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4.1 LEARNING OBJECTIVES
After going through this unit, you will be able to

x
x
x
x
x

explain the meaning of materials
discuss the importance and need for Material Control
describe the functions of material Costing
explain the method of Pricing of Materials Issues
outline the ABC Analysis, Inventory System and Fixation of Stock
Level
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4.2 INTRODUCTION
In this unit we are going to discuss on material cost control.
Materials cost is one of the important elements of cost of product or
unit. It constitutes a substantial proportion of the total cost of production.
For material cost control purpose, it is very essential to know the
important aspects of material, material control and material purchase
control.
While going through this unit we will come to know about Material
Costing, Functions of material Costing, objectives of stores control,
essential of Material Control and advantages of Materials Control.
At the end of this unit you will get a fair idea on the concept of
Method of Pricing of Materials Issues, the ABC Analysis, Inventory System,
and Fixation of Stock Level.

4.3 MEANING OF MATERIALS
Materials: The term ‘materials’ refers to all commodities or components
which are consumed in the process of manufacturing. The materials
may be classified into Direct Materials and Indirect Materials.
a.

Direct Materials: Direct Materials form part of the finished
products. They can be easily identified with a particular cost unit.
For example, cotton used in textile mills, timber used in furniture
industries.

b.

Indirect Materials: Indirect Materials are indirectly used for
conversion from raw materials into finished products. They cannot
be easily identified with a particular cost unit. For example, spare
parts, tools, nails, lubrications etc.

Materials are further classified on the basis of the nature which has to
be used such as:



a)

Raw Materials, e.g., rubber, timber, steel etc.

b)

Components, e.g. instruments

c)

Consumable stores, e.g., cotton waste, brushes

d)

Maintenance materials e.g. spare parts

e)

Tools, e.g., jigs and fixtures.

4.4 MATERIALS CONTROL
Materials control may be defined as the systematic control over
the procurement, storage and usage of materials so as to maintain an
even flow of materials and at the same time avoiding excessive
investment in inventories.
From the above definition we can derive the following important aspects:
1)

To ensure the smooth flow of production without interruptions.

2)

Prevention of excessive investments in materials stock.

4.5 FUNCTIONS OF MATERIALS CONTROL
The following are the important functions involved in materials
control in order to achieve the objectives of the stores department:
1.

Purchasing of Materials

2.

Receiving of Materials

3.

Inspection of Materials

4.

Storage of Materials

5.

Issue of Materials

6.

Maintenance of Stores Records

7.

Stock Audit.

4.5.1 Objectives of Stores Control
The following are the objectives of stores control:
1.

To receive materials and store them properly.

2.

To ensure proper production and preservation of materials

3.

To make sure proper classification and condification of
materials.

4.

To provide proper information to the management about stock
of materials.

5.

To ensure good housekeeping and effective material
handlings.
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6.

To assist in verification and provision of supporting information
for effective purchase action.

7.

To minimize obsolescence of materials adopted through
effective control measures.

8.

To ensure the optimum investment in materials to avoid
overstocking or under stocking of materials.

9.

To maintain proper records about materials, receipts, issues
and balance.

10. To issue materials as per specifications.
11. To make sure of the availability of all types of materials.
12. To ensure proper utilization of floor space.

4.5.2 Essential of Material Control
Effective materials control is required for the following
essential to be considered:
1.

Systematic planning for requirement of materials.

2.

Essentials for co-ordination and co-operation among different
departments.

3.

Fixing of stock level is essential for avoiding overstocking.

4.

Floor space is required for smooth handling of materials.

5.

Proper filing system should be adopted.

6.

Proper condification and classification of materials as per
specifications.

7.

Perpetual inventory system should be adopted for verification
of materials in stock.

8.

Proper planned storage control and issue.

9.

Systematic procedure should be adopted for materials,
receipts and issues.

10. Qualified personnel required to manage the materials functions
effectively.
11. Appropriate system of internal auditing should be adopted.
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4.5.3 Advantages of Materials Control
The following are the advantages of materials control:
1.

It ensures continuous flow of production.

2.

There is maximum utilization of stores resources.

3.

It facilitates economy of buying.

4.

It ensures optimum investments in inventories.

5.

There is possibility of reduction of loss of theft, leakage,
obsolescence etc.

6.

It minimizes cost of materials during purchase, storage and
issue of materials.

7.

It facilitates effective information system to management.

CHECK YOUR PROGRESS
Q1: What do you mean by material and what are
the two types of materials?
.........................................................................
.........................................................................
..................................................................................................
..................................................................................................
Q2: What are the different functions of materials control?
..................................................................................................
..................................................................................................
..................................................................................................
..................................................................................................

4.6 FIXATION OF STOCK LEVEL
Material control involves physical control of materials, preservation
of stores, minimization of obsolescence and damages through timely
disposal and efficient handling. Effective stock control system should
ensure the minimization of inventory carrying cost and materials holding
cost. Level of stock is the important aspect of inventory control. Stock
level may be overstocking or under stocking. Overstocking requires large
5

capital with high cost of holding. In the case of under stocking, production
and overall performance of the concern as a whole will be affected.
Thus, fixation of stock level is essential to maintain sufficient stock for
the smooth flow of production and sales. The following are the important
techniques usually adopted in different industries.
a.

Maximum stock Level

b.

Minimum Stock Level

c.

Danger Level

d.

Re-Order Level

e.

Economic Ordering Quantity (EOQ)

f.

Average of Stock Level

a)

Maximum Stock Level: The maximum stock level indicates the
maximum quantity of an item should not be allowed to increase.
The maximum quantity of an item can be held in stock at any
time. The following factors can be considered while fixing the
maximum stock levels:
1)

Availability of capital.

2)

Availability of floor space.

3)

Cost of storage.

4)

Possibility of fluctuation of prices in raw materials.

5)

Cost of insurance.

6)

Economic order of quantity.

7)

Average rate of consumption.

8)

Re-order level and lead time.

9)

Seasonal nature of supply.

10)

Risk of obsolescence, depletion, evaporation etc.

The maximum stock level can be calculated by the following formula.
Maximum stock Level =

Re-order Level + Re-Ordering Quantity —
(Minimum Consumption x Minimum
Re-Ordering Period)

b)

Minimum Stock Level: Minimum stock level indicates the minimum
quantity of material to be maintained in stock. Accordingly, the
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minimum quantity of an item should not be allowed to fall. The
minimum stock is also known as Safety Stock or Buffer Stock.
The following formula is adopted for calculation of minimum stock level:
Minimum Stock Level = Re-order Level — (Normal Consumption x
Normal Re-order Period)
c)

Danger Level: It is the stock level below the minimum Level. This
level indicates the danger point to affect the normal production.
When materials reach danger level, necessary steps should be
taken to restock the materials. If there is any emergency, special
arrangements should be made for fresh issue. Generally this level
is fixed above the minimum level but below the re-ording level.

The formula for determination of danger level is:
Danger level = Average Rate of consumption x Emergency supply Time
d)

Re-order level: Re-order level is also termed as Ordering Level.
It indicates when to order, i.e., orders for its fresh supplies. This
is the stock level between maximum and the minimum stock levels.
The re-order stock level is fixed on the basis of economic order
quantity, lead time and average rate of consumption.

Calculation of re-order level is adopted by the following formula:
Re-order level = Minimum Stock Level + (Average Rate of
Consumption x Average Re-order period)
(or)
Re-Order level = Maximum Consumption x Maximum Re-ording Period
e)

Economic Order Quantity (EOQ): Economic Order Quantity is
one of the important techniques used to determine the optimum
quantity or number of orders to be placed from the supplies. The
main objectives of economic order quantity is to minimize the cost
of ordering, cost of carrying materials and total cost of production.
Ordering costs include cost of stationery, salaries of those engaged
7

in receiving and inspecting, general office and administrative
expenses of purchase departments. Carrying costs are incurred
on stationery, salaries, rent, materials handling cost, interest on
capital, insurance cost, risk of obsolescence, deterioration and
wastage of materials and evaporation. Economic Order Quantity
can be calculated by the following formula :

2 AB
CS

E O Q =
Where :

f)

E O Q =

Economic Ordering Quantity

A

=

Annual Consumption

B

=

Buying Cost per Order

C

=

Cost Per Unit

S

=

Storage and carrying Cost per Annum

Average Stock level: Average stock level is determined on the
basis of minimum stock level and re-orders quantity.

This can be calculated with the help of the following formula:
Average Stock Level = Minimum Stock Level + ½ of Re-order Quantity
(or)
Minimum Level + Maximum Level
———————————————————
2

=

EXERCISE : 1
From the following particulars calculate the:
a)

Maximum Stock Level.

b)

Minimum Stock Level.

c)

Re-ordering Level.

d) Average Stock Level.
1)
8

Normal consumption = 600 units per week.

2)

Maximum consumption = 840 units per week.

3)

Minimum consumption = 480 unit per week.

4)

Re-order quantity = 7200 units.

5)

Re-order period = 10 to 15 weeks.

6)

Normal reorder period = 12 weeks.

Solution :
Given,
Maximum Consumption = 840 units
Maximum Record Period = 15 weeks

?

Re-order level = Maximum Consumption x Maximum Re-order
Period
= 840 x 15
= 12600 units

Now,
Maximum stock level
= Record level + Re-order quantity – (Minimum Consumption
x Minimum Re-order Period)
= 12600 + 7200 – (480 x 10)
= 19800 – 4800 = 15000 units
Again,
Minimum stock level
= Re-order level – (Normal Consumption x Normal Re-order
Period)
= 12600 – (600 x 12)
= 12600 – 7200
= 5400 units
And,
Average stock level
=

Minimum stock level  Maximum stock level
2

=

5400  15000
2

20400
10200 units
2
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4.7 THE ABC ANALYSIS
A B C Analysis is one of the important techniques which is
based on grading the items according to the importance of materials.
This method is popularly known as Always Better Control. This is also
termed as Proportional Value Analysis. In inventory control, this technique
helps to analyze the distribution of any characteristic by money value of
importance in order to determine its importance. Accordingly, materials
are grouped into three categories on the basis of the money value of
importance of materials.
1)

High Value Materials - A

2)

Medium Value Materials - B

3)

Low Value Materials - C

The items, which are of high value and less than 10 per cent of the total
consumption or inventory can be called as ‘A’ grouped materials. It is
required to exercise selective control and focus more attention because
of high value items. Similarly, 70 per cent of materials in total consumption
or inventory which lies 10 per cent of the inventory value can be grouped
under ‘C’ categories. The materials which have moderate value that lies
between the high value materials and low value materials are grouped
under ‘B’ category. The following table shows more explanation about A
B C Analysis.
Category

Percentage of total

Percentage of total

Inventory

Inventory Cost

A

Less than 10

70 to 80

B

10 to 20

15 to 25

C

70 - 80

Less than 10

Advantage of ABC Analysis

10

1)

Exercise selective control is possible.

2)

Focus high attention on high value items is possible.

3)

It helps to reduce the clerical efforts and costs.

4)

It facilitates better planning and improved inventory turnover.

5)

It facilitates goods storekeeping and effective materials handling.

CHECK YOUR PROGRESS
Q4: Match the following:
1) High Value Materials

C

2) Medium Value Materials

A

3) Low Value Materials

B

Q5: Fill in the blanks:
a.

Minimum stock level indicates the …………………......…
of material to be maintained in stock.

b.

Danger Level is the stock level below the ………………..
Level.

c.

Re-order level is also termed as. …………………………

d.

EOQ Stands for …………………………

4.8 INVENTORY SYSTEM
The chief aims of inventory Control is as follows:
1)

To maintain a balanced inventory

2)

To ensure the smooth flow of production.

3)

To keep the investment in inventory as low as possible.

Accordingly stock verification is an important aspect to ensure and
maintain a balanced inventory. The following are the two systems of
stock verification adopted in different industries:
1)

Periodic Inventory System.

2)

Perpetual Inventory System.

3)

Continuous Stock verification.

1)

Periodic Inventory System: Under this system, quantity and value
of materials are checked and verified at the end of the accounting
period after having a physical verification of the units in hand.

2)

Perpetual Inventory System: The Perpetual Inventory System is
also known as Automatic Inventory System. This is one of the
11

important methods adopted for verification of inventories to know
the physical balance. According to ICMA London defines Perpetual
Obviate :

Inventory System as a method of recording stores balances after

Prevent from happening

every receipt and issue to facilitate regular checking and to obviate

Pilferage :

closing down for stock taking.

The act of stealing small
amount.

Advantages of Perpetual Inventory System:
1)

It facilitates rigid control over stock of materials.

2)

It gives upto date details about materials in stock.

3)

Not necessary to stop production for stock taking.

4)

It assists to minimize pilferage and fraudulent practices.

5)

It enables to reconcile the stock records and document for accuracy.

6)

It helps to take the important decision for corrective actions.

Perpetual Inventory Records: Perpetual Inventory represents a system
of records maintained by the organization. The records are of two types,
viz :
a)

Bin cards

b)

Stores Ledger

A constant comparison of the quantity balances of these two set of
record is made and the balances are reconciled.
a)

Bin card : Bin Card is only quantitative record of stores receipt,
issue and balance and is kept by the Storekeeper for each item of
stores.

b)

Stores Ledger : Stores ledger is both quantitative and monetary
value record of stores receipt, issue and balance and is prepared
by the Cost Accounting Department.

Bin Card Vs Stores ledger
The Difference between Bin Card and the Stores Ledger can be
summarized as follows:
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Bin Card

Stores ledger

1. Bin Cards are Maintained
at the Stores

1. Stores Ledger is maintained in
the Accounts Department.

2. It is posted by Issue Clerk.

2. It is posted by Ledger Clerk.

3. Bin Cards meant for
recording record of quantity
Only

3. It is as record of quantity and
Value

4. Transactions posted
individually

4. Transactions can be posted
periodically

5. Posting can be made at the 5. In stores ledger posting can be
time of issue
3)

made after issue.

Continuous Stock Verification: Since Verification of physical
inventory is an essential feature of a sound system of material
control, a system of continuous stock taking is introduced.
Continuous stock taking ensures that the balance of all items of
stocks is checked at least three to four times in a year by physical
verification. It avoids long and costly procedure of closing down
the stores for stock taking on periodical basis. Stock discrepancies
are detected on timely basis and preventive measures can be
taken. The correctness of the physical stocks as reflected in the
books is ensured and thus the monthly accounts represent a true
and fair view of the business. Continuous Stock Verification not
only serves as an essential tool of material control but also will
help in proper presentation of accounting information to the
management.

4.9 METHOD OF PRICING OF MATERIALS ISSUES
In the relation to the estimation of the cost of the product for
pricing decisions, a material issue assures a key role. Material price
usually refers to the price quoted and accepted in the purchase orders.
Materials are issued from the stores to work orders based on the material
requisition. But stock of materials consists of different consignment
received at different dates and prices. There are different methods used
1

for pricing the materials issues may be summarized in the following
categories:
(A)

(B)

Actual Price Method (or) Cost Price Method
1)

First In First out (FIFO)

2)

Last In First Out (LIFO)

3)

Specific Price Method.

4)

Base Stock Method.

5)

Highest In First Out (HIFO)

Average Cost Method
1)

Simple Average Method.

2)

Weighted Average Method.

3)

Periodic Simple Average Method.

4)

Periodic Weighted Average Method.

C)

Standard Price Method.

D)

Inflated Price Method.

E)

Market Price Method (or) Replacement Price Method.

A.

Actual Price Method

In this method, the materials issued are priced at their actual cost and
this involves identification of each lot purchased. This method is suitable
only in the case of materials purchased for a specific job. There are
several methods frequently used under actual cost price method which
will be discussed in details.
1)

First In first Out (FIFO) : First In first Out (FIFO) is also known
as FIFO. Under this method, the pricing of issue is based on an
assumption made that the oldest stock is issued first. Therefore at
the time of issue, the rate pertaining to that will be applied untill the
whole lots is exhausted.

Advantages:
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1)

It is simple and easy to adaptability.

2)

It is beneficial when the prices are falling.

3)

As it is issued at actual price, it reflects on profit in the pricing.

4)

This method is very useful for slow moving materials.

Disadvantages:
1)

Calculation becomes complicated due to fluctuation of material
prices.

2)

More chances of clerical errors due to complicated calculations.

3)

Under fluctuating prices, one requisition involves more than one
price.

4)

In time of raising price this method tends to show the production
at low cost since the cost of replacing the material will be higher.

EXERCISE : 2
From the following particulars, prepare the Stores
Ledger Account showing how the value of the
issues would recorded under FIFO methods
01.12.2003

Opening Stock 1,000 Units at Rs. 26 each

05.12.2003

Purchased 500 Units at Rs. 24.50 each

07.12.2003

Issued 750 Units

10.12.2003

Purchased 1,500 Units at Rs. 24 each

12.12.2003

Issued 1,100 Units

15.12.2003

Purchased 1000 Units at Rs. 25 each

17.12.2003

Issued 500 Units

18.12.2003

Issued 300 Units

25.12.2003

Purchased 1,500 Units at Rs. 26 each

29.12.2003

Issued 1, 500 Units

Solution : 2
a. Stores Ledger Account (FIFO)
Receipts
Date

Qty.

Issues

Rate

Amt.

Rs.

Rs.

01.12.2003

-

-

-

05.12.2003

500

24.50

12,250

Qty.
-

Balance

Rate

Amt.

Rs.

Rs.
-

Qty.

Rate

Amt.

Rs.

Rs.

1,000

26

26,000

1,000

26

26,000

500

24.50

12,250
15

07.12.2003
10.12.2003

750
1,500

24

1,000

25

250

26

6,500

500

24.50

12,250

350

24

8,400

25,000

17.12.2003

500

18.12.2003
25,12,2003

300
1,500

26

19,500

36,000

12.12.2003

15.12.2003

26

24
24

12,000
7,200

39,000

29,12.2003

350

24

8,400

1,000

25

25,000

150

26

3,900

250

26

6,50

500

24.50

12,25

250

26

6,500

500

24.50

12,250

1,500

24

36,000

1,150

24

27,600

1,150

24

27,6000

1,000

25

25,000

650

24

15,600

1,000

25

25,000

350

24

8,400

1,000

25

25,000

350

24

8,400

1,000

25

25,000

1,500

26

39,000

1,350

26

35,100

Closing value of stock = 1350 x 26 = 35100
2.

Last In First Out (LIFO): This method is just opposite to First In
First Out method. The basic assumption here is that the most
recent receipts are issued first. The price of the materials to be
issued would be the cost price of the last lots of materials
purchased.

Advantages
1)

It is beneficial when the period of raising prices.

2)

Under this method, latest prices are issued thereby leading to
lower reported profits hence savings in taxes.
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3)

When there are wide fluctuations in price levels this methods tends
to minimize unrealized gains or losses in inventory.

Disadvantages
1)

This method involves more clerical work which leads to complicated
calculations.

2)

Under this method more than one price is to be adopted for the
same issue lot of material.

3)

Due to wide fluctuation of prices, comparison of cost of similar
jobs is very difficult.

EXERCISE : 3
By solving the Exercese 2, under LIFO method.

Solution : 3
Store ledger Account (LIFO)
Receipts
Date

Qty.

Issues

Rate

Amt.

Rs.

Rs.

01.12.2002

-

-

-

05.12.2002

500

24.50

12,250

07.12.2002

10.12.2002

1,500

24

-

25

Amt.

Rs.

Rs.

-

-

500

24.50

12,250

250

26

6,500

1100
1,000

Rate

36,000

12.12.2002
15.12.2002

Qty.

Balance

25000

24

26,400

Qty.

Rate

Amt.

Rs.

Rs.

1,000

26

26,000

1,000

26

26,000

500

24.50

12,250

750

26

19,500

750

26

19,500

1,500

24

36,000

750

26

19,500

400

24

9,600

750

26

19,500

400

24

9,600

1,000

25

25,000
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17.12.2002

500

18.12.2002

25.12.2002

300

1,500

26

25

25

12,500

7,500

39,000

29,12.2002

1500

26

39,000

750

26

19,500

400

24

9,600

500

25

25,000

750

26

19,500

400

24

9,600

200

25

5,000

750

26

19,500

400

24

9,600

200

25

5,000

1,500

26

39,000

750

26

19,500

400

24

9,600

200

25

5,000

Closing value of stock = 750 x 26 + 400 x 24 + 200 x 25 = 34100
3.

Specific Price Method : Specific Price method is one of the
methods of actual price method. In this method adopted where the
materials are purchased for particular job or operation and the
issue is charged with the actual cost price. This method is suitable
only in the case of special purpose materials are purchased for a
particular job. This method has been widely used in job order
industries which carry out individual jobs or contract against specific
orders.

4.

Base Stock Method: Under this method pricing is determined on
the basis of assumption made here is that a certain minimum
quantity of materials maintained in stock. This minimum quantity is
known as Base Stock or Safety Stock. This quantity cannot be
used unless an emergency arises. The minimum stock is in the
nature of fixed assets because it is created out of the first lot of
the material purchased. Therefore it always valued at the actual
cost price of the first lot and is carried forward as fixed assets.
This method is usually applied with FIFO or LIFO.
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B.

Average Cost Method:

In this method, the issues to the production department are split into
equal batches from each shipment at stock. It is a realistic method
reflecting the price levels and stabilizing the cost price. The following
various methods of averaging issue prices may be used :
1)

Simple Average Method

2)

Weighted Average Method

3)

Periodic Simple Average Method.

4)

Periodic Weighted Average Method

1)

Simple Average Method: Under this method, price of issue
materials is determined by dividing the total of the prices of the
materials in stock, i.e., adding of different prices by the number of
different prices. Then, this average price is applied to the issues
to production. This method is simple and easy to operate. The
value of closing stock becomes unrealistic. The following formula
is applied for calculation of material issue price under simple
average method:
Total of Unit Prices of Materials in Stock
Issue Price = ———————————————————
Number of Prices

2)

Weighted Average Method: Under this method the price of
materials issue is determined by dividing the total cost of materials
in stock by the total quantity of material in stock. Here weighted
average rate is calculated based on both quantity and price of the
materials in stock. As more issues are made, a new average rate
is computed and this average rate is applied to the subsequent
issues. The materials issue price is calculated by the formula
given below :
Value of Materials in Stock
Weighted Average Price = ————————————————
Quantity in Stock
19

3)

Standard Price Method: Under this method, standard price of
material issues are calculated on the basis of detailed analysis of
market prices and trends. The standard price also referred to as
predetermined price is fixed for a definite period of six months or
more. Accordingly the material issue is done on the basis of
standard price irrespective of actual rate. The difference between
actual price and standard price is treated as material variance. At
the end of the period, new standard price is fixed for a further
period.

4)

Market Price Method: This method is also known as Replacement
Rate Method. Under this method issue materials that are valued at
the market rate prevailing at the time of issue. It therefore follows
that when price increases the stock on hand is continuously under
estimated because receipts are cost at actual and issued at higher
rates.

4.10 LET US SUM UP
In this unit we discussed on the following:

x

The term ‘materials’ refers to all commodities or components
which are consumed in the process of manufacture. The materials
may be classified into Direct Materials and Indirect Materials.

x

Materials control may be defined as the systematic control over
the procurement, storage and usage of materials so as to maintain
an even flow of materials and at the same time avoiding
excessive investment in inventories

x

The following are the important functions involved in materials
control in order to achieve the objectives of the stores department:

0

1.

Purchasing of Materials

2.

Receiving of Materials

3.

Inspection of Materials

4.

Storage of Materials

x

5.

Issue of Materials

6.

Maintenance of Stores Records

7.

Stock Audit.

We discussed the Objectives of Stores Control, Essential of
Material Control, Advantages of Materials Control

x

The following are the important techniques usually adopted in
different industries.
a.

Maximum stock Level

b.

Minimum Stock Level

c.

Danger Level

d.

Re-Order Level

e.

Economic Ordering Quantity (EOQ)

f.

x

Average of Stock Level

A B C Analysis is one of the important techniques which is
based on grading the items according to the importance of
materials. This method is popularly known as Always Better
Control

x

x

The chief aims of inventory Control is as follows:
1)

To maintain a balanced inventory

2)

To ensure the smooth flow of production.

3)

To keep the investment in inventory as low as possible

Bin Card is only quantitative record of stores receipt, issue and
balance and is kept by the Storekeeper for each item of stores.

x

Stores ledger is both quantitative and monetary value record of
stores receipt, issue and balance and is prepared by the Cost
Accounting Department.

x

There are different methods used for pricing the materials issues
may be summarized in the following categories:
a.

Actual Price Method (or) Cost Price Method

b.

Average Cost Method

c.

Standard Price Method.

d.

Inflated Price Method.

e.

Market Price Method (or) Replacement Price Method.
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4.12 ANSWERS TO CHECK YOUR PROGRESS
Ans to Q1: The term ‘materials’ refers to all commodities or components
which are consumed in the process of manufacture. The materials
may be classified into Direct Materials and Indirect Materials.
Ans to Q2: The following are the important functions involved in materials
control :
1.

Purchasing of Materials

2.

Receiving of Materials

3.

Inspection of Materials

4.

Storage of Materials

5.

Issue of Materials

6.

Maintenance of Stores Records

7.

Stock Audit.

Ans to Q3:
1)

High Value Materials

A

2)

Medium Value Materials

B

3)

Low Value Materials

C

Ans to Q4:

a. Minimum Quantity b. Minimum

c. Ordering Level
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d. Economic Order Quantity

4.13 MODEL QUESTIONS
Q1. What do you understand by the concept material?
Q2. Define Material Control
Q3. What are the important functions of Materials Control?
Q4. Explain the objectives of Material Control
Q5. Explain briefly the essentials of Material Control?
Q6. What are the advantages of Material Control?
Q7. Explain the purpose of storekeeping
Q8. What do understand by Maximum Stock, Minimum Stock and Reorder Level ?
Q9. What is Economic Order Quantity ? Explain its significance.
Q10. Explain the concept of A B C Analysis.
Q11. What is perpetual Inventory System ? Explain its advantages.What
do you undferstand by Bin Card and Stores Ledger ?
Q12. From the following particulars calculate :
a) Re-order Level

b) Minimum Level

c) Maximum level

d) Average Level

Normal usage 100 units per day
Maximum usage 130 units per day
Minimum usage 60 units per day
Economic order Quantity 5000 units
Re-order Period 25 to 30 days.
[Ans : (a) Re-order Level = 3900 units. b) Minimum Level = 150
units
c) Maximum Level = 7400 units d) Average level = 4275 units]
Q13. Calculate E O Q from the following :
Annual Consumption = 600 units
Ordering Cost Rs. 12 per order.
Carrying Cost 20%

Price per unit Rs. 20

[Ans : E O Q = 60 units].

*** ***** ***
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UNIT 5: LABOUR COST CONTROL
UNIT STRUCTURE
5.1

Learning Objectives

5.2

Introduction

5.3

Meaning of Labour Cost

5.4

Types of Labour Cost

5.5

Control of Labour Cost
5.5.1

Techniques of Labour Cost Control

5.6

Idle Time

5.7

Abnormal Idle Time

5.8

Accounting Treatment of normal idle time and abnormal idle
time

5.9

Method of Remuneration

5.10

Let Us Sum Up

5.11

Further Reading

5.12

Answers to Check Your Progress

5.13

Model Questions.

5.1 LEARNING OBJECTIVES
After going through this unit, you will be able to

x
x
x
x

explain the meaning of labour cost
outline the types of labour cost
explain the techniques of labour cost control
describe the concept of idle time and the accounting treatment
for normal idle time and abnormal idle time.

x

discuss the methods of remuneration

5.2 INTRODUCTION
In the earlier unit we discussed on materials cost control, now
in this unit we have will be discussing on the concept of labour cost
control. We know that in any organization, labour plays an important role
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and without whom the production of an industry may be hampered. So
we are going to discuss the concept on labour cost and its various types.
We will also get an idea on the techniques used for labour cost control.
At the end of the unit you will come to know the concept of idle
time and the accounting treatment for normal idle time and abnormal
idle time and the various methods of remuneration.

5.3 MEANING OF LABOUR COST
Labour cost is the second important element of cost of production.
Wages, salaries and other forms of remunerations represent a major
portion of the total cost of a product or services. The growth and
profitability of the concern depends upon proper utilization of human
resources or labour forces which in turn needs proper accounting and
control of cost. Thus, control of labour cost is very significant issue
from the view point of management.

5.4 TYPES OF LABOUR COST
The labour Cost can be classified into two types:
1)

Direct Labour Cost.

2)

Indirect Labour Cost.

1)

Direct Labour Cost: Any labour cost that is specially incurred for
or can be readily charged to or identified with a specific job,
contract, work order or any other unit of cost is termed as direct
labour cost. Wages for supervision, wages for foremen, and wages
for labours who are actually engaged in operation or process are
the examples of direct labour cost.

2)

Indirect labour Cost: Indirect labour is for work in general. The
importance of the distinction lies in the fact that whereas direct
labour can be identified with and charged to the job, indirect labour
cannot be so charged and has, therefore to be treated as part of
the factory overheads to be included in the cost of production. For
example, salaries and wages of supervisors, storekeepers and
maintenance labour etc.
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5.5 CONTROL OF LABOUR COST
Control of labour cost has a significant influence on the growth,
profitability and cost of production. Labour cost may become unduly
high due to inefficiency of labour, ineffective supervision, idle time, unusual
overtime work etc. The primary objectives of the management therefore
are to efficiently utilize the labour as economically as possible.

5.5.1 Techniques of Labour Cost Control
In order to achieve the effective utilization of manpower resources,
the management has to apply proper system of labour cost
control. The labour cost control may be determined on the basis
of establishment of standard of efficiency and comparison of
actuals with standards. The management applies various
techniques for the effective control of labour costs as under :
1)

Scientific method of production planning.

2)

Use of labour budgets.

3)

Establishment of labour standards.

4)

Proper system of labour performance report.

5)

Effective system of job evaluation and job analysis.

6)

Devise a proper system of control over ideal time and unusual
overtime work.

7)

Establish a fair and equitable remuneration system.

8)

Effective cost accounting system.

5.6 IDLE TIME
Idle Time is that time during which the workers spend their time
without giving any production or benefit to the employer and concern.
The idle time may arise due to non-availability of raw materials, shortage
of power, machine breakdown etc.
Type of idle Time: It refers that any loss of time is inherent in every
situation which cannot be avoided. Any cost associated with the normal
idle time is mostly fixed in nature. The normal idle time arises due to
the following reasons:
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1)

Time taken for personal affairs.

2)

Time taken for lunch and tea break.

3)

Time taken for obtaining work.

4)

Time taken for changing from one job to another.

5)

Waiting time for getting instructions, tools and or raw materials,
spare parts etc.

6)

Time taken by the workers to walk between factory gate and place
of work.

CHECK YOUR PROGRESS
Q1: The labour Cost can be classified into two
types:
a. ......................................................................
b. ......................................................................
Q2: State True or False
a.

Wages for supervision, wages for foremen, and wages for
labours are the examples of direct labour cost. (True/False)

b.

The idle time may arise due to availability of raw materials.
(True/False)

c.

The labour cost control may be determined on the basis of
establishment of standard of efficiency and comparison of
actual with standards. (True/False)

5.7 ABNORMAL IDLE TIME
Abnormal idle time refers to any loss of time which may occur
due to some abnormal reasons. Abnormal idle time can be prevented
through effective planning and control. The abnormal idle time may arise
due to the following avoidable reasons:
1)

Faulty planning.

2)

Lack of co-operation and co-ordination.

3)

Power failure.

4)

Time lost due to delayed instructions.

5)

Time lost due to inefficiency of workers.
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6)

Time lost due to non-availability of raw materials, spare parts,
tools etc.

7)

Time lost due to strikes, lock outs and lay-off.

5.8 ACCOUNTING TREATMENT OF NORMAL
IDLE TIME AND ABNORMAL IDEAL TIME
Normal Idle Time: Normal idle time wages is treated as a part of cost
of production. Thus, in case of direct workers an allowance for normal
idle time is built into labour cost rates. In the case of indirect workers,
normal idle time wage is spread over all the products or jobs through
the process of absorption of factory overheads.
Abnormal Idle Time: Abnormal idle time cost is not included as a part
of production cost and is shown as a separate item in the Costing Profit
and Loss Account. So that normal cost is not distributed.
Over Time: The term “Over time” refers to when a worker works beyond
the normal working hours or scheduled time is known as ‘overtime.’
According to factories Act, the wage rate of overtime work to be paid at
double the normal rate of wages. The extra amount of remuneration is
paid to the worker in addition to normal rate of wages is said to be
overtime premium.
Effect of over Time Payment on Productivity: The following are the
effects of over time payment on productivity:
1)

Overtime premium is an extra payment over normal wages and
hence will increase the production cost.

2)

The efficiency of workers during overtime work may fall and hence
output may be reduced.

3)

To earn more, workers may not concentrate on work during normal
hours and thus the output during normal hours may fall.

4)

Reduced output and increased premium will increase the cost of
production.

Accounting Treatment of Overtime Wages
The following are the ways of charging of overtime premium:
28

1)

If overtime is resorted at the desire of the customer then overtime
premium is charged to concerned job directly.

2)

If overtime is required to cope with general production schedule or
for meeting urgent orders, the overtime premium should be treated
as overhead cost of particular department or cost centre which
works overtime.

3)

If overtime is worked on account of abnormal conditions such as
flood, earthquake etc. that should be charged to costing profit and
loss account.

Control of Overtime: Control of overtime is essential to minimize the
cost of production and increase the overall performance of the efficiency.
Effective control of overtime can be possible through the following ways:
1)

Effective sound planning of production

2)

Adequate supervision.

3)

Ensuring availability of raw materials, spare parts

4)

Encouraging productivity

5)

Reducing labour turnover

6)

Ensuring effective system of repairs and maintenance, material
handling and smooth flow of production

7)

Fair and equitable remuneration to efficient and inefficient workers.

CHECK YOUR PROGRESS
Q3: State True or False
a.

Abnormal idle time refers that any loss of
time which may occur due to some
abnormal reasons. (True/False)

b. Normal idle time wages is not treated as a part of cost of
production. (True/False)
c. Abnormal idle time cost is treated as a part of production cost
(True/False)
d. The term “Over time” refers to when a worker works beyond
the normal working hours. (True/False)
e. Control of overtime is essential to maximise the cost of
production. (True/False)
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5.9 METHODS OF REMUNERATION
There are two basic methods of wage payment: (1) Time Wages
System and (2) Piece Wage System. Under time wage system, wages
are paid on the basis of time spent on the job irrespective of the amount
of work done. This is known as Time Rate or Day Wage System. The
unit of time may be a day, a week, a fortnight or a month. Under piece
wage system, remuneration is based on the amount of work done or
output of a worker. This is known as “Piece Rate System” or “Payment
by Result.” Thus, a workman is paid in direct proportion to his output.
A variety of bonus and premium plans have been designed to overcome
the drawbacks of two basic methods of wage payments. A system of
incentive plans also takes into consideration the primary principles of
these two basic plans known as Incentive or Bonus or Premium Plan.
The following are the important methods of remuneration which
may be grouped into:
1)

Time Rate Systems

2)

Piece Rate Systems

3)

Bonus System (or) Incentives Schemes

4)

Indirect Monetary Incentives.

These may be further classified as under:
1)

2)

Time Rate System:
a)

At Ordinary Levels

b)

At High Wage Levels

c)

Guaranteed Time Rates.

Piece Rate System:
a)

Straight Piece Rate

b)

Piece Rates with Guaranted Time Rate

c)

Differential Piece Rates :
i) Taylor’s Differential Piece Rate System
ii) Merrick Differential Piece Rate System
iii) Gantt Task and Bonus Plan.

3)
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Bonus System or Incentive Schemes :

4)

a)

Halsey Premium Plan

b)

Halsey-Weir Premium Plan

c)

Rowan Plan

d)

Barth Variable Sharing Plan

e)

Emerson Efficiency Plan

f)

Bedaux Point Premium System

g)

Accelerating Premium Plan

h)

Group or Collective Bonus Plans.

Indirect Monetary Incentives
a)

Profit- Sharing

b)

Co-partnership

5)

Non-Monetary Incentives:

1)

TIME RATE SYSTEM:

a)

Time Rate at Ordinary Levels : This is also termed as “Day
Wage System” or “Flat Rate System”. Under this system, wages
are paid to the workers on the basis of time spent on the job
irrespective of the quantity of work produced by the workers.
Payment can be made at a rate per day or a week, a fortnight or
a month. The formula for calculation of payment of time rate of
ordinary levels is as follows :
Remuneration or Earnings = Hours Worked × Rate Per Hour

Time wage system is suitable under the following conditions :
1)

Where the units of output are difficult to measure, e.g. watchman.

2)

Where the quality of work is more important e.g., artistic furniture,
fine jewellery, carving etc.

3)

Where machinery and materials used are very sophisticated and
expensive.

4)

Where supervision is effective and close supervision is possible.

5)

Where the workers are new and learning the job.

6)

Where the work is of a highly varied nature and standard of
performance cannot be established.

Advantage
1)

It is simple and easy to calculate.
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2)

Earning of workers are regular and fixed.

3)

Time rate system is accepted by trade unions.

4)

Quality of the work is not affected.

5)

This method also avoids inefficient handling of materials and tools.

Disadvantages
1)

No distinction between efficient and inefficient worker is made and
hence they get the same remuneration.

2)

Cost of supervision are high due to strict supervision used for high
productivity of labour.

3)

Labour cost is difficult to control as more payment may be made
for the lesser amount of work.

4)

No incentive is given to efficient workers. It will depress the efficient
workers.

5)

There are no specific standards for evaluating the merit of different
employees for promotions.

b)

Time Rate at High Levels: Under this system, efficient workers
are paid higher wages in order to increase production. The main
object of this method is to remove the drawbacks of time rate at
ordinary levels. This system is simple and easily understandable.
When higher rate of wages are paid, it not only reduces labour
turnover but also increases production and efficiency.

c)

Guaranteed Time Rates: Under this method, the wage rate is
calculated by considering to changes in cost of living index.
Accordingly, the wage rate is varied for each worker according to
the change in cost of living index. This system is suitable during
the period of raising prices.

2)

PIECE RATE SYSTEM:

This is also known as “Piece Wage System” or “Payment By Result.”
Under this system, wages of a worker are calculated on the basis of
amount of work done or output of a worker. Accordingly, a worker is paid
in direct proportion to his output.
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Advantages:
1)

It facilitates direct relation between efforts and reward.

2)

This system encourages the efficient workers to increase
production.

3)

Under this system efficient workers are recognized and rewarded.

4)

It helps to reduce the cost of supervision and idle time.

5)

Tenders or quotations can be prepared confidently and accurately.

Disadvantage:
1)

Where a concern is producing large quantities, it is difficult to fix
a piece rate.

2)

In order to maximize their earnings, workers working with high
speed may affect their health.

3)

The quality of output cannot be maintained.

4)

This system is not encouraging to the inefficient workers.

5)

Temporary delays or difficulties may affect the earnings of the
workers.

Piece Rate System is suitable where
1)

Quality and workmanship are not important.

2)

Work can be measured accurately.

3)

Quantity of output directly depends upon the efforts of the worker.

4)

Production of standardized goods in a factory.

5)

Job is of a repetitive nature.

There are three important methods of paying labour remuneration falling
under this type : a) Straight Piece Rate (b) Piece Rates with Guaranteed
Time Rates and (c) Differential Piece Rates.
a)

Straight Piece rate: Under this system workers are paid according
to the number of units produced at a given rate per unit. Thus,
total earnings of each worker are calculated on the basis of his
output irrespective of the time taken by him. The following formula
is used for measuring piece work earning:
Straight Piece Work Earnings = Units Produced × Rate Per Hour

b)

Piece Rate with Guaranteed Time Rates: Under this method,
the worker earning from piece work less than the guaranteed
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minimum wage, will get the fixed amount of guaranteed time rate.
A guaranteed rate would be paid per hour rate or day rate or week
rate.
c)

Differential Piece Rates: This system is designed to provide for
variation of piece rates at different levels of output. Accordingly
increase in wages is proportionate to increase in output. Under
this system efficient workers get ample reward and at the same
time inefficient workers are motivated to earn more. The following
are the important types of differential piece rates :

a)

i)

Taylor’s Differential Piece Rates System.

ii)

Merrick’s Differential Piece Rates System.

iii)

Gant Task Bonus Plan.

Taylor’s Differential Piece Rates system

F.W. Taylor, who is the father of scientific management introduced this
plan. Under this system, two piece rates are applicable on the basis of
standard of performance established. Accordingly one is high rate and
the other one is lower rate. Thus high piece rate is applicable for standard
and above the standard performance. Lower piece rate for those workers
with below the standard performance.

EXERCISE : 1
Calculate the earnings of workers A and B under
Straight Piece rate system and Taylor’s Differential
piece Rate system from the following Particulars :
Standard time allowed 50 units per hour.
Normal time rate per hour Rs. 100
Differentials to be applied.
80% of piece rate at or above standard.
120% of piece rate at or above standard.
In a day of 8 hours A produced 300 units and B produced 450 units.
Solution 1:
Calculation of Piece Rates :
Standard production per hour = 50 units.
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Standard production for 8 hours = 50 × 8 = 400 units.
Rate per hour = Rs. 100.
100
Piece rate per unit = ————— =
50

Rs. 2 per unit

Straight Piece Rate System
Earnings of worker A and B
A for 300 units @ Rs. 2 = 300 × 2 = Rs. 600
B for 450 units @ Rs. 2 = 450 × 2 = Rs. 900
Differential Piece Rate System
Low Piece Rate at 80% differential

2 u 80
= Rs. 1.60
100

High Piece Rate at 80% differential

2 u 120
= Rs. 2.40
100

Standard production in 8 hours

=

8 × 50 units per hour

=

400 units

? Earnings of worker A and B
A produced 300 units (above standard)

= 300 × 1.60

Therefore low Piece rate of Rs. 1.60 applicable = Rs. 480
B produced 450 units (above standard)

= 450 × 2.40

Therefore high Piece rate of Rs. 2.40 applicable = Rs. 1080
b)

Merrick Differential Piece Rate System:

This is also termed as Multiple Piece Rate system. This plan is designed
to overcome the drawback of Taylor’s Differential Piece Rate System.
Under this method, three piece rates are applied with different levels of
performance. Accordingly
Performance
1) Less than 83%

Differential Piece Rate
Normal Piece Rate (or) Basic
Piece Rate

2) From 83% to 100%

110% of Normal Piece Rate

3) More than 100%

120% of Normal Piece Rate
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c)

Gantt’s task Bonus Plan: This system is designed by Henry L.
Gantt. Under this system standard time for every task is fixed
through time and motion study. The main feature of this system is
a good combination of time rate, differential piece rate and bonus.
In this system day wages are guaranteed to all workers. Wages
under this system are calculated as follows:

Performance

Earnings

1) Output Below Standard

-

Time Rate (Guaranteed)

2) Output at Standard

-

Wages of Time Rate plus Bonus
of 20% of the Time Rate

3) Output at Above Standard 3.

High Piece Rate on worker’s output

BONUS OR INCENTIVES SCHEMES:

Incentive Scheme of wage payment is also known as Premium Bonus
Plans. Introduced in order to increase production ensuring proper industrial
climate. Wage incentive plans may be of two types : (1) Individual Incentive
Plans and (2) Group Incentive Plans.
A.

Individual Incentive Plans: Under individual incentive plans,
remuneration can be measured on the performance of the individual
worker. In the case of the group incentive scheme earnings can
be measured on the basis of the productivity of the group of
workers or entire work force of the organization. Various types of
incentive schemes are combinations of time and piece rate
systems. The following are the important individual incentive plans
discussed below :

1)

Halsey Premium Plan: This Plan was developed by F.A. Halsey.
This system also termed as Split Bonus Plan or Fifty-Fifty Plan.
Under this plan, Standard time is fixed for each job or operation on
the basis of past performance. If a worker completes his job within
or more than the standard time then the worker is paid a
guaranteed time wage. If a worker completes his job within or less
than the standard time, then he gets a bonus of 50% of the time
saved plus normal earnings. Under this method, the total earnings
is calculated as follows:
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Total Earning = Guaranted Time Wages + Bonus of 50% of Time
saved
(or)
Total Earning = T × R + 50% (S - T) x R
Where T - Time Taken; R - Hourly Rate; S - Standard Time
or

50
Total Earnings = Time taken × hourly rate + ————— (Time Saved ×
100
Hourly Rate)

EXERCISE : 2
Calculate the total earnings of the worker under
Halsey Premium Plans:
Standard Time

12 hours

Hourly Rate

Rs. 3

Time Taken

8 hours

Solution 2:
Earnings under Halsey Premium Plan:
Standard Time

= 12 hours

Time Taken

= 8 hours

Time Saved

= Standard Time - Time Taken
= 12 - 8 = 4 hours

Rate per hour

= Rs. 3

Total Earnings

= T × R + 50% (S - T) x R
50
= 8 × 3 + ——— (4 × 3)
100
= 24 + 6 = Rs. 30

Total Earnings

= Rs. 30

Merits:
1)

It is simple to understand.

2)

Total earnings of each worker can be easy to calculate.

3)

Both employer and employee get equal benefit of time saved.
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4)

This system not only benefits efficient worker but also provides
average worker to get guaranteed minimum wages.

5)

This system is based on time saved and it can reduce the labour
cost.

Demerits:
1)

Lack of co-operation among the employees.

2)

Under this system establishment of standard is very difficult.

3)

Earning are reduced at high level of efficiency.

2)

The Halsey -Weir Scheme: Under this system the worker gets
the bonus of 30% of the time saved instead of 50% of time saved
under Halsey Plan. Except for this, Halsey Plan and Halsey-Weir
Systems are similar in all other respects.

3)

Rowan Plan: This plan was introduced by James Rowan of
England. It was similar to the Halsey Plan in many respects except
that it differs in calculation of bonus. Under this system, bonus is
determined as the proportion of the time taken which the time
saved bears to the standard time allowed. Under this system the
following formula is applied to calculation of bonus:
Time Saved
Bonus= ——————— ×
Standard Time

Time Wages

Time Saved
Total Earnings = Time taken × Hourly Rate +——————— × T × R
Standard Time
Time Saved

=

Time Wages =

Standard Time - Time Taken
Time Taken × Hourly Rate

EXERCISE : 3
From the following information, calculate total
earnings of a worker under Rowan System:
Standard Time = 10 hours
Time Taken

= 8 hours

Rate per hour = Rs. 3
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Solution 3:
Calculation of total earnings under Rowan Plan:
Standard Time

= 10 hours

Time Taken

= 8 hours

Time Saved

= Standard Time - Time Taken
= 10 - 8 = 2 hours

Rate per hour

= Rs. 3 Per hour

Time Saved
Total Earnings = T × R + = ———————
Standard Time

=

× T × R

2
8 × 3 + ———— (8 × 3)
10

= 24 + 4.8 = Rs. 28.8
4)

Emerson’s Efficiency Sharing Plan: Under this plan, earning of
a worker is by combining guaranteed day wages with a differential
piece rate. Accordingly the level of efficiency is determined on the
basis of establishment of standard task for a unit of time. If the
level of worker’s efficiency reaches 67% the bonus is paid to him
at a normal rate. The rate of bonus increases in a given rate as
the output increases from 67% to 100% efficiency. Above 100%
efficiency, the bonus increases to 20% of the wage earned plus
additional bonus of 1% is added for each increase of 1% in
efficiency.

EXERCISE : 4
From the following particulars calculate total
earnings of a worker under Emerson’s Efficiency
Sharing Plan:
Standard output per day of 8 hours is 16 units
Actual output of a worker for 8 hours is 20 units
Rate per hour is Rs. 2.50
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Solution 4:
Calculation of earnings under Emerson’s Sharing Plan :
Actual Output
Level of performance = ———————— × 100
Standard Output
20 units
= ——————— × 100 = 125%
16 units
Bonus Payable
At 100% efficiency = 20% of time wages
Further increase of 1% in the bonus is given for every 1% increase in
the efficiency.
For next 25% efficiency @ 1% for = 25% of Time Wages
each 1% increase in efficiency
Total Bonus payable

= 45% of Time wages.

Earning
Time Wages for 8 hours @ Rs. 2.50 per hour = Rs. 20.
45
Add : 45% bonus of time wages = ————— × 20 = Rs. 9
100
Total Earning = Rs. 20 + Rs. 9 = Rs. 29
5)

Barth Variable Sharing Plan: This scheme is introduced to attract
newly recruited and skilled employees who are motivated to learn
work. It provides sufficient incentives to inefficient workers who are
motivated to increase productivity. Earning under this method is
calculated by applying the following formula:
Earnings = Rate per hour ×

Standard time u time taken

EXERCISE : 5
From the following particulars calculate earnings
of a worker under Brath Variable sharing plan :
Standard Time = 12 hours
Time Taken

=

Rate per hour =
40

8 hours
Rs. 5
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6.1 LEARNING OBJECTIVES
After going through this unit, you will be able to

x
x
x
x

discuss the meaning and definition of overhead costs
describe the importance of overhead costs
explain the classification of overheads
outline the Procedure or steps in overhead

6.2 INTRODUCTION
Overhead refers to all non labour expenses required to operate
a business. In this unit you will get a fair idea on the concepts of
overheads, its meaning and definition. Again, we will discuss the
importance of overhead costs.
The classification of overheads are discussed and at the end of
the unit you will come to know about the procedure or steps in overhead.

6.3 MEANING AND DEFINITION OF OVER HEAD
COST
Aggregate of all expenses relating to indirect material cost, indirect
labour cost and indirect expenses is known as Overhead. Accordingly,
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all expenses other than direct material cost, direct wages and direct
expenses are referred to as overhead.
According to Wheldon, Overhead may be defined as “the cost of
indirect material, indirect labour and such other expenses including
services as cannot conveniently be charged to a specific unit.”
Blocker and Weltmer define overhead as follows:
“Overhead cost is operating cost of a business enterprise which
cannot be traced directly to a particular unit of output. Further such
costs are invisible or unaccountable.”

6.4 IMPORTANCE OF OVERHEAD COST
Now a days business is a dynamic organism. Advancement of
technological development and innovation, economic situations and social
considerations are the important factors for modernization of industries
for mass production to meet its more demand. The overhead charges
are heavily increased and they represent major portion of total cost.
Therefore, it assumes greater importance for cost control and cost
reduction.

6.5 CLASSIFICATION OF OVERHEADS
Classification of overheads is the process of grouping of costs
based on the features and objectives of the business organization. The
following are the important methods on which the overheads are
classified:
a)

On the basis of Nature.

b)

On the basis of Function.

c)

On the basis of Variability.

d)

On the basis of Normality.

e)

On the basis of Control.

The following chart can explain the further classification of overhead:
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Classification of overhead
Nature

Variability

Normality

Function

1) Indirect Material

1) Fixed Overhead

1) Normal Overhead

2) Indirect Labour

2) Variable Overhead

2) Abnormal Overhead

3) Indirect Expenses

3) Semi-Variable

Control

Overhead
1) Manufacturing overhead
2) Administrative Overhead
3) Selling Overhead
4) Distribution Overhead
1) Controllable Overhead
2) Uncontrollable Overhead

CHECK YOUR PROGRESS:
Q1: What do you mean by Overhead Cost?
.........................................................................
..................................................................................................
..................................................................................................
Q2: Write down the different important methods on which the
overheads are classified?
..................................................................................................
..................................................................................................
..................................................................................................
..................................................................................................
Let us discuss it in detail.
1. On the Basis of Nature :
One of the important classifications is on the basis of nature or elements.
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Based on nature the aggregate of all indirect material cost, indirect
labour cost and indirect other expenses are known as overheads.
Accordingly, overheads are grouped into (a) Indirect material Cost (b)
Indirect Labour Cost and (c) Indirect Expenses.
a)

Indirect material Cost: Indirect materials do not form part of the
finished products. Indirect materials are indirectly or generally used
for production which cannot be identified directly. For example, oil,
lubricants, cotton waste, tools for repairs and maintenance etc.
are indirect materials.

b)

Indirect Labour Cost: Indirect labour is for work in general. The
importance of the distribution lies in the fact that whereas direct
labour can be identified with and charged to the job, indirect labour
cannot be so charged and has, therefore, to be treated as part of
the factory overheads to be included in the cost of production.
Examples are salaries and wages of supervisors, storekeepers,
maintenance labour etc.

c)

Indirect Expenses: Any expenses that are not specifically incurred
for or can be readily charged to or identified with a specific job.
These are the expenses incurred in general for more than one
cost centre. Examples of indirect expenses are rent, insurance,
lighting, telephone, stationery expenses etc.

2) On the Basis of Function :
The classification overheads on the basis of the various function of the
business concern are known as function wise overheads. Here, there
are four important functional overheads such as:

a)

a) Production Overhead

b) Administration Overhead

c) Selling Overhead

d) Distribution Overhead

Production Overhead: Production overhead is also termed as
manufacturing overhead or works overhead or factory overhead. It
is the aggregate of all indirect expenses which are incurred for
work in operation or factory. These costs are normally incurred
during the period when the production process is carried on. For
example, factory rent, factory light, power, factory employees’ salary,
oil, lubrication of plant & machinery, etc.
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b)

Administrative Overhead: Administrative expenses are incurred
in general for management to discharge its functions of planning
organizing, controlling, co-ordination and directing. These expenses
are not specifically incurred and cannot be identified with the specific
job. It is also termed as office cost. For example, office rent, rates,
printing, stationery, postage, telegram, legal expenses etc. are the
office and administrative costs.

c)

Selling overheads: Selling expenses are overheads which are
incurred for promoting sales, securing orders, creating demand
and retaining customers. For example, salesmen’s salaries,
advertisement, rent and rates of show room, samples, commission
etc.

d)

Distribution Overhead: Distribution overhead are incurred for
distribution of products or output from producers to the ultimate
consumers. For example, warehouse staff salaries, expenses of
delivery van, storage expenses, packing etc.

3) On the Basis of Variability :
One of the important classifications is on the basis of variability. According
to this, the expenses can be grouped into (a) Fixed Overhead (b) Variable
Overhead and (c) Semi-Variable Overhead.
a)

Fixed Overhead: Fixed cost or overhead incurred remain constant
due to change in the volume output or change in the volume of
sales. For example, rent and rates of buildings, depreciation of
plant, salaries of supervisors etc.

b)

Variable Overhead: Variable overhead may be defined as “they
tend to increase or decrease in total amount with changes in the
volume of output or volume of sales.” Accordingly the change is in
direct proportion to output. Indirect materials, indirect labour, repair
and maintenance, power, fuel, lubricants etc. are examples of
variable overhead costs.

c)

Semi-variable Overheads: Semi-variable overheads are incurred
with a change in the volume of output or turnover. They neither
remain fixed nor do they tend to vary directly with the output.
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These costs remain fixed upto a certain volume of output but they will
vary at other part of activity. Semi-variable overheads are mixed cost,
i.e. partly fixed and partly variable. For example, power, repairs and
maintenance, depreciation of plant and machinery telephone etc.
4) On the Basis of Normality :
Overheads are classified into normal overheads and abnormal overheads
on the basis of normality features. According to this normal overheads
are incurred in achieving the target output or fixed plan. On the other
hand, abnormal overhead costs are not expected to be incurred at a
given level of output in the conditions in which the level of output is
normally produced. For example, abnormal idle time, abnormal wastage
etc. Such expenses are transferred to Profit and Loss Account.
5) On the basis of Control:
It is one of important classifications of overhead on the basis of control.
Based on control it is grouped into controllable overhead and
uncontrollable overhead. Controllable overhead which can be controlled
by the action of a specified number of undertaking. For example, idle
time, wastage etc. can be controlled. Uncontrollable overheads cannot
be controlled by the action of the executive heading the responsibility
centre. For example, rent and rates of building cannot be controlled.

CHECK YOUR PROGRESS:
Q3: State True or False
a.

Indirect materials form part of the finished
products. (True/False)

b. Examples of indirect expenses are rent and
insurance. (True/False)
c. Production overhead is also termed as manufacturing overhead.
(True/False)
d. Selling expenses are overheads which are incurred for promoting
sales, securing orders. (True/False)
e. Controllable overheads cannot be controlled by the action
of a specified number of undertaking. (True/False)
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6.6 PROCEDURE OR STEPS IN OVERHEAD
Overhead are incurred for work in general. Overhead is added to
the prime cost in order to measure the total cost of production or cost
of goods sold. For allocation and apportionment of overhead in the cost
of production or cost of goods sold the following procedures are involved.
1)

Classification of Overhead

2)

Collection of Overhead

3)

Overhead Analysis :
a)

Distribution of overhead to production and service
departments, i.e. Allocation and apportionment of overhead
to cost centre.

b)

Re-distribution of overhead from service department to
production department i.e., Allocation and Apportionment of
Service centres to production centres or departments.

4)

Absorption of overhead by cost units, i.e. computation of overhead
absorption rates.

We will discuss the above procedures in detail. They are as follows:1)

CLASSIFICATION

OVERHEADS

We have already discussed the classification of overhead in the previous
Sec 5.5
2)

COLLECTION OF OVERHEAD :

The production overheads or factory overheads are collected and identified
under separate overhead code numbers or standing order numbers.
These overheads are collected from different sources and documents.
The following are the important sources and documents :
Overhead Expenses

Sources and Documents Used

1) Indirect Materials

-

Materials Requisition

2) Power and light

-

Meter Reading

3) Indirect wages

-

Time cards, Pay Rolls,
Wage Analysis

4) Salaries

-

Salaries Sheet

5) Depreciation

-

Plant Register, Machinery Register
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3)

6) Rates

-

Lease

7) Rates

-

Local Government Assessment

8) Office Stationery

-

Supplier’s Invoices

9) Postage

-

Postage Book

OVERHEAD ANALYSIS :

(a) Allocation and Apportionment of Overhead to Cost Centre
The first step of overhead analysis is distribution of overhead to production
department and service department. Before analysing overhead, we
should know the concept of Allocation, Absorption and Apportionment.
i)

Allocation : Cost allocation refers to the allotment of whole
item of cost to cost centers. The technique of charging the
entire overhead expenses to a cost centre is known as cost
allocation.

ii)

Absorption : Cost absorption refers to the process of
absorbing all overhead costs allocated to apportioned over
particular cost centre or production department by the unit
produced.

iii)

Apportionments : Apportionment is the process of distribution
factory overheads to cost centers or cost units on an equitable
basis. The term apportionment refers to the allotment of
expenses which cannot be identified wholly with a particular
department. Such expenses require division and
apportionment over two or more cost centers in proportion to
estimated benefits received.

Allocation Vs Apportionment
1)

Allocation deals with whole amount of factory overheads while
apportionment deals with proportion of item of cost or proportion
to cost centers.

2)

The item of factory overhead directly allocated and identified with
specific cost centers. Whereas apportionment requires suitable
and equitable basis. For example, factory rent may be allocated to
the factory and has to be apportioned among the producing and
service departments on an equitable basis.
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Basic of Apportionment
Overhead apportionment depends upon matching with principles.
Accordingly, the basis for apportionment should be related to the basis
on which the expenditure is incurred. The following are the usual basis
adopted for apportionment of overhead :
Basis of Apportionment
Overhead Cost

Basic of Distribution

1) Lighting

-

No. of light points,

-

Floor Area

-

Area of floor

-

Book value

floor space or meter
reading
2) Rent, Rates and taxes
3) Insurance of building
Depreciation of building,
4) Depreciation of plant
and Machinery and
Equipments
5) E S I, Canteen, Safety
compensation supervision -

No. of employees

welfare, fringe benefits
6) Delivery Van,
Internal Transport

-

Weight, volume ton

7) Audit fees

-

Sales or Total Cost

8) Storekeeper’s expenses

-

Weight, value of materials
or Number of requisitions

9) Power

-

H.P. Hours or K.W. Hours
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EXERCISE : 1
A factory has three production departments and two
service department. The following figures have been
extracted from the financial books:
Rs.
Supervision

6,000

Repairs of plants and Machinery

3,000

Rent

8,000

Light

2,000

Power

3,000

Employer’s contribution to ESI

600

Canteen Expenses

1,000

The following further details have been extracted from the books of
the respective departments:
Production

Service

Department

Department

Particulars

A

B

C

D

E

1. Direct Wages (Rs.)

4,000

3,000 2,000

2,000

1,000

5000

5000

1000

20

20

10

5,000 3,000

3,000

1,000

2. Area of Square feet 20,000 10,000
3. No. of Employees
Value of Machinery
Light Points
H.P. of Machines

50
10,000

40

80

60

30

30

20

200

100

50

50

20

Prepare a statement showing primary distribution of overheads to
the production and service departments of the factory on a suitable
basis.
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Soluton : 1
Primary overhead Distribution Summary

Particulars

Basis of

Total

Production Department

Service Dept.

Apportionment

Rs.

Department

Department

A
1. Supervision

No. of Employees

B

C

D

E

6,000

2,142

1,715

857

857

429

3,000

1,364

681

409

409

137

8,000

3,902

1,951

976

976

195

2,000

727

545

273

273

182

3,000

1,429

714

357

357

143

600

200

150

100

100

50

1,000

357

286

143

143

71

23,600

10,121

6,042

3,115

3,115

1,207

5:4:2:2:1
2. Repairs of plant

Value Machinery

and Mechinery

10 : 5 : 3 : 3 : 1

3. Rent

Area of square feet
20 : 10 : 5 : 5 : 1

Light

Light points
8:6:3:3:2

Power

H.P. of Machines
20 : 10 : 5 : 5 : 2

Employer’s

Direct Wages

contribution to ESI

4:3:2:2:1

Canteen Expenses No. of Employees
5:4:2:2:1
Total

b)

Re-apportionment (Re-distribution) : Re-distribution of overhead
from various service departments to production departments is
known as Re-apportionment or Secondary distribution. Accordingly,
allocation and apportionment of overheads from service departments
or centers to production centers or departments. The following are
the important bases adopted for apportionment of Secondary
distribution :

5

Service Department

Basis of Apportionment

1) Purchase Department

Number of Purchase Orders or
Number of Purchase Requision
or Value of Materials

2) Maintenance and Repairs
Department
3) Stores Department

Hours worked
No. of Requisition or Value of
Materials

4) Personnel Department
(Canteen, Welfare,

No. of Employees or Direct
Wages

Medical, Employer’s
liability)
5) Time Keeping Department No. of Employee or Labour Hours
or Direct Wages
6) Pay roll Department

No. of Employees or Direct
Wages

7) Accounts Department

No. of Employees

8) Tool Room

Direct Labour Hours or Machine
Hours or Direct Wages

9) Transport Department

Car Hours, Truck Hours, Tonnage
handled

10) Power House

K.W. Hours

11) Fire Insurance

Stock Value

Methods of Re-apportionment or Re-distribution
The following are the important methods of re-distribution of service
department overheads to production department :
1)

Direct Re-distribution Method

2)

Step Distribution Method

3)

Reciprocal Service Method - this method further grouped into:
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a)

Repeated Distribution Method

b)

Simultaneous Equiation Method

c)

Trial and Error Method

The following chart explains more about the method of re-apportionment
of service department cost :
Methods of Secondary Distribution
Direct Re-distribution

Step

Reciprocal Service

Method

Method

Method

1)

Repeated

Simultaneous

Trial and

Distribution

Equation

Error

Method

Method

Method

Direct Re-distribution Method : Under this method the cost of
service department is directed to re-distribution to the production
departments without considering the services rendered by one
service department to another service department.

EXERCISE : 2
Ramesh Ltd. has three production department A, B
and C and six service departments. The following
figures are extracted from the records of the company:
Production Department
A

Rs. 16,000

B

Rs. 10,000

C

Rs. 12,000
------------------Rs. 38,000
-------------------

Service Departments
Stores

Rs.

2,000

Timekeeping

Rs.

3,000

Maintenance

Rs.

1,000

Power

Rs.

2,000

Welfare

Rs.

1,000

Supervision

Rs.

2,000

-----------------Rs. 11,000
-----------------5

Total Overhead Expenses Rs. 49,000.
The other information available in respect of the production
departments:
Particulars

Production Departments
A

B

No. of Employees

40

30

20

No. of Stores Requisition

30

20

10

Horse Power of Machines

500

500

600

2500

1500

1000

Machine Hours

C

You are required to apportion the costs of various service departments
to production departments.
Soluton : 2
Primary overhead Distribution Summery
Expenses

Basis

Total
Rs.

As per primary ------

Production Departments
A

B

C

Rs.

Rs.

Rs.

38,000

16,000

10,000 12,000

2,000

1,000

667

333

3,000

1,333

1,000

667

500

300

200

625

625

750

Department
summary
Service
Department :
Stores

No. of Stores
Requisitioned
30 : 20 : 10

Timekeeping

No. of
Employees
40 : 30 : 20

Maintenance

Machine hours 1,000
25 : 15 : 10

Power

Horse Power
5:5:6
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2,000

Expenses

Basis

Total
Rs.

Welfare

Production Departments
A

B

C

Rs.

Rs.

Rs.

1,000

445

333

222

2,000

889

667

444

49,000

20,792

No. of
Employees
40 : 30 : 20

Supervision

No. of
Employees
40 : 30 : 20

Total
B.

13,592 14,616

Step Method : Under this method, the cost of most serviceable
department is first distributed to production departments and other
service departments. Thereafter, the next service department is
distributed and later the last service departments untill the cost of all
the service departments are redistributed to the production department.

EXERCISE : 3
A manufacturing company has two production
departments A and B and three Service Departments
- Timekeeping, Stores and Maintenance. The
departmental summary showed the following
expenses for Dec. 2009.
Production Departments:

Rs.

A

32,000

B

10,000

Service Department :
Timekeeping
Stores
Maintenance
Total Overhead Expenses

8,000
10,000
6,000
-----------66,000
------------

The following information about departments is available and is used as
a basis for distribution :
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Particular

Production

Departments

Service
A

B

Timekeeping Stores

Maintenance

20

15

10

8

5

12

10

-------

------

3

Machine Hours 1200 800

-------

-------

-------

No. of
Employees
No. of Stores
Requisitions

You are required to apportion these costs to production departments :
Solution : 3
Departments

Primary
Distribution
Rs.

Timekeeping
Stores
Maintenance

8000 (-) 8,000
10,000

3,334 (-) 13,334

6,000

2,500

1,600 (-) 10,100

A

32,000

1,333

6,400

6,060

45,793

B

10,000

833

5,334

4,040

20,207

Total

66,000

66,000

Basis of Apportionment :
Timekeeping : 20 : 15 : 8 : 5 (No. of Employees)
Store : 12 : 10 : 3 (No. of Stores Requisition)
Maintenance : 12 : 8 (Machine Hours)
3)

Reciprocal Service Method : This method recognizes the fact that
if a service department receives services from other department, the
services should be charged in the receiving department. Thus, the
cost of inter departmental services is taken into account on reciprocal
basis. The following are the three important methods available for
dealing with reciprocal distribution :
a) Simultaneous Equation Method.
b) Repeated Distribution Method.
c) Trial and Error Method.
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a)

Simultaneous Equation Method : Under this method, the true cost
of total overhead of each service department is ascertained with the
help of Simultaneous or Algebraic Equation. The obtained result reapportioned to production department on the basis of given percentage.

b)

Repeated Distribution Method : Under this method, the total
overhead costs of the service departments are distributed to service
and production departments, according to given percentage of the
service departments are exhausted in turn repeatedly until the figures
become too small to matter.

c)

Trial and Error Method : In this method, the cost of a service centre
is apportioned to another service centre. Then, the cost of another
service centre along with the apportioned cost from the first centre is
again apportioned back to the first service centre. This process is
repeated till the amount to be apportioned becomes zero or negligible.

EXERCISE : 4
The following particulars related to a manufacturing
company has three production departments : P, Q;
and R and two service departments X and Y :
Production Departments :
P

Rs. 2,000

Q` Rs. 1,500
R

Rs. 1,000

Service Departments :
S

Rs. 500

T

Rs. 400

The Service department expenses are charged on a percentage basis
as follows :
Production department

Service Department

Service Depts :

P

Q

R

S

T

S

20%

30%

40%

---

10%

T

30%

30%

20%

20%

----

Prepare a statement showing the distribution of the two service
departments expenses to three production departments under (1)
Simultaneous Equation Method and (2) Repeated Distribution method.
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Solution : 4
1) Simultaneous Equation Method :
Let X be the total expenses of Departments S
Let Y be the total expenses of Department T
X = 500 + 0.20 Y ––––––––––––––– (1)
Y = 400 + 0.10 X ––––––––––––––– (2)
Putting the value of Equation (2) in Equation (1), we get
X = 500 + 0.20 (400 + 0.10X)
X = 500 + 80 + 0.02 X
X - 0.02 x = 580
(or) 0.98 x = 580
X = 592
Again, putting the value of X in Equation (2), we get
Y = 400 + 0.10 (592)
= 400 + 59
Y = 459

? Total expenses of Service Department S = Rs. 592
and Total expenses of Service Department T = Rs. 459
Departmental Overhead Distribution Summary
Particulars

Production department
P

Q

R

S

T

Rs.

Rs.

Rs.

Rs.

Rs.

Overhead as per
Summary
2,000
Distribution of
expenses of
Department S in
2:3:4:1

Service Departments

1,500

1,000

500

400

118

178

237

(-)592

59

138

137

92

92

(-)459

2,256

1,815

1,329

-----

------

Distribution of
expenses of
Department S in
3:3:2:2
Total
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2) Repeated Distribution Method
Particulars

Production department

Service Departments

P

Q

R

S

T

Rs.

Rs.

Rs.

Rs.

Rs.

Total Department
Overhead as per
Primary
Distribution
2,000

1,500

1,000

500

400

Service
Department S in
2:3:4:1

100

150

200

(-) 500

50

Service
Department T in
3:3:2:2

135

135

90

90

(-) 450

Service
Department S in
2:3:4:1

18

27

36

(-) 90

9

Service
Department T in
3:3:2:2

4

4

1

---

(-) 9

2,257

1,816

1,327

---

---

Total

6.7

LET US SUM UP

In this unit, we discussed on the following aspects :

x

Overhead cost is operating cost of a business enterprise which
cannot be traced directly to a particular unit of output.

x
x

We discussed importance of overhead cost
The following are the important methods on which the overheads
are classified:
a)

On the basis of Nature.

b)

On the basis of Function

c)

On the basis of variability

d)

On the basis of Normality

e)

On the basis of Control
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x

For allocation and apportionment of overhead in the cost of
production or cost of goods sold the following procedures are
involved.
1)

Classification of Overhead

2)

Collection of Overhead

3)

Overhead Analysis

6.8
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6.9 ANSWERS TO CHECK YOUR
PROGRESS
Ans to Q1: Overhead cost is operating cost of a business enterprise
which cannot be traced directly to a particular unit of output
Ans to Q2: The following are the important methods on which the
overheads are classified:
a)

On the basis of Nature.

b)

On the basis of Function

c)

On the basis of variability

d)

On the basis of Normality

e)

On the basis of Control

Ans Q3: a.

False

e.

False
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b.

True

c.

True

d.

True

6.10 MODEL QUESTIONS
Q1. What do you understand by overhead charges ?
Q2. “Overheads may be classified according to their nature and a
number of other charactertics”. Discuss this statement while
classifying cost.
Q3. What is meant by allocation and apportionment? Distinguish
between allocation and apportionment of overhead.
Q4. What basis you would adopt for apportionment of the following
items of overhead expenses to different departments ?
(a) Power and light

(b) depreciation on building

(c) Rent and Rates

(d) Postage

(e) Indirect Wages.
Q5. Explain the different methods of re-apportionment of overheads.

*** ***** ***
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