bottling 

- Fabricating 

- Stitching 

- Canning  

- Finishing 

- Upholstery 
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B) Servicing Departments 
Servicing Departments are those which render services to the Production Departments 

and other servicing departments. The Service departments are established for each 

function and depend on the number of employees needed for each service function. Some 

examples of Servicing Departments are the following:- 

- Procurement 

- Warehousing 

- Inspection 

- Security 

- Material handling 

- Personnel/Human Resource 

- Maintenance 

- Cafeteria 

- Utilities 

- Medical services 

- Shipping 

- Accounting 

When the level of organization is relatively small, the service functions are often 

combined and quantum of servicing departments is reduced. 

The cost of servicing departments is transferred/prorated over the Producing Departments 

as the overhead rates for product costing are generally calculated on the basis of 

combined cost of Producing and the Servicing Departments. 

 

1.3 Direct Departmental Costs 
Certain Factory Overhead costs can readily be identified to some originating Producing 

and Servicing Departments which are called as direct departmental costs. Examples of 

such overhead costs may be the followings:- 

- Depreciation of building and plant 

- Rent of building 

- Indirect material and factory supplies 

- Electricity power consumption on plant 

- Supervision, indirect labour and overtime cost 

- Repair and maintenance of building and plant 

- Fringe benefits of labour 

All the above overhead costs would directly be allocated to the concerned producing and 

servicing departments on the basis of ratio of availing benefits of each cost element when 

these are separately traceable. 
 

1.4 Indirect Departmental Costs 
Several overhead costs do not originate within a specific independent department rather 

these overhead costs are commonly incurred for the benefit of all the producing and 

servicing departments. The examples of such indirect departmental costs may be the 

power, light, depreciation of building and plant, rent and security costs etc which are 

shared by all the departments on some equitable basis. Selection of appropriate bases for 
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allocation of most indirect departmental costs is difficult and arbitrary. However, a base 

using some factor commonly applicable to all departments must be found. For example, 

square footage may be used for prorating the rental cost of building. 

 

1.5 Basis for Distribution of Indirect Costs 
The indirect departmental overhead costs that require proration over concerned 

departments may be carried out on the commonly used basis as follows:- 

 

Indirect departmental overheads                      Proration basis 

Rent of building      Square footage 
Lighting, heating and air-conditioning  Square footage 
Property tax      Square footage 
Depreciation of building    Square footage 
Insurance      Square footage 
Maintenance of building    Square footage 
Telephone      Number of employees 
Workmen compensation insurance   Departmental payroll 
Power       Horse power 
Freight charges      Material used 
Supervision       Number of employees 
Medical care      Number of employees 
Material handling     Weight/volume/value of material used 
 

The bases of proration of indirect departmental overhead costs as described above are 

notional and generally used by organizations. The choice of an appropriate proration base 

is in fact a matter of best judgement. Therefore, in certain cases if some other more 

realistic basis can be developed for proration of costs, then the organization has liberty to 

proceed accordingly so that more accurate costing is possible.  

 

2. DISTRIBUTION OF SERVICING DEPARTMENT COSTS 
 

It is quite convenient to allocate the overhead costs to the Producing Departments which 

are easily traceable. However, very often the common overhead costs of Servicing 

Departments which ultimately need to be prorated over the Producing Departments face 

problems of distribution. For this purpose and in order to distribute indirect departmental 

overhead costs of servicing departments to the benefitting departments, necessary data 

and basis are obtained through survey of facilities. The functions performed by each 

Servicing Department are studied carefully to determine the most reasonable basis for 

distribution of such costs. 

 

The number and type of servicing departments in an organization depend on its nature of 

operation and the degree of cost control as desired by the management.  The Servicing 

Departments’ costs are distributed either to producing departments or to producing 

departments and servicing departments as well. The distribution is based on a common 
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unit of measure that correlates closely with the use of functions of servicing departments. 

The distribution can be based on number of employees, Kilowatt hour consumption, 

Horse power – hour consumption, floor space, assets value or cost of material used etc. 

The costs of servicing departments are ultimately distributed to producing departments to 

establish predetermined overhead rates of each producing departments. 
 

The commonly used methods for proration of service departments overhead costs to the 

benefitting departments are, 1) Direct method, 2) Step method, and, 3) 

Algebraic/equation method. These methods are now explained here under:-  
 

2.1 Direct Method  
When the servicing department costs are only prorated over the producing departments 

without regard to the benefits of one servicing department used by the other servicing 

department, this approach is called as direct method. This method is easy to prorate the 

overhead costs and minimizes clerical work but fails to measure the total costs of each 

service department when such information is needed for cost planning and controls. 

However, the direct method can be justified for product costing if the final results do not 

significantly differ from the results of other methods of cost distribution. 
 

Example 
The factory overhead cost data of Producing and Service departments alongwith status of 

utilization of functions of servicing departments by other departments was found from the 

record of Ittehad Industries as under- 
 

Departments F O H before Distribution 
of Servicing Department 

Services provided 

HR Department Warehousing Department 

Producing – Cutting Rs. 120,000 40% 20% 

                      Assembly Rs. 160,000 40% 50% 

Service      --  H R Rs.   72,600 -- 30% 

                  Warehousing Rs.   40,000 20% - 

Total F O H cost Rs. 392,600 100% 100% 
 

Solution  
The FOH cost of the two servicing departments i.e Human Resource ( H R ) and the 

Warehousing Department under Direct method would be prorated over the two Producing 

Departments only i.e. Cutting and Assembly while the Services utilized by other 

Servicing Departments will be ignored by this method.  

The detailed working is shown below:- 
 

Proration of Service Department Overheads Applying Direct Method 

 
Particulars Total Producing Departments Servicing Departments 

Cutting  Assembly H R Warehousing 

Factory overheads before 
distribution of service deptts: 

Rs.392,600 120,000 160,000 72,600 40,000 

Distribution of HR department -- 36,300 36,300 (72,600) -- 

Warehousing Deppt.  11,429 28,571 -- (40,000) 

Total F O H cost. Rs. 392,600 167,729 224,871 -- -- 
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Calculations 

 
 Percentage Amount 

 
HR Department 

Cutting 40 Rs. 72,600 x 40/80 = Rs. 36,300 

Assembly  40 Rs. 72,600 x 40/80 = Rs. 36,300 

Total 80 Rs. 72,600 

 
Warehousing Deptt: 

Cutting 20 Rs. 40,000 x 20/70 =  Rs. 11,429 

Assembly 50 Rs. 40,000 x 50/70 =  Rs. 28,571 

Total 70 Rs. 40,000 

 
2.2 Step Method 
The step method distributes the costs of Servicing Departments in a sequence of steps, 

that is, in a prescribed order by departments. The step method is also called the sequential 

method because costs are distributed from servicing departments in a predetermined 

sequence. Once the cost is distributed from a servicing department, no other servicing 

department’s cost is distributed back to it in a subsequent step. In order to use this 

method, a particular order must be decided for distributing the servicing departments 

costs, because the order of departments makes a difference in the results. This method 

partially recognizes the services that servicing departments provide to each other. In 

contrast, the direct method ignores all such inter-relationships. However, the step method 

is still only a partial consideration of the servicing departments’ mutual benefits, because 

after distribution of a servicing department’s cost, no further distributions are made to 

that department regardless the services it received. Usually the servicing department 

having greatest allocated cost is first taken for distribution of its cost over the Producing 

and other Servicing Departments. Similarly the servicing department whose allocated 

cost is lowest is taken lastly for distribution of its cost over producing departments as at 

this stage no other servicing department is left for sharing the cost.  

 

Example 
Taking the same data of Ittehad Industries containing, the overhead cost of Producing and 

Servicing Departments and also the ratios of services provided by the servicing 

departments to the Producing and other Servicing departments as at Para 2.1, the 

proration of overhead costs under step method is worked out as under:- 

 

Proration of Service Departments Overheads Using the Step Method 

  
Particulars Total Producing Departments Servicing Departments 

Cutting Assembly H R Warehousing 

Factory overheads 
before distribution 
of servicing depth: 

Rs. 392.600 120,000 160,000 72,600 40,000 

Distribution of H R 
Department  

 29,040 29,040 (72,600) 14,520 

Warehousing 
Deptth: 

 15,577 38,943 -- (54,520) 

Total Rs.392,600 164,617 227,983 -- -- 
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Calculations 

 
 Percentage Amount 

 
 
H R department 

Cutting 40 72,600 X 40/100  =  Rs. 29,040 

Assembly 40 72,600 X 40/100  =  Rs. 29,040 

Warehousing 20 72,600 X 20/100  =  Rs. 14,520 

Total 100 Rs. 72,600 

 
Warehousing Deptth: 
 

Cutting 20 54,520 X 20/70    =    Rs. 15,577 

Assembly 50 54,520 X 50/70    =    Rs. 38,943 

Total 70 Rs. 54,520 

 

The difference in the results is clear from the comparison of prorated overhead cost of 

both the Producing departments under direct method with that of the Step method.  

 

2.3 Algebraic Method 
Under Direct method the overhead cost of Service department is not charged to the other 

Servicing Department. Similar is the position under Step method where the overhead cost 

of one servicing department is charged to the other servicing department but once the one 

servicing department is closed, the cost of other servicing department is not charged back 

to the closed servicing department. Thus it deprives the sharing of cost of the other 

servicing department by the first servicing department as it was closed earlier. This is the 

inherited drawback in the step method for proration of the overhead cost equitably to all 

the benefitting departments. Although the resulting difference in the final costs of a 

producing department may or may not be significant, the Direct method and the Step 

method fail to measure the total cost of individual servicing departments. This drawback 

has been redressed in the Algebraic method which is also called as Simultaneous method. 

The Algebraic method ensures complete consideration of inter-relationships among the 

various service departments for cost sharing. 
 

Example 

Using the same basic data as adopted for Direct and Step methods at para 2.1 and 2.2 the 

overhead costs of servicing departments are allocated simultaneously under the Algebraic 

technique attempting it through an equation as hereunder:- 

 
Let:                        HR = Rs. 72,600 + 0.30 Warehousing 

Substituting     HR = Rs. 72,600 + 0.30 (Rs. 40,000 + 0.20 HR) 

Solving   HR = Rs. 72,600 + Rs. 12,000 + 0.06 HR 

   0.94HR = Rs. 84,600 

   HR = Rs. 90,000    

 
Now Let:  Warehousing  = Rs. 40,000 + 0.20 HR 

Substituting  Warehousing = Rs. 40,000 + 0.20(Rs. 90,000) 

Solving:         = Rs. 40,000 + Rs. 18,000 

   = Rs. 58,000 
 

Note.  The Human Resource department is abbreviated by HR. 
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The distribution of the costs of two Servicing departments as worked out above is now 

carried out as here under. 

 

Solution  

 

Proration of Service Department Overheads Using Algebraic Method 

 
Particulars Total Producing Department Servicing Department 

Cutting Assembly H R Warehousing 

Factory overheads 
before distribution of 
servicing departments. 

Rs. 392,600 120,000 160,000 72,600 40,000 

Distribution of cost of:      

HR  department. -- 36,000 36,000 (90,000) 18,000 

Warehousing deptt: -- 11,600 29,000 17,400 (58,000) 

Total FOH cost. Rs. 392,600 167,600 225,000 -- -- 

 

Calculations 

 
 Percentage Amount 

 
 
H R department 

Cutting 40 Rs. 90,000 X 40/100 = Rs. 36,000 

Assembly 40 Rs. 90,000 X 40/100 = Rs. 36,000 

Warehousing 20 Rs. 90,000 X 20/100 = Rs. 18,000 

Total 100 Rs. 90,000 

 
Warehousing Deptth: 
 

Cutting 20 Rs. 58,000 X 20/100 = Rs. 11,600 

Assembly 50 Rs. 58,000 X 50/100 = Rs. 29,000 

H R 30 Rs. 58,000 X 30/100 = Rs. 17,400 

Total 100 Rs. 58,000 

 

3. DETERMINATION OF DEPARTMENTAL OVERHEAD 

RATES 

 
 

When the direct departmental overheads and indirect departmental overheads have been 

allocated and prorated over different producing and servicing departments, the next step is 

to prorate the overheads of servicing departments over the producing departments on either 

of the three methods i.e. Direct, Step and Algebraic as explained at para 2.1, 2.2 and 2.3. 

The total overhead cost so computed for the different Production Departments are now 

used to determine Departmental Overhead Rates. For convenience, the factory overhead 

cost is usually applied to products or jobs on the basis of Direct Labour Hours, Machine 

Hours or Direct Labour cost when only one overhead rate is used for the entire plant. 

However, the use of departmental overhead rates requires a distinct consideration of each 

Producing department’s overhead, which often results in different bases for different 

departments such as Direct Labour Hour rate for one Producing department and Machine 

Hour rate for the other Producing department. 

 

 



Unit-9   Factory Overheads – Departmentalization   

 

249 

Comprehensive Example 
The following data was available in the record of Lawrencepur Woolen Mills for the 

month ended 30 September, 2014:- 

 
Particulars Producing Departments Servicing Departments 

 A B C D E 

Material & Supplies Rs. 30,000 25,000 20,000 3,500 1,500 

Direct labour Rs. 70,000 60,000 50,000 1,000 1,000 

Employees No. 20 15 15 5 5 

Electricity Kwh. 8,000 6,000 6,000 2,000 3,000 

Light points No. 10 15 15 5 5 

Assets values Rs. 500,000 300,000 200,000 100,000 100,000 

Area occupied Sq ft 800 600 600 200 200 

Machine hours Hrs 500 400 300 _ _ 

Direct labour hours Hrs 1,400 1,200 1,000 _ _ 

      
The expenses for the month were as under:- 
Warehousing overheads Rs. 4,000 

Power consumption Rs. 15,000 

Electric lighting Rs. 2,000 

Depreciation Rs. 12,000 

Repair & maintenance Rs. 6,000 

General overheads Rs. 9,100 

Rent and taxes Rs. 6,000 

Labour welfare expenses Rs. 3,000 

 

The company has adopted the policy to use Direct method to apportion the overhead 

expenses of Servicing department D in the ratio of 4:3:3 to Production departments while 

for the Servicing Department E on the basis of cost of Direct Labour to the Production 

departments. The Overhead Rates of Production Departments A & B are worked out on 

the basis of Machine Hours whereas the Overhead Rate of Production Department C is 

worked out on the basis of Direct Labour Hours. 

 

Required 
Prepare a Departmental Overhead Cost Allocation Statement under the Direct Method 

and also work out the Overhead Rates of each Production Department. 
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Solution 

 

Departmental Overheads Cost Allocation Statement under Direct Method 

 
Particulars Basis Total Producing Departments Service Departments 

Rs. A B C D E 

Direct material Actual 5,000 
 
 

-- -- -- 3,500 1,500 

Direct labour Actual 2,000 -- -- -- 1,000 1,000 
 

Warehousing 
overheads 

Direct material 4,000 1,500 1,250 1,000 175 75 

Power 
consumption 

 K W H 15,000 4,800 3,600 3,600 1,200 1,800 

Electric lighting Light points 2,000 400 600 600 200 200 

Depreciation Assets value 12,000 5,000 3,000 2,000 1,000 1,000 

Repair & 
maintenance          

Assets value 6,000 2,500 1,500 1,000 500 500 

General 
overheads 

Direct Labour 9,100 3,500 3,000 2,500 50 50 

Rent and taxes Area occupied 6,000 2,000 1,500 1,500 500 500 

Labour welfare 
expenses 

Number of 
employees 

3,000 1,000 750 750 250 250 

Total Rs. 64,100 20,700 15,200 12,950 8,375 6,875 

 
Proration of Services department O H costs: 
Department  D  Ratio 4 : 3 : 3           -- 3,350 2,513 2,512 ( 8,375 ) -- 
Department  E  Ratio  7 : 6 : 5           -- 2,674 2,291        1,910                  --  ( 6,875 ) 
Total   Rs. 64,100 26,724 20,004      17,372                  --                       --  
 

 

Overhead Rates 
 

DEPARTMENT  

A Machine hours Rs. 26,724/500 = Rs. 53.45 per machine hour 

 

B Machine hours Rs. 20,004/400 = Rs. 50.01 per machine hour 

 

C Direct Labour hours Rs. 17,372/1,000 = Rs. 17.37 per Direct Labour hour 
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4. USE OF DEPARTMENTAL OVERHEAD RATES 

 
The Departmental Overhead Rates are usually determined at the beginning of the year or 

on quarterly or monthly basis. The overhead cost is applied to production or jobs on the 

basis of aforesaid predetermined departmental overhead rates when the products or jobs 

pass through these departments. The Work in Process Account is debited and Factory 

Overhead Applied Account is credited for applying the overhead cost of each department. 

At the end of the period the Applied Factory Overhead cost is compared with the actual 

departmental overhead cost and any under or over applied factory overhead cost is 

computed which is adjusted against the Cost of Goods Sold Account, Work in Process 

Account and Finished Goods Account as detailed in Unit-8. 

 

5. SELF ASSESSMENT QUESTIONS 

 
Q.1 Explain the term departmentalization of overhead cost. How is it helpful to the 

management to exercise control over the overhead cost of each department for 

accurate product costing? 

Q.2 Differentiate between the Producing and Servicing Departments in an organization 

giving some examples of each. Is it possible for the Production Departments to 

carry out the functions of Servicing Departments itself? 
 

Q.3 Fill in the blanks of the following statements. 

a)  On the --------- of expense documents entries are ------ to the relevant heads of ------

----. 

b)  Wages of --------- workers are also ------- in the factory overheads.  

c)  Expenses which are --------- with specific departments are ---------- to them.  

d)  Common ---------- must be equitably -------- over related ---------. 

e)  Depreciation of building can be prorated over the various benefitting ------ on the 

basis of ---------------- by them.  

f)  The allocated -------- cost of Service departments are --------- over Producing 

departments.  

 
Q.4 Identify the following statements as True or False. 

a)  Departmentalization of activities in a manufacturing organization is a futile exercise.  

b)  Departmentalization is used as a management tool for control of overhead costs.  

c)  The overhead costs are equally prorated over all the Producing and Servicing 

Departments. 

d) There is no use to distribute the overhead costs on various departments as finally 

all such costs are charged to the product/jobs. 

e)  Under Step method the overhead cost of one servicing department is also charged 

to the other servicing department along with producing departments. 

f)  The Algebraic method of overhead cost proration is also called as simultaneous 

method.  
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Q.5 The following data was extracted from the record of Shalimar Steel Fabricating 

Company for the month of September:- 

 
Particulars Producing Departments Servicing Departments 

Machining Assembly Building & Ground Factory Admin 

Budgeted FOH cost Rs. 360,000 420,000 40,000 25,000 

Square feet area 
occupied 

6,000 10,000 -- 4,000 

Number of 
employees 

16 24 5 -- 

Direct Labour Hours 4,500 5,600 -- -- 

Machine Hours 7,700 11,500 -- -- 

 
Building & Grounds overhead costs are allocated on the basis of Square feet while the 

Factory Administration overhead costs on the basis of number of employees. 
 

Required 
a) Compute the department- wise factory overhead rates under Direct method of 

overheads proration based on Machine Hours. 

b) Compute the department- wise factory overhead rates under Step method of 

overheads proration based on Direct Labour Hours. 

c) Calculate the department-wise factory overhead rates under Algebraic method of 

overheads proration based on Machine Hours.  

 

6. SUMMARY  

 
a) The activities in a manufacturing organization are divided into job segments. 

Certain functions directly involve manufacturing activities while, the others are 
supporting to manufacturing activities. 

b) Every department performs the assigned functions. 
c) The departmentalization means dividing the activities of the manufacturing 

organizations into different departments so as to control the incurrence, use and 
distribute the common overhead costs.  

d) The departments performing manufacturing functions are called Producing 
Departments which may be two to five or more according to the techniques or 
division of functions adopted by the concern. 

e) Those departments which perform supporting functions for the manufacturing 
departments are called Servicing Departments. 

f) The overheads of servicing Departments are prorated over the manufacturing 
departments on some predetermined equitable basis. 

g) The overhead costs of Servicing Departments are usually prorated over the 
manufacturing departments using any of the three methods namely Direct method, 
Step method and Algebraic method. 

h) The consolidated overhead costs of each manufacturing departments are taken for 

working out the predetermined departmental overhead rates for cost control 

purposes and also for costing the products/jobs.  
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7. ANSWERS TO THE SELF ASSESSMENT QUESTIONS 
 
Q.1 The students should consult paragraph 1.1 for answer. 

Q.2 The students should refer paragraph 1.2 for answer.  

Q.3  

a)   Basis, posted, accounts. 

b)    Indirect, included. 

c)    Identifiable, allocated. 

d)   Overheads, apportioned, departments. 

e)   Departments, area occupied. 

f)   Overhead, prorated. 

 
Q. 4.   

 a)   False 

 b)  True 

 c)  False 

 d)  False 

 e)  True 

 f)  True. 

 

Q.5 Shalimar Steel Fabricating Company 

 

A) Overheads Proration Statement Under Direct Method 
 

Particular Total  Producing Department Servicing Department 

Machining Assembly Building & 
Grounds 

Factory 
Admin 

Total budgeted overhead 
cost: 

Rs. 845,000 3,60,000 420,000 40,000 25,000 

Proration of service 
Department cost: 

     

Building & Grounds -- 15,000 25,000 (40,000) -- 

Factory Administration -- 10,000 15,000 -- (25,000) 

Total Rs. 845,000 385,000 460,000 -- -- 

 

F O H Rates   
Machining Department 

Based on Machine Hours.  Rs. 385,000/7,700 Machine Hours = Rs. 50 per Machine Hour 

Assembly Department 

Based on Machine Hours. Rs. 460,000/11,500 Machine Hours = Rs. 40 per Machine Hour 
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Calculations Using Direct Method 
Building & Grounds Department       Sq. Ft.  Amount 

Machining  6,000     Rs. 40,000 x 6,000/16,000 =   Rs.15, 000 

     

Assembly  10,000   Rs. 40,000 x 10,000/16,000 =  Rs.25,000 

  Total  16,000 Rs.40,000 

 

Factory Administration  No. of employees Amount 

Machining  16 25,000 x 16/40       = Rs. 10,000 

Assembly  24 25,000 x 24/40    = Rs. 15,000 

Total   40     Rs. 25,000 

 

B) Overheads Proration Statement Under Step Method  

 
Particulars Total Producing Department Servicing Department 

Machining Assembly Building & 
Grounds 

Factory 
Admin 

Total budgeted O H Rs. 845,000 360,000 420,000 40,000 25,000 

Proration Servicing 
Department O H: 

     

Building & Grounds -- 12,000 20,000 (40,000) 8,000 

Factory 
Administration  

-- 13,200 19,800 -- (33,000) 

Total Rs. 845,000 385,200 459,800 -- (33,000) 

 
FOH Rates Based on 

Direct Labour Hours: 

Machining Department   Rs. 385,200/4,500 DL HOURS = Rs. 85.60 per Direct  

Labour Hour 

Assembly Department            Rs. 459,800/5,600 DL HOURS = Rs. 82.11 per Direct  

Labour Hour 

        (figures rounded off)  

        

Calculations Using Step Method 
Building & Grounds Sq. Ft Amount 

Machining  6,000     Rs. 40,000 x 6,000/20,000 = Rs. 12,000 

Assembly  10,000    Rs. 40,000 x 10,000/20,000 = Rs. 20,000 

Factory Administration 4,000     Rs. 40,000 x 4,000/20,000 = Rs. 8,000 

Total   20,000 Rs. 40,000 

 

Factory Administration        Number of employees     Amount 

Machining   16      Rs. 33,000 x 16/40 = Rs. 13,200 

Assembly   24  Rs. 33,000 x 24/40 = Rs. 19,800 

Total    40      = Rs. 33,000 
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C) Overheads Proration Statement Using Algebraic Method 

 
Particulars Total Producing Department Servicing Department 

Machining Assembly Building & 
Grounds 

Factory 
Admin 

Total budgeted O H Rs. 845,000 360,000 420,000 40,000 25,000 

Proration Servicing 
Department O H: 

     

Building & Grounds -- 16,364 24,545 (46,022) 5,133 

Factory 
Administration  

-- 9,034 15,057 6,022 (30,113) 

Total Rs. 845,000 385,398 459,602 -- -- 

 
FOH Rates based on Machine Hours. 

Machining department Rs. 385,398/7,700 Machine Hours = Rs. 50.0517 per Machine Hour 

Assembly department Rs.459,602/11,500 Machine Hours = Rs. 39.9654 per Machine Hour 

 

Supporting Workings 
For the sake of convenience of calculations the overhead cost of two servicing 

departments is converted into percentages under algebraic method as shown below:- 

Factory Administration = 4,000/20,000 x = 20 % 

Building & Grounds      = 5/45 x 100 = 11.11% 

The above percentages are now put into the equation under Algebraic method of 

overheads cost allocation of the two servicing departments as shown below:- 

Let: B G  = Rs. 40,000 + 0.20 F A  

Substituting B G   = Rs. 40,000 + 0.20 (Rs. 25,000 + 0.1111 B G) 

Solving B G   = Rs. 40,000 + Rs. 5,000 + 0.02222 B G 

       0.97778 B G = Rs. 45,000 

       B G = Rs. 46,022 

Now Let: F A   = Rs. 25,000 + 0.1111 B G  

Substituting F A  = Rs. 25,000 + 0.1111 (Rs. 46,022) 

Solving     F A   = Rs. 25,000 + Rs. 5,113 = Rs. 30,113 

       

Calculations of F O H Cost Allocation 
 

Building & Grounds F O H cost of Rs. 46,022 

Department  Number of employees Amount 

Machining   16 Rs. 46,022 x 16/45 = Rs.  16,364 

Assembly  24  Rs. 46,022 x 24/45 = Rs. 24,545 

Factory Administration  5  Rs. 46,022 x   5/45 = Rs.  5,113 

Total   45  Rs. 46,022 
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Factory Administration F O H cost of Rs. 30,113 

Departments Square feet  Amount 

Machining  6,000 Rs. 30,113 x 6,000/20,000 Rs.  9,034 

Assembly  10,000 Rs. 30,113 x 10,000/20,000 Rs.  15,057  

Building & Grounds 4,000 Rs. 30,113 x 4,000/20,000  Rs.  6,022 

Total   20,000 Rs.  30,113 

    

8. ASSIGNMENT QUESTIONS  
 
Q.1 Departmentalization of a manufacturing concern is undertaken for greater controlled 

activities and fair cost determination. Offer your comments on this statement. 

Q.2 What are the various methods used for allocating and proration of Servicing 

Department’s overhead costs to Producing Departments etc? Which method 

provides more accurate and realistic information of cost of overheads? 

Q.3 The Oxford Garments Industries is comprising four departments. Cutting, Stitching 

and Finishing are the Production departments whereas the Procurement is the 

Servicing Department. Actual overhead costs for June, 2014 are as under:- 

 

Rent   Rs. 200,000 Supervision  Rs.   30,000 

Repair & maintenance Rs.   12,000 Insurance  Rs.   10,000 

Depreciation of Plant  Rs.   90,000 Lighting  Rs.   12,000 

Power consumption Rs.   18,000 

 

The following further data is also available in respect of the four departments:- 
 

Particulars Cutting Stitching Finishing Procurement 

Square foot area occupied 150 110 90 50 

Number of workers 24 16 12 8 

Total Wages Rs. 240,000 Rs. 192,000 Rs. 96,000 Rs. 80000 

Value of Plant Rs. 200,000 Rs. 600,000 Rs. 100,000 – 

Value of Stock Rs. 150,000 Rs. 90,000 Rs. 60,000 – 

 

Required: 
Apportion the overhead costs over various departments on most equitable basis and 

prepare the overheads distribution statement. 

 

Q.4 Wilson Pharmaceutical Company uses the direct method of allocating servicing 

departments overhead costs to the producing departments. The following data is 

available concerning the activities:- 

 
Particulars Producing Department Servicing Department 

Mixing Finishing Procurement Factory Admin 

Budget FOH cost Rs. 410,000 Rs. 304,000 Rs. 100,000 Rs. 50,000 

Number of employees 90 210 20 28 

Machine Hours 64,000 16,000 -- -- 

Direct Labour Hours 35,000 100,000 -- -- 
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The costs of Procurement Department are allocated on the basis of number of employees 

while the costs of Factory Administration are prorated on the basis of machine hours.  
 

REQUIRED 
1) Prepare a statement of overhead cost allocation. 

2) Calculate predetermined overhead rates for each of the producing departments on 

the basis of machine hours for the mixing department while direct labour hours for 

the finishing department. 

 
Q.5 The Petiwal Production Company operates with two producing departments, P-1, 

and P-2 and two service departments, S-1, and S-2. Actual factory overheads 

before distribution of servicing departments cost together with the usage of services 

from the servicing departments are as under:- 

 

 Departments Actual FOH before proration Services utilized  

   S – 1 S – 2 

 P – 1 Rs. 200,000 40 % 20 % 

 P – 2 Rs. 238,000 50 % 40 % 

 S – 1 Rs. 72,000 -- 40 % 

 S – 2 Rs. 90,000  10 %  -- 

 Total Rs. 600,000  100 % 100 % 

 

Required 
1) Determine the total overheads cost of the Production Departments after proration of 

the overhead cost of Servicing Departments using the Step method.  

2) Prorate the Servicing Departments overhead costs over the Producing Departments 

using the Algebraic method and compute total overhead costs of each Producing 

Departments.  
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GLOSSARY 

 
Abnormal loss: It is avoidable loss that is not expected under normal and efficient 

operating condition. 

 

Absorption costing: When all costs, both variable and fixed are charged to production, 

operations or processes. 

 

Absorption: when overhead cost is applied to production at some predetermined rates, 

this process is called as absorption. 

 

Activity based costing: ABC is a system that focuses on activities as fundamental cost 

objects and utilizes the cost of these activities as building blocks or compiling the costs of 

other cost objects. 

 

Actual capacity: Actual capacity of a factory, production line or process, or machine, to 

generate an output under the given constraints of raw material availability and sustainable 

working speed. It makes allowances for breakdown and maintenance time. 

 

Actual costs: The costs which are ascertained after being incurred are called actual costs 

or historical costs, This cost is calculated after the production process of any item before 

that it cannot be ascertained. 

 

Algebraic method: The method adopted by the organization where the overhead cost of 

each service department is prorated over all the producing and service departments 

without regard to its closure. This is a simultaneous system of cost proration which is 

attempted through use of an algebraic equation to ensure that the cost of the service 

departments is equitably prorated on the basis of services utilized by each service 

department. 

 

Applied overheads: This is the amount of overhead cost which is applied to 

production/job on the basis of predetermined overhead rate at actual level of activity. 

 

Batch costing: It is considered as the extension of job costing. It represents several small 

orders passed through the factory in batch. Each batch here is treated as a separate unit of 

cost. 

 

Capacity variance: A variance due to volume or activity (capacity) factors. 

 

Carrying cost: After the purchase of inventory, it involves several types of costs which 

comprise upon interest on investment for purchase of material inventory, rentals of ware-

house, handling charges, deterioration and shrinkage and obsolescence. 
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Cash discounts: When the materials are purchased on credit basis, sometimes the 

suppliers motivate the customers to make payment expeditiously to avoid delays and 

resultantly avoid bad debts. 

 

CGS: Cost of goods sold statement (CGS) represents the costs of all goods which have 

been sold during an accounting period. 

 

Contract costing: It is suitable for the firms where the job is big and spread over long 

periods of time. Firms which are engaged in the work of constructions of bridges, roads, 

buildings etc Use contract method of costing for each contract. 

 

Controllable cost: A cost which can be influenced by the action of a particular manager 

of an undertaking is called controllable cost. 

 

Conversion cost: Direct labor cost and factory overhead, which are necessary to convert 

the direct materials into finished goods, can be combined and described as conversion 

cost.  

 

Cost centre: A location, person or item of a machine or equipment, working place or 

activity unit for which costs may be incurred or ascertained and may be used for the 

purpose of cost allocation and cost control. Any part of an enterprise to which costs can 

be charged is a cost centre. 

 

Cost driver: Cost driver is any factor which causes a change in the cost of an activity or 

it is the unit of an activity that brings the change in cost of activity. 

 

Cost object: A cost object is anything for which costs are being measured and 

accumulated. It may be the (a) product or services (b) operational and (c) business 

relationship. 

 

Cost pools: The overhead costs which are commonly incurred in lumpsum like rent, 

insurance, property tax, depreciation and repair and maintenance etc which are used and 

benefitted by different producing and service departments. 

 

Cost unit: A unit of quantity of goods, time or service in relation to which cost can be 

easily determined and expressed. 

 

Cost: The amount of expenditure, actual or notional, incurred or attributable to a given 

item. 

 

Danger level: The danger level denotes the quantum of material inventory available for 

consumption during the period when the inventory can be procured on urgent basis to 

avoid stoppage of production process. 
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Decremental cost: If there is decrease in costs from one alternative to another it will be 

known as decremental cost. 

 

Defective goods: During the process of inspection certain products can be found 

technically not upto mark, which may be due to inferior material, poor workmanship and 

substandard performance due to machining problems and some other types of 

imperfections as well, all these goods are known as defective goods.  

 

Departmental overhead rates: Determination of overhead rates of each producing 

department on the basis of direct labour cost, direct labour hours or machine hours etc in 

order to apply these rates for product costing and pricing. 

 

Departmentalization: Dividing the plant into different segments i.e various producing 

and service departments to ensure improved product costing through separate overhead 

rates. 

 

Differential cost: It is the increase or decrease in total costs between any two alternates 

due to change in activity or a particular management decision. 

 

Direct material: The raw material which constitutes basic substance of a product and 

can conveniently be indentified from the finished product, is called as direct material. 

The wood for furniture, cloth for garments, plastic sheets and steel bars for chairs and 

cotton for manufacturing yarn/cloth are identified as direct material. 

 

Direct costing: The practice of charging all direct costs to operations, processes or 

products leaving all indirect costs to be written off against profits are called as direct 

costing. 

 

Direct costs: Direct costs are those costs which can be easily identified and charged to 

cost object. Cost of raw material and wages of machine operator are common examples 

of direct cost. 

 

Direct labour: In a manufacturing organization the labour expended to convert direct 

material into the finished product is called direct labour. It consists of employee’s wages 

and fringe benefits which can feasibly be assigned to a specific product. 

 

Direct material: It is the major component of product cost, which can be easily 

identified and charged to product cost. Product costs are also known as inventoriable 

cost, manufacturing costs and production costs. 

 

Direct method of overhead cost proration: Where the overheads cost of service 

departments is prorated over the producing departments only. 
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Economic order quantity: The economic order quantity (e o q) is the amount of 

inventory ordered for acquisition at one time that ensures to minimize the annual 

inventory cost. 

 

Expected activity (capacity): It is the actual utilization of the capacity of a machine or 

business activity during a specific period of time say a month, a quarter year or any other 

shorter period of time under practical conditions. 

 

Expenses: Expenses are expired portion of cost resulting from production of goods and 

services, like selling expenses, administrative expenses and cost of sales. 

 

Factory overheads: FOHs represent all that portion of product costs which is other than 

the direct material and direct labour. Indirect material and indirect labour are the major 

parts of factory overheads. 

 

FIFO costing method: This method is based on the assumption that materials which are 

purchased first are issued first. It uses the price of the first lot of material purchased for 

all issues of units until the lot is fully exhausted.  

 

Fixed cost: Fixed cost is that cost which remains constant in total within a relevant range 

inspite of change in production or level of activity for a specific period. 

 

Fixed overheads: These are the periodic expenses which do not fluctuate on any change 

in the activity level. 

 

Halsey premium plan: This system is made applicable in the following manner. (i) a 

standard time for each piece of work is set. (ii) workers are paid at per hour rate if the 

production is within the standard time. (iii) if lesser time is taken for completion of the 

job or standard production then the worker is also paid a bonus equal to half of the time 

saved at the hourly rate. 

 

Historical costing: In this technique, ascertainment of cost is done after they have been 

incurred but the utility of this technique is limited. 

 

Hour-for-hour or standard time plan: This is also termed as 100 per bonus plan when 

the production exceeds the standard production. This method differs from straight 

piecework in which standards are not stated in terms of money but in time per unit of 

output. 

 

Idle capacity variance: The difference, favourable or unfavourable, between the applied 

amount of overhead cost and the budget allowance for a specified activity, production or 

the job. 

 

Income statement: It is the statement which is prepared at the end of each accounting 

period to know the operating result of any business concern. 
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Incremental cost: If there is increase in cost from one alternative to another alternative, 

then this cost is known as incremental cost. 

 

Indirect material: The small items of material and supplies which are used for 

producing goods but cannot conveniently be identified from the finished product and 

their cost cannot be traced easily are called as “indirect material”. The nails, glue, 

polishing material material and other similar small items are the examples of indirect 

material in the manufacturing of furniture. 

 

Indirect costs: Indirect costs cannot be economically and conveniently identified and 

charged to cost object. Factory insurance, depreciation of plant and machinery, lighting, 

power, indirect material are some of the examples of indirect costs. 

 

Indirect labour: The labour expended which does not directly effect the production or 

the composition of the finished product is known as indirect labour. Indirect labour 

includes the wages of supervisor, factory clerks, general helpers, and employees engaged 

in maintenance work which is not directly related to production activities. 

 

Inventory turnover ratio: This ratio indicates as to how much efficiently the stock 

policy is being adopted by the management of the enterprise. Higher ratio of inventory 

turnover shows the number of times in a year the stock was used up and replenished. 

 

Job order cost accounting: The job order costing accumulates the costs of direct 

material, direct labour and overheads charged to each job. 

 

Job order costing: In this system, the cost of each job is ascertained separately which is 

suitable in all cases where work is undertaken on receiving a customer’s order. 

 

Joint costs: Joints costs incur where the processing of a single raw material or production 

resources results in two or more various joint products or by-products up to the point of 

separation simultaneously. 

 

LCM costing method: Lower of cost or market (LCM) where inventories are valued at 

cost or market, whichever is lower. If current replacement cost is greater than net 

realizable value (NRV), then NRV is considered as cost of inventory or material. 

 

LIFO costing method: The LIFO method is based on the assumption that the material 

purchased through last lot (most recent) are the first material issued to production. 

 

Manufacturing cycle: It starts with the purchasing of raw material and conversion into 

finished products with the help of some other assets and services. After completion of 

finished goods theses goods are sold in cash and credit. If goods are sold on credit, then 

cash is recovered from debtors and this cycle ends. 
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Marginal costing: The method of ascertaining marginal cost by differentiating between 

fixed and variable costs. This technique is used to ascertain effect of changes in volume 

or type of output over the profits. 

 

Maximum level: This is the highest level of stock, above which the stock should not 

normally be allowed to rise. 

 

Merrick’s differential piece rate system: Merrick developed three different rates i.e 

lowest rate for beginners, the middle rate for developing workers and higher rate for 

efficient employees. 

 

Minimum level: This is the most minimum rather lowest level in quantitative terms of 

material inventory. The stock should never fall down below this level otherwise there is 

every likelihood of stoppage of production. 

 

Multiple costing: In multiple costing, a combination of two or more methods of costing 

is used in conjunction to determine the cost of final product. This method is used by the 

industries where different components are separately manufactured and subsequently 

assembled into the finished product. For e.g.:  motor car, television, ships etc. 

 

Non-value added cost: Unlike the value-added cost, it is the cost of an activity that adds 

cost to a product or service but does not increase its market value. For example, the costs 

of administrative activities, such as accounting and human resource management, are 

non-value adding costs. 

 

Normal capacity: This is the long term measure, say based upon several years, that 

indicates the practical plant capacity less the estimated idle capacity. So this is the 

capacity which can normally be achieved after all considerations and is based upon the 

activities for a longer period of time. 

 

Normal loss: It is a common practice that some small percentage of spoilage on account 

of damages is inevitable which is considered as normal loss of units. Such loss is within 

normal tolerance limits. 

 

Operating costing: The cost of providing a service is known as operating cost and the 

methods to ascertain the cost of such services is known as operating costing. 

 

Opportunity cost: Opportunity cost is the potential benefit that is given up when one 

alternative is selected over another. It is the profit lost by avoiding the best competing 

alternative to the one chosen. 

 

Ordering level: This is the level of inventory at which point of time the purchase 

requisition is to be initiated by the warehousing department so as to carry out the process 

of procurement of fresh supplies. 
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Ordering cost: It comprises the cost on preparation of requisitions, advertisement for 

calling quotations and tenders, communication and correspondence cost, purchase orders, 

handling incoming shipments, inspection reports and other allied activities. 

 

Out of pocket cost: It involves the cash outflows due to a particular management decision 

activity. 

 

Over applied overhead: It’s the amount that the estimated overhead exceeds the actual 

overhead incurred for a production period. 

 

Overheads: Some indirect expenses which cannot directly be related to a specific 

product, yet these have to be taken into consideration for working out cost of 

production/job. 

 

Period cost: Period costs are all the costs that are not included in product costs. These 

costs are expensed on the profit and loss account in the period in which they are incurred, 

using the usual rules of accrual accounting. 

 

Periodic inventory system: Under the periodic inventory system, all purchases made are 

recorded in a purchase account. When a physical inventory count is done, then balance is 

shifted from the purchases account into the inventory account, which in turn is adjusted 

to match the cost of the ending inventory. 

 

Personnel department: The personnel department is established in the organization in 

order to carry out the process of testing, interviewing, physical examination, other 

recruitment induction procedures and assignment to jobs. 

 

Predetermined costs: These costs are estimated costs of the production process which 

are calculated based on the actual costs incurred in past. 

 

Predetermined overhead rate: Predetermined overhead rate is used to apply 

manufacturing overhead to products or job orders and is usually computed at the 

beginning of each period by dividing the estimated manufacturing overhead cost by an 

allocation base (also known as activity base or activity driver) 

 

Predetermined overheads: The overheads which are estimated in advance of the actual 

period. The estimation may be on the basis of past data, budgets and anticipated future 

conditions and activities. 

 

Process costing: It is a method of costing used to ascertain the cost of a product which 

may passes through various processes before completion. Those firms which produce 

homogeneous goods like flour mill, oil factory etc use process costing method. 

 

Producing departments: Where the functions of manufacturing the products are 

performed at different stages. 
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Product costs: Product costs are related to making or acquiring the products or providing 

the services that directly generate the revenues of an entity. 

 

Proration of common costs: Some equitable basis adopted by the organization in order 

to distribute the common costs over the different producing and service departments and 

the proration of the overhead costs of service departments over the producing 

departments with the objectives to consolidate the total overhead cost of each producing 

departments for cost control, product costing and pricing. 

 

Scraps material: The cut–pieces, trimmings and obsolete parts from material which are 

residue from use of material into production are classified as scraps. 

 

Semi-variable overheads: Semi variable cost is also known as semi-fixed cost or mixed 

cost, because it has the characteristic of both fixed and variable cost. It remains constant up to 

some extent of level of activity after that it varies with the change in production or activity 

level. 

 

Service department: Where supporting services are provided to the manufacturing 

department so as to carry out their functions without external problems. 

 

Single or output costing: It is used in the business where a standard production is turned 

on and it is desired to find the cost of a basic unit of production. 

 

Spending variance: The difference, favourable or unfavourable, between the actual 

amount of overheads and the budget allowance for a specified activity, production or job. 

 

Spoiled goods: The spoiled goods denote those faulty production or units of output 

which cannot be reworked to bring them into a quality product. This sort of situation is 

faced in the manufacturing industries when some technical faults are emerged in the 

products.  

 

Standard costing: The preparation of  standard costs and applying them to measure the 

variations from accrual cost and analyzing the causes of variations with a view to 

maintain maximum efficiency in production is known as standard costing. 

 

Step method of overheads cost proration: Where the overheads cost of one service 

department is prorated over the producing departments and other service departments. But 

once the overhead cost of one service department is prorated, no overhead cost of the other 

service department is prorated back to the first service department which was already closed. 

 

Straight piece rate system: Under this system of wage payment, a fixed rate is paid for 

each unit produced, job completed or an operation performed. 

 

Sunk cost: A sunk cost is a cost that has already been incurred and that cannot be 

changed by any decision made now or in the future. 
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Taylor’s differential piece rate system: This incentive system has the following 

mechanism: (i) no wage amounts for the day work are guaranteed. (ii) a standard time for 

each production unit or job is set after careful time and motion study. (iii) two piece rates 

are set for each level of production. One lower rate up to the standard production units 

and the second higher rate for above the standard production units. 

 

Theoretical capacity: It is the level of capacity which could be utilized under 100% 

operating conditions. It assumes round the clock operation of all plant with no allowance for 

machine down time, waits, delays or holidays. Therefore, it cannot be achieved in reality. 

 

Time keeping department: In order to control the movement of factory workers it is 

inevitable to maintain some record. This is performed by the time keeping office in every 

factory, which is usually located near the factory gate. 

 

Time wage system: Under time wage system the worker is paid at an hourly, daily, 

weekly or monthly rate. 
 

Trade discounts: It is the reduction in retail price allowed by sellers to attract customers. 

Such discounts are normally not entered by the purchaser in any accounting record. 
 

Trading cycle: The operating cycle of trading business starts from purchases of goods in 

bulk quantity and sell these goods in small quantity to customers on cash and credits 

basis. 

 

Un-controllable costs: A cost which is not influenced by the action of specified manager 

of a firm is known as un-controllable cost for that manager. For example, decision of 

purchasing raw material from supplier is not controllable for supervisors, rather it can be 

made by plant manager or purchase manager. 

 

Under applied overhead: A situation in which the overhead applied to a work in process 

(WIP) is less than the overhead that the WIP actually incurs. 

 

Uniform costing: The practice in which common methods of costing for different 

undertakings in the same industry are used is known as uniform costing. 

 

Value added cost: It is the cost of an activity that increases the market value of a product or 

service. It is usually incurred to improve that quality of a product upon the demand of customer. 

 

Variable cost: Variable cost is that cost which varies in total with the change in level of 

production or level of activity. 

 

Variable overheads: These are the product expenses which fluctuate in direct proration 

to the change in the level of activity.  
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