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

x
x
x

describe the meaning of overhead absorption
discuss the overhead rates
outline the methods of absorption overhead

7.2 INTRODUCTION
In the earlier unit we discussed about the overhead, now in this unit
you will get a fair idea on the concept of absorption of overhead. Here we
are going to discuss the meaning of overhead absorption. The overhead
rates will also be discussed.
And at the end of the unit the different methods of absorption
overhead will be discussed.

7.3 MEANING OF OVERHEAD ABSORPTION
Absorption of overhead is also termed as levy, recovery, or
application of overhead. Cost absorption refers to the process of
1

absorbing all overhead costs allocated to apportioned over particular
cost centre or production department by the unit produced. Accordingly,
the distribution of the overhead cost to the cost centers or cost units is
known as Overhead Absorption.

7.4 OVERHEAD RATE
The apportionment of overhead expenses is done by adopting
suitable basis such as output, materials, prime cost, labour hours,
machine hours etc. In order to determine the absorption of overhead in
costs of jobs, products or process, a rate is calculated and it is called
as “Overhead Absorption Rate” or “Overhead Rate.” The overhead rate
can be calculated as below :
Overhead Rate

Overhead Expenses
= ————————————
Total Quantity or Value

Different overhead rates are applied based on the features and objectives
of the business organization. The following are the important overhead
absorption rates generally employed :
1)

Actual Overhead Rate

2)

Predetermined Overhead Rate

3)

Blanket Overhead Rate

4)

Multiple overhead Rate

5)

Normal Overhead Rate

6)

Supplementary Overhead Rate

Each of the above overhead absorption rates has been explained in the
following pages :
1)

Actual Overhead Rate : Actual overhead rate as otherwise called
the historical rate. This rate is calculated by dividing the actual overhead
absorbed by the actual quantity or value of the base selected for a
particular period. Assuming that overhead rate is calculated on monthly
basis, the following formula is expressed as:

Actual Overhead during the month
Actual Overhead Rate = ———————————————————————— × 100
Actual Quantity or value of the base for the month


2)

Predetermined Overhead Rate : Predetermined overhead rate
is determined in advance of actual production and the rate is
computed by dividing the budget overhead for the accounting period
by the budgeted base for the period. The formula is :

Budgeted Overheads for the Period
Pre-determined Overhead Rate = ——————————————————— × 100
Budgeted base for the Period
3)

Blanket Overhead Rate: Blanket overhead rate is also termed
as Single Overhead Rate. A single overhead rate when computed

for the entire factory is known as Blanket Rate. It is calculated as:
Overhead of Entire Factory
Blanket Rate = ——————————————————
Total Quantum of the Base Selected
Single rate may be applied suitably in small concerns and only where
a single product is manufactured.
4)

Multiple Overhead Rate : Multiple overhead rates involves
computation of separate rates for each production department,
service department, cost centre, each product or line and for each
production factor. The following formula is used for calculating
multiple overhead rate :

Overhead Cost Allocated and Apportioned
to Each Cost Centre
Multiple Overhead Rate = —————————————————————
Corresponding Base
5)

Normal Overhead Rate : Normal Overhead Rate is a
predetermined rate calculated with reference to normal capacity. It
is calculated as :

Normal Overhead
Normal Overhead Rate = —————————————
Base at Normal Capacity
6)

Supplementary Overhead Rates : These rates used to carryout
adjustment between overhead absorbed and overhead incurred.
These are used in addition to some other rates and is calculated
as under :

Actual Overhead Incurred - Absorbed Overhead
Supplementary Overhead Rates = ———————————————————————
Base Unit or Hours
3

CHECK YOUR PROGRESS
Q1: Fill in the blanks:
a.

Absorption of overhead is also termed as
levy, recovery, or …………………… of
overhead

b.

Actual overhead rate as otherwise called the …………….
rate

c.

Predetermined overhead rate is determined in advance of
…………………………. production

d.

Blanket overhead rate is also termed as …………………..
Rate.

e.

……………………… is a predetermined rate calculated with
reference to normal capacity

Q2: What are the important overhead absorption rates generally
employed?
..................................................................................................
..................................................................................................
..................................................................................................
..................................................................................................

7.5 METHODS OF ABSORPTION OVERHEAD
There are number of methods applicable for computing overhead
absorption rate. The following are the various methods of absorbing
“Manufacturing Overhead” depending upon the suitable basis selected
for the purpose:
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1)

Direct Material Cost Method

2)

Direct Labour Cost Method

3)

Direct Labour Hours Method

4)

Prime Cost Method

5)

Unit of Output Method

6)

Machine Hour Rate Method

1)

DIRECT MATERIAL COST METHOD :

Under this method, the rate of absorption is calculated on the basis of
direct material cost method. The rate of manufacturing overhead
absorption is determined by dividing the manufacturing overhead by the
direct material cost. The result obtained the rate of absorption is
expressed as percentage. Thus, the overhead rate is calculated by the
following formula :
Factory Overheads
Direct Material Percentage Rate = —————————— × 100
Direct Material Cost

EXERCISE : 1
Manufacturing overhead budget for 2003 = Rs.20,000
Cost of direct materials

= Rs.80,000

Calculation :
20,000
Direct Material Percentage Rate = ----------------- × 100
80,000
= 25%
2) DIRECT LABOUR COST METHOD:
Direct Labour Cost Method is also termed as Direct Wages Method.
Under this method direct wage rate can be determined by dividing the
estimated factory overhead cost apportioned by the predetermined direct
wages, and the result obtained is expressed as a percentage. The
following formula for calculating the percentage rate is :
Factory Overhead
Percentage of Direct Labour Rate = ————————— × 100
Direct Wages

EXERCISE : 2
Direct Wages paid in factory
during the year 2003,

= Rs. 10,000

Factory overhead during that
the period was

= Rs.

4,000

4,000
Direct Labour Percentage Rate = ----------------- × 100 = 40%
10,000
5

3) DIRECT LABOUR HOURS METHOD:
Under this method the rate is determined by dividing the production of
Factory overheads by direct labour hours of each department. This
method is designed to overcome the objections of direct labour cost
method. This method is most suitable in such industries where the
production is carried out manually or by skilled labours. Thus, the direct
labour hour rate will be calculated by applying the following formula :
Factory Overhead
Direct Labour Hour Rate = ——————————
Direct Labour Hour
4) PRIME COST METHOD :
Under this method, both direct material cost and direct labour cost are
taken into account for determination of recovery rate. The actual or
predetermined rate of factory absorption is computed by dividing actual
or budgeted overhead expenses by the aggregate of direct material or
direct labour cost of the department. The following formula is used for
calculation of overhead recovery rate :
Factory Overhead
Overhead Recovery Rate = --------------------------------- × 100
Prime Cost

EXERCISE : 1
You are required to find out (I) Direct Material Cost
Rate (2) Direct Labour Cost Rate (3) Direct Labour
Hours and (4) Prime Cost rate from the following particulars :
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Total Overhead for the period

Rs. 25,000

Total direct labour cost (Direct wages)

Rs.

Total materials used or Direct material cost

Rs. 10,000

Total direct labour hours

Rs.

8,000
2,000

Solution : 3
Factory Overhead
1) Direct Material Cost Rate = —————————— × 100
Direct Material Cost
25000
= ———————— × 100 = 250%
10000
Factory Overhead
2) Direct Labour Cost Rate = —————————— × 100
Direct Wages
25000
= —————————× 100 = 312.5%
8000
Factory Overhead
3) Direct Labour Hours Rate = --------------------------------- × 100
Direct Labour Hours
25000
= ————————— × 100 = 1250%
2000

4) Prime Cost Rate

Factory Overhead
= —————————— × 100
Prime Cost
25000
= —————————— × 100
10000 + 8000
25000
= —————— × 100 = 138.88%
18000

5. UNIT OF OUTPUT METHOD:
This method is also termed as Production Unit Method of Cost Unit
Rate method. Under this method absorption rate is determined on the
basis of number of units produced is known as Cost Unit Rate. The
7

recovery rate is calculated by dividing the actual or budgeted factory
overheads by the number of cost units produced. The formula is :

Cost Unit Rate

Factory Overhead
= ————————————
No. of Units Produced

This method is most suitable in such industries where the production of
same grade is carried out.
6) MACHINE HOUR RATE:
Machine hour rate means the cost of expenses incurred in running a
Expended:
Spent

machine for one hour. It is one of the scientific methods of absorbing
factory expenses where the process of manufacturing are carried out by
machines. Under this method, overhead costs are allocated on the basis
of the number of hours a machine or machines are used for a particular
job. According to the Institute of Cost and Management Accountants,
England a machine hour rate is “an actual or Predetermined rate of cost
apportionment or overhead absorption, which is calculated by dividing
the cost to be apportioned or absorbed by the number of machine hours
expended or to expended.”
The machine hour rate is determined by dividing the amount of overhead
cost to be apportioned or absorbed by the number of machine hours.
Machine hour rate can be calculated as below :
Machine Hour Rate

Factory Overhead
= ———————————
Machine Hours

Calculation of Machine Hour Rate : The following steps are required
for computing the machine hour rate :
1)

Identify the overhead expenses relating to a specific machine or
group of machine in order to require for computing machine hour
rate.

2)

Each machine or group of machine treated as a cost centre.

3)

Manufacturing overhead or machine expenses are grouped into
two types :
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a) Fixed or Standing Charges
b) Variable Machine Expenses.
a)

Fixed or Standing Charges : Fixed or Standing Charges
which remain constant irrespective of the use of machine.
For example, rent, insurance charges, rates, supervision etc.

b)

Variable Machine Expenses : These expenses are variable
with use of the machine. For example, power, depreciation
repairs etc.

4)

An hourly rate of fixed or standing charges will be calculated by
totalling of fixed charges and dividing by the number of normal
hours worked by machine.

5)

Normal working hours are calculated by adding the cost relating to
non-productive time i.e. normal ideal time for maintenance and
setting up etc.

6)

Separate hourly rate for each machine expenses will be calculated.

7)

The total of the standing charges rate and machine expenses
rates per hour will give the machine hour rate.

Basis for apportionment of Machine Expenses
The following bases of apportionment of different expenses are required
to be considered for the calculation of machine hour rate :
Expenses

Basis

Fixed or Standing Expenses :
1) Rent and Rates

Floor area occupied by each machine.

2) Heating and Lighting

No. of points used or Floor area or
heating any machine

3) Supervision

Time spent on each machine

4) Lubricating Oil and

Machine hours, Past experience or

Consumable Stores

Capital value.

5) Insurance
Machine Expenses :
1. Depreciation

Value of Machine

2. Power

Horse power of each machine

3. Repairs

Cost of repairs spread over its working
life.
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Advantages
1)

It helps to measure the relative efficiency of different machines.

2)

It facilitates comparison of cost of operating different machines.

3)

It helps to ascertain idle time of machines relating to non-productive
time.

4)

It is the most desirable scientific method, where the time factor is
taken into account.

Disadvantages
1)

It involves more clerical labour in determining the number of
machine hours worked.

2)

It does not consider where the expenses not proportional to the
working hours of machines.

3)

It is very difficult to measure the machine hours where the works
are completed without operating any machinery.

EXERCISE : 4
Calculate machine hour rate of Machine X
Rs.
Consumable stores

600

Repairs

800

Heat and light

360

Rent

1,200

Insurance of building

4,800

Insurance of machines

800

Depreciation of machines

700

Room services

60

General charges

90

Normal working hours
Area of sq. feet.
Book value of machines

0

10,000 hours
100
12,000

Solution : 4
Computation of Machine Hour Rate for Machine X
Particulars

Total per hour

Rate per hour

Rs.

Rs.

Standing Charges :
Consumable stores
Heat and light (360 × 100/600)

600
60

Rent (1200 × 100/ 600)

200

Insurance of building (4800 × 100/600)

800

Insurance of Machine (800 ×12000 / 32000)

300

Room Service (60 ×100 / 600)

10

General charge (90 × 100 / 600)

15

Total Standing charges
1,985
Standing charges per hour —————— =
10,000

1, 985
0.199

Machine Expenses :
Repairs (800 / 10,000)

0.080

Depreciation of machines (135.48 / 10,000)

0.014

Machine Hour Rate

0.293

Working Notes
1)

Heat and light, rent, insurance of building, room service and general
charges have been distributed on the basis of floor area.

2)

Depreciation of machine has been calculated on the basis of book
value of machines and working hours, i.e. 10,000 × 12000 (or) 120
: 500 = 6 : 25.
700 × 6/ 31 = Rs. 135.48.

3)

Insurance of machine has been apportioned on the basis of book
value of machines.
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CHECK YOUR PROGRESS
Q3: Fill in the blanks
a. Under Direct Material Cost Method, the rate
of absorption is calculated on the basis of
………………………. cost method.
b. Direct Labour Cost Method is also termed as ………………...
Method.
c. Direct Labour Hours Method is designed to overcome the
objections of …………………….. cost method
d. Under Prime Cost Method, both ………………. cost and
…………………..cost are taken into account
e. Unit of Output Method is also termed as ………………………
of Cost Unit Rate method
f.

Machine hour rate means the cost of expenses incurred in
running a machine for ………………….hour.

7.6 UNDER ABSORPTION AND OVER ABSORPTION
OF OVERHEADS
Absorption of overhead may be based either on the actual rate
or predetermined rate. If the actual rates are used, the costs having
been actually incurred and overhead absorbed are equal. But in the
case of predetermined rates, the costs have been determined in advance
of incurrence of the overhead expenditure. This may lead to difference
of overhead incurred and overhead absorbed. Such a difference of
Overhead is said to be under absorption of overhead or over absorption
of overhead.
According, the term over absorption means that the amount of
overhead absorption is more than the actual is said to be over absorption
of overhead.
The term under absorption of overhead means that the amount
of overhead absorption is less than the actual overhead incurred is said
to be under absorption of overhead.
12

7.6.1 Cause of Under and Overhead Absorption of

Overhead
The following are some of the reasons for over and under
absorption of overheads:
1) Actual overhead cost incurred may be more or less than the
budgeted overhead.
2) Actual machine hours, labour hour and output may be lower
or higher than the budgeted or predetermined base.
3) Seasonal fluctuations.
4) Wrong computation of overhead absorption rate, output and
machine hours.
5) Under or Over utilization of production capacity.

7.6.2 Methods of Treatment for Overhead Adjustment
The following three important methods may be adopted for
overhead adjustment and disposal of over or under absorption of
overheads :
1)

Carrying Over of Overheads

2)

Application or use of supplementary rates

3)

Write off to Costing Profit and Loss Account.

1) Carrying Over of Overheads : Under this method, the
amount of over or under absorption is carry forward to the
next year. This method may be adopted in situation where
the normal business cycle extends for more than one year.
2) Application of Supplementary Rate : Under this method,
the supplementary rate is adopted when the amount of under
or over absorbed overheads is quite large. Supplementary
rate is calculated by dividing the amount of under or over
absorbed overheads by the actual base.
Amount of Under or Over Absorbed Overheads
Supplementary Rate = ———————————————————————
Actual Base

1

The supplementary rate may be used as positive supplementary
rate or negative supplementary rate. In the case of positive
supplementary rate it is intended to add under absorbed overhead
to cost of production. A negative rate, however, adjusted the cost
by deducting the amount of over absorbed overhead.
3) Write off to Costing Profit and Loss Account: Under this
method, if the amount of under or over absorbed overhead
is small it may be written off to Costing Profit and Loss
Account. If due to some abnormal factors, the amount of
under or over absorbed is large it should be transferred to
profit and Loss Account.

7.7 ADMINISTRATION, SELLING AND DISTRIBUTION
OVERHEADS
Administration Overhead: Administrative overhead are incurred in
general for management to discharge its functions of planning,
Organizing, controlling, co-ordination and directing. These expenses are
not specifically incurred. Thus, the overheads are collected under a
standing order number, allocated and apportioned to various cost centers
and units.
The administrative overhead is absorbed under any one of the following
methods :
1)

Transferring to Profit and Loss account

2)

Apportioning to Works Overheads

3)

Apportioning to selling Overheads.

Selling and Distribution Overhead: Selling and distribution expenses
are incurred for promoting sales, securing order, creating demand and
distribution of products or output from producers to the ultimate
consumers. The incidence of selling and distribution overheads depends
Amenable :
Open to being acted upon in
a certain way.
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on external factors such as distance of market, nature of competition
etc. which are beyond the control of management. They are dependent
upon customer’s behaviour, liking etc. These expenses are the nature

of policy costs and hence not amenable to control. The overhead rate
of selling and distribution overheads can be determined by any one of
the following basis:
a) A rate per article or unit of production
b) A percentage on the selling price of each article or production unit.
c) A percentage on the factory cost.

CHECK YOUR PROGRESS
Q4: What do you mean by under absorption and
over absorption of overheads?
.........................................................................
..................................................................................................
..................................................................................................
..................................................................................................
Q5. What do you mean by selling and distribution overhead and
administration overhead?
..................................................................................................
..................................................................................................
..................................................................................................
..................................................................................................

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

x

The distribution of the overhead cost to the cost centers or cost
units is known as Overhead Absorption.

x

In order to determine the absorption of overhead in costs of jobs,
products or process, a rate is calculated and it is called as
“Overhead Absorption Rate” or “Overhead Rate.”

x

The following are the important overhead absorption rates
generally employed :
1)

Actual Overhead Rate
15

x

2)

Predetermined Overhead Rate

3)

Blanket Overhead Rate

4)

Multiple overhead Rate

5)

Normal Overhead Rate

6)

Supplementary Overhead Rate

The following are the various methods of absorbing “Manufacturing
Overhead” depending upon the suitable basis selected for the
purpose:

x

1)

Direct Material Cost Method

2)

Direct Labour Cost Method

3)

Direct Labour Hours Method

4)

Prime Cost Method

5)

Unit of Output Method

6)

Machine Hour Rate Method

Over absorption means that the amount of overhead absorption
is more than the actual is said to be over absorption of overhead.

x

Under absorption of overhead means that the amount of overhead
absorption is less than the actual overhead incurred is said to be
under absorption of overhead.

x

Administrative overhead are incurred in general for management
to discharge its functions of planning, organizing, controlling, coordination and directing.

x

Selling and distribution expenses are incurred for promoting sales,
securing order, creating demand and distribution of products or
output from producers to the ultimate consumers.

7.9
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FURTHER READINGS

1.

Management Accounting:

Khan & Jain

2.

Cost Accounting :

Hongren

3.

Cost & Management Accounting:

Jain & Narang

4.

Cost Accounting:

B. Banerjee

7.10 ANSWERS TO CHECK YOUR
PROGRESS
Ans to Q1:

a. application b. historical

c. Normal Overhead Rate

d. Single Overhead e. actual production
Ans to Q2: The important overhead absorption rates generally employed
are as follows :
1)

Actual Overhead Rate

2)

Predetermined Overhead Rate

3)

Blanket Overhead Rate

4)

Multiple overhead Rate

5)

Normal Overhead Rate

6)

Supplementary Overhead Rate

Ans to Q3: a. direct material cost
b. Direct Wages
c. direct labour cost
d. material cost and direct labour
e. Production Unit Method
f. one
Ans to Q4: Over absorption means that the amount of overhead
absorption is more than the actual is said to be over absorption of
overhead.
Under absorption of overhead means that the amount of overhead
absorption is less than the actual overhead incurred is said to be
under absorption of overhead.
Ans to Q5: Selling and distribution expenses are incurred for
promoting sales, securing order, creating demand and distribution
of products or output from producers to the ultimate consumers.
Administrative overhead are incurred in general for management
to discharge its functions of planning, organizing, controlling, coordination and directing.
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7.11 MODEL QUESTIONS
Q1. Explain absorption of overhead.
Q2. What do you understand by overhead rates.
Q3. Briefly explain the different kinds of overhead absorption rates.
Q4. What do you understand by machine hour rate? How it is
computed?
Q5. What do you mean by absorption and over absorption of overhead?
Brief explain the methods of treatment of under or over absorption
of overheads.
Q6. Compute Machine hour rate from the following data :
Cost of machine Rs. 1,10,000
Installation charges Rs. 10,000
Estimated scrap value (after 15 years) Rs. 5,000
Rent and rates for the shop Rs. 200 P.M.
General lighting for the shop Rs. 300 P.M.
Insurance premium for the machine Rs. 960 P.a.
Repairs and maintenance Rs. 1000 P.a.
Power consumption 10 units per hour
Rate of power per 100 units Rs. 20
Estimated working hours per annum 2200 which include setting up
time of 200 hours.
Shop supervisor’s salary per month Rs. 600
The machine occupies d of the total area of the shop. The shop
supervisor is expected to devote 1/5the
of his time for supervising the machine.
[Ans : Machine hour rate : Rs 7.95]

*** ***** ***
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8.2
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8.3
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8.4

8.3.1
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8.3.2
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8.3.3
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8.3.4
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8.4.2
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8.5

Let Us Sum Up

8.6

Further Reading
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8.1 LEARNING OBJECTIVES
After going through this unit, you will be able to

x
x
x

discuss the meaning and definition of Job Costing
describe Batch costing and contract costing
explain the Elements of contract cost

8.2 INTRODUCTION
In this unit, we are going to discuss job costing and contract costing.
In job costing costs are collected and accumulated according to jobs,
contracts, products or work orders. Methods of Costing are broadly classified
19

into (1) Specific Order Costing and (2) Operating Costing. The term Specific
Order Costing refers to the basic costing method which is applicable where
the work consists of separate contracts, jobs or batches. The specific order
costing is further classified into Job Costing, Batch Costing and Contract
Costing. Again, Contract Costing is a special type of Job Costing where the
unit of cost is a single contract.
This unit will enlighten you with more details on these aspects.

8.3 MEANING AND DEFINITION OF JOB COSTING
Job Costing is that form of specific order costing which applies
to industries which manufacture products or render services against
specific orders such as civil contracts, construction works, automobile
repair shop, printing press, machine tool manufacturing. Ship building
and furniture making etc.
DEFINITION OF JOB COSTING : The term Job Costing may be defined
as “in Job Costing, costs are collected and accumulated according to
jobs, contracts, products or work orders. Each job is treated as a separate
entity for the purpose of costing. The material and labour costs are
complied through the respective abstracts and overheads are charged
on predetermined basis to arrive at the total cost.”

8.3.1 Features of Job order Costing
Some of the important features of this method of costing are
given below:
1.

Works or production is undertaken against the order of
customers.

2.

Production is not continuous process because each job is
accepted by work order basis and not for stock or future
sales.

3.

Each job is treated as a separate entity for the purpose of
costing.

4.

There is no uniformity in the flow of production because of
different production process.
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5.

Costs are collected and accumulated after the completion of
each job or products in order to find out profit or loss on
each job.

6.

The jobs differ from each other requiring separate work in
progress maintained for each job.

8.3.2 Objectives of Job Order Costing
The following are the important objectives of Job Costing:
1) Job Costing provides accurate Cost information for each job
or product.
2) It enables management to reduce the cost by making
comparison of each element of actual costs with estimated
ones.
3) It helps the management to measure the operational efficiency
and inefficiency for each job or works to take effective decision
making.
4) This method enables the management to provide proper
valuation of work in progress.

8.3.3 Advantages and disadvantages of Job Costing
The following are the various advantages of job order costing:
1) It helps the management in identifying profitable and
unprofitable jobs.
2) It provides the required information for the preparation of
estimates while submitting quotations for similar jobs.
3) It facilitates effective cost control by evaluating operational
efficiency of each job or work.
4) It helps management to fix the selling price of each order or
each job.
5) Spoilage and defective works can be easily identified with
each job or person.
6) It facilitates the application of cost-plus formula of pricing for
large contracts.
1

7) It facilitates the introduction of budgetary control of overheads,
since the overheads are charged on predetermined basis to
arrive at the total costs.
Disadvantages of job costing
There are some disadvantages of job costing cited below:
1) This method is relatively more labour intensive. Thus, it is an
expensive method.
2) With the increase in clerical work, there are chances for
committing more errors and mistakes.
3) Job Costing is essentially historical costing. It does not provide
for the control of cost unless it is combined with estimated
or standard costing system.
4) It is difficult to make cost comparison among different jobs
because each job has its own features.

8.3.4 Pre-requisites for Job Costing
In order to ensure the successful application of the Job Costing
method, it is essential to consider the following pre-requisites:
1) A sound production planning and controlling system.
2) An appropriate time booking and time keeping system to
avoid idle time.
3) Maintenance of necessary records with regard to job tickets,
work order, operation tickets, bills of materials and tools
requirements etc.
4) Appropriate methods of overhead apportionment and
absorption rate.
5) Effective designing and scheduling of production.

8.3.5 Job Costing Procedure
The procedure of Job costing that may be adopted for costing
purposes is briefly given below:
1) Customer’s Enquiry: Production or job order is executed on
the basis of enquiries received from the customers. The
routine enquiries may be related to expected estimated costs
22

to be incurred, quality to be maintained and duration for
production planning etc.
2) Quotation for the Job: As per the customer’s enquiry and
specifications of work or job, a responsible person is
preparing the estimates or quotation and price is fixed for a
specific job. And the same is conveyed to the customer
appropriately.
3) Customer’s Order: If the quotation is satisfactory to the
customer, he may place an order.
4) Production Order: As soon as an order is received, the
Production Planning and Controlling Department will make
out a production order. It is in the form of instructions issued
to the foremen to execute the order and to control its physical
progress. It contains all the information regarding the
production. Accordingly the production control department
assigns a production order number for each order or job.
5) Cost Accumulation: The Cost Accountant is responsible for
preparing a Job Cost Card on the basis of production order.
It is also termed as “Job Cost Sheet,” For each job the
costs are collected and recorded under separate production
order number. The sources of collection of costs are:
a)

Direct material can be identified or obtained either from
Bill of Materials or Requisition Slips or Invoices in the
case of direct purchases.

b)

Wages paid to direct labour is associated with a job
and can be identified or recorded with the help of Time
Sheet, Job Cards and Wage Analysis Sheet.

c)

Direct expenses are identified on the basis of direct
expenses vouchers.

d)

Overheads are apportioned on some predetermined
basis. It can be accumulated with the use of standing
order numbers or cost account numbers.
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6) Completion of Jobs: After the completion of a job, the final
report is sent to the costing department with regard to
charging of material, labour, and overheads which are to be
recorded on the job cost sheet. The actual cost recorded
under each element of cost is ascertained to find out the
total cost. Any deviations from the estimated costs are also
noted to take the corrective actions.
7) Profit or Loss on job: It is determined by comparing the
actual cost with the price obtained.

EXERCISE : 1
From the following details, you are required to
calculate the cost of Job No. 215 and find out the
price to give a profit of 25% on total cost
Materials Cost at Rs. 2000
Dept.

Wages

A

-

30 hours @ Rs. 3 Per hour

B

-

20 hours @ Rs. 2 Per hour

C

-

10 hours @ Rs. 5 Per hour

Overhead expenses for three departments were estimated as follows:
Variable Overheads
Dept

A

- Rs. 1,000 for 1,000 labour hours

B

- Rs. 6,000 for 3,000 labour hours

C

- Rs. 2,000 for 400 labour hours

Fixed Overheads
Estimated at Rs. 10000 for 5000 normal working hours.

2

Solution : 1
Job Cost Sheet (Job. No. 215)
Amounts Amounts
Rs.
Direct materials

Rs.
2000

Wages
Dept.

A = 30 hrs x Rs. 3

90

B = 20 hrs × Rs. 2

40

C = 10 hrs × Rs. 5

50

180

Variable Overheads
Dept.

Rs. 1,000
A = 30 x —————
1,000 hrs

30

Dept.

Rs. 6,000
B = 20 x —————
3,000 hrs

40

Dept.

Rs. 2,000
C = 10 x —————
400 hrs

50

120

Fixed Overheads
Rs. 10,000
60 hrs x —————
5,000 hrs

120

Total Cost

Profit 25% on total cost

2420

25
u 2,420
100

605

Selling Price = (605+2420)= Rs. 3,025
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CHECK YOUR PROGRESS
Q1. Mention

any

two

advantages

and

disadvantages of job costing.
.........................................................................
.........................................................................
..................................................................................................
Q2. Write two objectives of job costing.
..................................................................................................
..................................................................................................
..................................................................................................
..................................................................................................

8.4 CONCEPT OF CONTRACT COSTING
Contract Costing is a special type of job costing where the unit
of cost is a single contract. Contract itself is a cost centre and is
executed under the customer’s specifications. Contract Costing is defined
by the ICMA Terminology as “that form of specific order costing which
supplies where work is undertaken to customer’s special requirements
and each order is of long duration. The work is usually of constructional
nature.”
Contract Costing is also termed as “Terminal Costing”. The
principles of job costing are applicable to contract costing and are used
by such concerns of builders, public works contractors, constructional
and mechanical engineering firms and ship builders etc. undertake work
on a contract basis.

8.4.1 Features of Contract Costing
The following are the special features of Contract Costing:
1) The cost unit is a specific contract.
2) Each contract takes a long time to complete.
3) The work being of a constructional nature, the same is
executed at customer’s site, as per his specifications.
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4) Bulk of the materials are purchased and delivered direct to
the contract site or obtained from the central stores through
the requisition slips.
5) Generally specific portions of the contract are given to subcontractors.
6) Most of costs which are normally treated as indirect can be
identified specifically with a particular contract and are charged
to it as direct costs.
7) Overheads constitute only a very small proportion of the cost
of the contract. However, indirect costs consist mainly of
administrative cost of the central office.
8) Scale of operations and cost control become difficult due to
theft of materials, labour time utilization, pilferages etc.
9) The pay roll is prepared either at the site or at a central
administrative office.

8.4.2 Recording Cost on Contract or Costing Procedure
In contract costing, costs are allocated, collected and
accumulated according to the contract works. Each contract is
treated as a separate entity in which each contract account may
be maintained separately or in general ledge itself for the purpose
of costing and cost control. The following are the costing
procedures for different costs relating to the important expenses:
A) Materials:
(i) Contract Account is debited with the following
transactions relating to materials:
1)

Bulk of materials is purchased for a specific contract
from suppliers.

2)

Materials obtained from contractor’s central stores
through the requisition slips.

3)
4)

Materials transferred from one contract to another
contract.

Extraneous:

Value of materials remaining unutilized on site during

Not essential

the accounting year.
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(ii) Contract Account is credited with the following
transactions relating to materials:
1)

Materials returned under Materials Return Note.

2)

Sale of materials at site on account of some extraneous
reasons.

3)

Materials transferred to other contracts.

4)

Materials stolen or destroyed by fire.

5)

On completion, if a part of materials received from the
stores are returned.

(iii) Any profit or loss on materials account is transferred to
the Profit and Loss account:
1)

Sale price is different from the cost price.

2)

Resulting from the sale of materials at site.

3)

Resulting from the materials stolen or destroyed by
fire.

B) Labour: In the case of contract costing, all labour engaged
at site and the salaries and wages paid to the labour and
workers are treated as direct labour cost and debited to
Contract Account.
C) Direct Expenses: Most of the expenses like electricity,
insurance, telephone, postage, sub-Contracts, Architect’s fees
etc. can also be treated as direct cost, is debited to Contract
Account.
D) Overhead Cost: In the case of contract costing, overheads
incurred only an insignificant part of the total cost of contract
account. The nature office and administrative expenses of a
particular contract may be apportioned on suitable basis.
E) Plant and Machinery: For the use of plant and machinery
in a particular contract , the treatment of plant costs in any
of the two ways :
a)

Where a plant has been specially purchased for a
particular contract and will be exhausted at site, the
Contract Account should be debited with the cost of
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the plant. On the completion of the contact the residual
or written down value as shown by the Plant Ledger
b)

will be credited to the Contract Account.

Notional:

When the plant and machinery are required to the

Imaginary

contract site only for a shorter period, the contract
account should be debited with the notional amount of
depreciation based on some estimates to be charged
to the Contract Account.
F) Sub- Contracts: Sub-Contracts refer to some portions of
the specified work connected with the main contract, to be
done by the sub-contractor. For example, the work of painting,
special flooring, steel work etc. may be given to the subcontractors. Usually, sub-contract has been undertaken on
cost-plus basis and the cost of such sub-contract should be
treated as a direct charge and is debited to Contract Account.
G) Work Certified: In the case of the small contracts which
are completed within the shorter period, the contractor pays
the contract price on the completion of the contract. In the
case of contracts of long duration, the contract agreement
provides interim payment to the contractor. It is done on the
basis of Certificates issued by the contractee’s Surveyor,
Architect or Engineer. At the same time Contractee usually
does not pay to the full value of the work certified. A portion
of amount say 20% or 30% thereof shall be retained by the
Contractee. The money so retained is called as “Retention
Money.” This retention money is intented to ensure that the
contractor to complete the work as scheduled and according
to specifications. Money retained could also be used for
imposing penalties for faulty or delayed work. This amount
will be settled on the completion of the contract.
H) Work Uncertified : If the progress of a work is unsatisfactory
or the work has not reached the stipulated stage, though
certain work is completed, such work does not qualify for a
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certificate by the Contractee’s Architect or Surveyor and such
work is termed as “Work Uncertified.” It is valued at cost and
credited to contract Account and debited to Work in Progress
Account.
i)

Work in Progress : Work in progress includes the amount
of work certified and the amount of work uncertified. The
work in progress account will appear on the asset side of
the balance sheet. The amount of cash received from the
contractee and reserved for contingencies will be deducted
out of this amount.

8.4.3 Treatment of Profits or Loss on Contracts A/c.
The accounting treatment of profits or loss of contracts in the
following stages:
a) Profit or Loss on incomplete contracts
b) Profits or Loss on completed contracts
A) Profit or Loss on Incomplete Contracts
To determine the profits to be taken to Profit and Loss Account,
in the case of incomplete contracts, the following situations may
arise:
i)

Completion of Contract is Less than 25% : In this case,
no profit should be taken to profit and Loss Account.

ii) Completion of Contract is upto 25% or more but Less
than 50% : In this case, one-third of the notional profit, reduced
in the ratio of cash received to work certified, should be
transferred to profit and Loss Account. It can be expressed
as :
1
Cash Received
—— × Notional Profit × ————————
Work Certified
3
iii) Completion of Contract is upto 50% or more than but
less than 90%: In this case, two-third of the notional profit,
reduced in the ratio of cash received to work certified, should
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be transferred to Profit and Coss Account. It can be
expressed as :

2
Cash Received
u National Profit u
3
Work Certified
iii) Completion of Contract is upto 90% or more than 90%
i.e., it is nearing completion: In this case, the profit to be
taken to Profit and Loss Account is determined by determining
the estimated profit and using any one of the following formula:
a)

Work Certified
Estimated Profit = --------------------------Contract Price

Work Certified
Cash Received
b) Estimated Profit = --------------------------- x ----------------------------Contract Price
Work certified
(or)
Cash Received

? Estimated Profit = —————————
Contract Price
Cost of Work to Date
c) Estimated Profit = ————————————
Estimated Total Cost
Cost of Work to date
Cash Received
d) Estimated Profit = --------------------------- x --------------------------Estimated Total Cost
Work Certified
Work Certified
e) Normal Profit = -----------------------------------Contract Price
Escalation Clause: This clause is often provided in contracts as
safeguard against any likely changes in price or utilization of
material and labour. Such a clause in a contract would provide
that in the event of a specified contingency happening, the
contract price would be suitably enhanced by an agreed formula
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or factor. This clause is particularly necessary where the prices
of a certain raw material are likely to rise, where labour rates are
anticipated to increase, or where the quantity of material and
labour hours cannot be assessed properly or estimated unless
the job has progressed sufficiently.
Cost-Plus Contract: These contracts provide for the payment
by the contractee of the actual cost of manufacturing plus a
stipulated profit. The profit to be added to the cost may be fixed
amount or it may be a stipulated percentage of cost. These
contracts are generally entered into when at the time of undertaking
of a work, it is not possible to estimate it’s cost with reasonable
accuracy due to unstable condition of material, labour etc. or
when the work is spread over a long period of time and prices
of materials, rates of labour etc. are liable to fluctuate.
(B) Profits or Loss on Completed Contracts
When a contract is completed, the overall profit or loss on the
contract is transferred to the Profit and Loss Account.

EXERCISE : 2
The following are the expenses on a contract which
commences on 1st Jan. 2009
Materials purchased
Materials on hand
Direct wages

1,00,000
5,000
1,50,000

Plant issued

50,000

Direct expenses

80,000

The contract price was Rs. 15,00,000 and the same was duly received
when the contract was completed in August 2009. Charge indirect
expenses at 15% on wages, provide Rs. 10,000 for depreciation on
plant and prepare the contract account and the contractee’s account.

2

Solution : 2
Contract Account
Particulars

Amount Particulars

Amount

Rs.

Rs.

To Materials Purchased

1,00,000

By Materials on hand

To Direct Wages

1,50,000

By Plant on hand

To Direct Expenses

80,000

To Indirect Expenses

(Rs. 50,000 — 10,000)

40,000

By Contractors A/c

(15% on Wages)

22,500

To depreciation on Plant

10,000

To Profit & Loss A./c

5000

(Contract Price)

15,00,000

11,82,500
15,45,000

15,45,000

Contractee’s Account
Particulars

Amount Particulars

Amount

Rs.
To Contract A/c

15,00,000

Rs.
By Bank

15,00,000

15,00,000
15,00,000

CHECK YOUR PROGRESS
Q2. Write true or false for the following statements:
(i) Contract costing is also termed as balance
................................. costing. (True/False)
(ii) Escalation clause is provided as safeguard against any changes
in price of labour. (True/False)
(iii) When a contract is started, the overall profit or loss on the
contract is transferred to Profit and Loss account. (True/False)

8.5 LET US SUM UP
In this unit we have discussed job costing, its advantages and
disadvantages. We have also discussed contract costing, its special
33

features and how to record cost on contract costing procedure. There
is a detailed discussion on definition, features and job order costing
besides its advantages and disadvantages. Similarly, an attempt was
made to familiarize you to contract costing with details about its meaning
and special features. A few illustrations have been added in order to
have greater clarity to these concepts.

8.6

FURTHER READING

1.

Management Accounting:

Khan & Jain

2.

Cost Accounting :

Hongren

3.

Cost & Management Accounting:

Jain & Narang

4.

Cost Accounting:

B. Banerjee

8.7 ANSWERS TO CHECK YOUR
PROGRESS
Ans to Q1: Advantages:
1)

It helps the management in identifying profitable and
unprofitable jobs.

2)

It provides the required information for the preparation of
estimates while submitting quotations for similar jobs.

Disadvantages:
1)

This method is relatively more labour intensive. Thus, it is an
expensive method.

2)

With the increase in clerical work, there are chances for
committing more errors and mistakes.

Ans to Q2: Objectives:
1)

Job Costing provides accurate Cost information for each job
or product.

2)

It enables management to reduce the cost by making
comparison of each element of actual costs with estimated
ones.
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Ans to Q3: (i) False, (ii) True, (iii) True

8.8

MODEL QUESTIONS

Q1. What do you understand by Contract Costing?
Q2. Explain the essential features of Contract Costing?
Q3. Explain the important costing procedure of Contract Costing?
Q4. Write short notes on:
a) Sub-Contracts
b) Work Certified
c) Cost-plus contract
d) Escalation clause
e) Work Uncertified

*** ***** ***

3
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UNIT 9: PROCESS COSTING
UNIT STRUCTURE
9.1

Learning Objectives

9.2

Introduction

9.3

Process Costing- Basic Concepts
9.3.1

Meaning

9.3.2

Characteristics of process costing

9.3.3

Difference between Job Costing and Process Costing

9.3.4

Advantages and Disadvantages of Process Costing

9.4

Process Loss

9.5

Let Us Sum Up

9.6

Further Readings

9.7

Answers to Check

9.8

Model Questions.

Your Progress

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

•
•
•

explain Process Costing
describe difference between job costing and process costing
discuss the advantages and disadvantages of process costing.

9.2 INTRODUCTION
In the earlier unit we have discussed on Cost Sheet. Here we
are going to discuss about process costing. Process costing is an
accounting methodology that traces and accumulates direct costs, and
allocates indirect costs of a manufacturing process. Costs are assigned
to products, usually in a large batch, which might include an entire
month's production. Eventually, costs have to be allocated to individual
units of product. It assigns average costs to each unit, and is the opposite
extreme of Job costing which attempts to measure individual costs of
production of each unit.
7

9.3 PROCESS COSTING — BASIC CONCEPTS
Process costing is a type of operation costing which is used to
ascertain the cost of a product at each process or stage of manufacture.
Chartered Institutes of Management Accountants defines process costing
as "The costing method applicable where goods or services result from
a sequence of continuous or repetitive operations or processes. Costs
are averaged over the units produced during the period". Process costing
is suitable for industries producing homogeneous products and where
production is a continuous flow. A process can be referred to as the
sub-unit of an organization specifically defined for cost collection purpose.

9.3.1 Meaning
Process Costing is a method of costing. It is employed
where each similar units or production involved in different series
of process from conversion of raw materials into finished output.
Thus unit cost is determined on the basis of accumulated costs
of each operation or at each stage of manufacturing a product.
Charles T. Horngren defines process costing as “a method of
costing deals with the mass production of the like units that
usually pass the continuous fashion through a number of
operations called process costing.”
The application of process costing where industries
adopting costing procedure for continuous or mass production.
Textiles, chemical works, cement industries, food processing
industries etc. are the few examples of industries where process
costing is applied.

9.3.2 Characteristics of Process Costing
1)

Continuous or mass production where products which passes
through distinct process or operations.

2)

Each process is deemed as a separate operations or
production centre.

3)

Products produced are completely homogenous and
standardized.
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4) Output and cost of one process are transferred to the next
process till the finished product completed.
5) Cost of raw materials, labour and overheads are collected
for each process.
6) The cost of a finished unit is determined by accumulated of
all costs incurred in all the process divided by the number of
units produced.
7) The cost of normal and abnormal losses usually incurred at
different stages of production is added to finished goods.
8) The interconnected processes make the final output of byproduct or Joint products possible.

9.3.3 Difference between Job Costing and Process
Costing
Job Costing

Process Costing

1) Production is made against 1) Production is a continuous
specific order from the

process based on future

customers.

demand

2) Variety of products are

2) Homogenous products are

produced according

produced in large scale.

to specifications.
3) Output and costs are not

3) Output and costs are transferred

involved in any transactions

from one process to another

from one job to another.

process.

4) Cost control is more

4) Effective cost control is

difficult because each

possible because production

job is different from other.

is standardized.

5) Cost ascertainment and

5) Costs are collected and

determination of unit cost

accumulated at the end of

can be possible only when

the accounting period.

job is completed.
6) There is no question of

6) Work in progress is always

work in progress at the

there because production

beginning or end of the

is continuous.

period.
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9.3.4 Advantages and Disadvantages of Process Costing
Advantages
The main advantages of process costing are :
1)

Determination of the cost of process and unit cost is possible
at short intervals.

2)

Effective cost control is possible.

3)

Computation of average cost is easier because the products
produced are homogenous.

4)

It ensures correct valuation of opening and closing stock of
work in progress in each process.

5)

It is simple to operate and involve less expenditure.

Disadvantages
Apportionment:

1)

because costs are obtained on historical basis.

Distribution according to a plan

Computation of average cost does not give the true picture

2)

Operational weakness and inefficiencies on processes can
be concealed.

3)

It becomes more difficult

to apportionment of joint costs,

when more than one type of products manufactured.
4)

Valuation of work in progress is done on estimated basis, it
leads to inaccuracies in total costs.

5)

It is difficult to measure the performance of individual workers
and supervisors.

CHECK YOUR PROGRESS
Q1. Write any two differences between job costing
and process costing.
.........................................................................
.........................................................................
Q2. Mention any two advantages and disadvantages of process
costing.
.....................................................................................................
.....................................................................................................
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EXERCISE : 1
Following figures show the cost of A product passes
through three processes. In March 1000 units were
produced. Prepare the process accounts and find
out per unit of each process.
Process I

Process II

Process II

Rs.

Rs.

Rs.

Raw materials

50,000

30,000

20,000

Wages

30,000

25,000

25,000

Direct Expenses

7,000

3,000

5,000

Overhead expenses were Rs. 12,000 and it should be apportioned
on the basis of wages.
Solution : 1
Process I Account
Particulars

Units Amounts

Particulars

Units

Rs.

Rs.

7R 5DZ 0DWHULDOV 



%\3URFHVV,,$F

7R ZDJHV



2XWSXW WUDQVIHUUHG

7R 'LUHFW



# 5V   SHU

([SHQVHV

Amounts





1,000

91,500

XQLW


To Overhead
([SHQVHV
1,000

91,500
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Process II Account
Particulars

Units Amounts

Particulars

Units

Rs.
7R 3URFHVV ,, $F





Rs.
%\3URFHVV,,,$F

7UDQVIHUUHG IURP

2XWSXW WUDQVIHUUHG

3URFHVV ,

# 5V   SHU

7R 5DZ 0DWHULDOV



7R ZDJHV



7R 'LUHFW ([SHQVHV



7R 2YHUKHDG



Amounts









Units

Amounts

XQLW

([SHQVHV



Process III Account

Particulars

Units Amounts

Particulars

Rs.
7R 3URFHVV ,, $F





Rs.
%\ )LQLVKHG VWRFN

7UDQVIHUUHG IURP

2XWSXW WUDQVIHUUHG

3URFHVV ,,

# 5V   SHU

7R 5DZ 0DWHULDOV



7R ZDJHV



7R 'LUHFW ([SHQVHV



7R 2YHUKHDG











XQLW

([SHQVHV




9.4 PROCESS LOSSES
Process Losses may be defined as the loss of material occur at
different stages of manufacturing process. The following are the types
of losses unavoidable during the course of processing operations such
as :
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1) Normal Process Loss
2) Abnormal Process Loss
3) Abnormal Process Gain
4) Spoilage
5) Defectives
1)

Normal Process Loss : The cost of normal process loss in
practice is absorbed by good units produced under the process:
This is known as Normal Process Loss or Normal Wastage. For
example, evaporation, scrap, stamping process etc. The amount
realized by the sale of normal process loss units should be credited
to process account.

(2)

Abnormal Process Loss : The cost of an abnormal process loss
unit is equal to the cost of good unit. The total cost of abnormal
process loss is credited to process accounts from which it arises.
This is known as Abnormal Process Loss. Such loss may be
caused by breakdown of machinery, false production planning, lack
of effective supervision, substandard materials etc. Cost of
abnormal process loss is not treated as cost of the product. In
fact, the total cost of abnormal process loss is debited to Costing
Profit and Loss Account.

Computation of Abnormal Loss :
1RUPDO &RVW RI 1RUPDO RXWSXW
9DOXH RI $EQRUPDO /RVV   î 8QLWV RI $EQRUPDO /RVV
1RUPDO 2XWSXW
Where :
Quantity of Abnormal Loss

= Normal Output - Actual Output

Normal Output

= Input - Normal Loss

If actual output is less than normal output to balance represents Units
of Abnormal Loss.
(3)

Abnormal Process Gain : Abnormal Process Gain may be defined
as unexpected gain in production under normal conditions. The
process account under which abnormal gain arises is debited with
abnormal gain. The cost of abnormal gain is computed on the
basis of normal production.
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(4)

Spoilage : Normal Spoilage (i.e. which is inherent in operation)
costs are included in costs either by charging the loss due to
spoilage to the production order or by charging it to production
overhead so that it is spread over all the products. Any value
realized from the sale of spoilage is credited to production order
or production overhead account as the case may be. The cost of
abnormal spoilage is charged to Costing Profit and Loss Account.
When spoiled work is the result of rigid specification, the cost of
spoiled work is absorbed by good production while the cost of
disposal is charged to production overhead.

5)

Defectives : Defectives that are considered inherent in the process
and are identified as normal can be recovered by using the following
method.

•
•
•

Charged to goods products
Charged to general overheads
Charged to departmental overheads

If defectives are abnormal, they are to be debited to Costing Profit
and Loss Account.

CHECK YOUR PROGRESS
Q3. What are the different types of process loss?
...........................................................................
...........................................................................
..............................................................................................................
..............................................................................................................
..............................................................................................................
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UNIT 10: RECONCILIATION OF COST
UNIT STRUCTURE
10.1

Learning objectives

10.2

Introduction

10.3

Reconciliation of Cost and Financial Account

10.4

Importance of Reconciliation

10.5

Method of Reconciliation

10.6

Let Us Sum Up

10.7

Further Reading

10.8

Answers to Check Your Progress

10.9
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10.1 LEARNING OBJECTIVES
After going through this unit, you will be able to

•
•
•

explain Cost Control Accounts
describe Reconciliation of cost and Financial Account
explain different methods of Reconciliation.

10.2 INTRODUCTION
In this unit we will discuss reconciliation of Cost and financial
Accounts. Reconciliation of cost and financial accounts briefly means
tallying the profit or loss revealed by both sets of accounts. Then we will
discuss importance of reconciliation and different methods of
reconciliation.

10.3 RECONCILIATION OF COST AND FINANCIAL
ACCOUNT
In business concern where Non-integrated Accounting system is
followed, cost and financial accounts are maintained separately, the
difference between the ends results of these two are required to be
reconciled. Reconciliation of cost and financial accounts mean tallying
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the profit or loss revealed by both set of accounts. The chief aim is to
find out the reasons for the difference between the results shown by
Cost Accounts and Financial Accounts.
Reasons for the Difference
The various reasons which create difference between cost and financial
profit or loss shown by the two set of books may be listed under the
following heads:
1)

Items shown only in Financial Accounts

2)

Items shown only in Cost Accounts

3)

Absorption of Overheads

4)

Methods of Stock valuation

5)

Abnormal Loss and Gains

1)

Items shown only in Financial accounts: Some items of income
and expenses which are included only in financial accounts but
are not shown in cost accounts and vice versa. The following
items are shown in financial accounts but not in cost accounts:

(A)

(B)

Income:
1)

Profit on sale of fixed assets

2)

Interest received on investment

3)

Dividend received on investment

4)

Rent, brokerage and commission received

5)

Premium on issue of shares

6)

Transfer fees received.

Expenditure:
1)

Loss on sale of fixed assets, e.g. Plant and Machinery,
Building etc.
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2)

Interest Paid

3)

Discount paid

4)

Dividend Paid

5)

Losses due to scrapping of plant and machinery

6)

Penalties and fines

7)

Expenses of shares transfer fees

2)

8)

Parliamentary expenses written off

9)

Damages payable at law.

Items shown only in Cost Accounts : There are some items
which are recorded only in Cost Accounts but are not included in
financial accounts, national interest on capital, notional rent of
premises owned, salary to proprietor etc. are not recorded in
financial account because the amount is not actually spent or
paid. These expenses reduced the profit in cost account while in
financial account it may be the reverse effect.

3)

Absorption of Overheads: In financial accounts actual amount of
expenses paid are recorded while in cost accounts overheads are
charged at predetermined rates. If overhead charged are not equal
to the amount of overhead incurred the under or over absorption
of overhead leads to difference in profits of two accounts.

4)

Methods of Stock valuation: The term stock to opening or closing
stock of raw materials, work in progress and finished goods. In
financial accounts stocks are valued at cost price or market price
whichever is lower. In cost Account, stock of raw materials can be
valued on the basis of FIFO, LIFO and Simple Average method
etc., and work in progress may be valued at Prime Cost or Work
Cost. Finished stocks are generally valued on the basis of cost of
production. Thus, the adaptation of different method of valuation of
stock leads to difference in profits of two sets of accounts.

5)

Abnormal Losses and Gains: Different items of abnormal
wastages, losses or gains which are included in financial accounts
but are not recorded in cost accounts. Thus, the figures of abnormal
losses and gains may affect the results in financial accounts alone.

10.4 IMPORTANCE OF RECONCILIATION
Reconciliation of cost and financial account is necessary for the
following reasons:
1)

To ensure arithmetical accuracy of both set of accounts for effective
cost ascertainment and cost control.
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2)

To identify the reasons for different results in two sets of accounts.

3)

To evaluate the reasons for variations for effective internal control.

4)

To enable the smooth co-operation and co-ordination between the
activities of cost and financial accounting departments.

5)

To ensure the standardization of policies relating to stock valuation,
depreciation and absorption of overheads.

CHECK YOUR PROGRESS
Q1. Fill in the blanks with appropriate words:
(i)

Reconciliation of cost and financial accounts
mean -----------the profit or loss revealed by
both set of accounts.

(ii) Interest paid is a component of------------.
(iii) Reconciliation of cost and financial account is necessary to
identify the reasons for --------------in two sets of accounts.

10.5 METHOD OF RECONCILIATION
For reconciling the profit or loss a Reconciliation Statement or
Memorandum or reconciliation Account is prepared.
The following steps have to be taken for preparation of
Reconciliation Statement :
1)

Ascertain the extent of difference between the profit or loss disclosed
by two set of book of accounts.

2)

Take the base profit or loss as per any set of books (either cost
or financial) of accounts as the starting point.

3)

Prepare a statement by making suitable adjustment of items either
added or subtracted included in one set of accounts but not in the
other set.

4)

In other words, balances as per cost account has been taken as
the starting point, and then balance as per financial account is to
be adjusted according to the transaction recorded in the financial
accounts and vice versa.
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The following table will help to prepare the reconciliation of cost and
financial accounts:
Treatment of causes for Differences
6XLWDEOH $GMXVWPHQWV
%DVH LV &RVWLQJ
6 1R 5HDVRQV IRU 'LIIHUHQFHV

3URILW RU )LQDQFLDO 3URILW RI &RVWLQJ
/RVV   RU ²



/HVV ²

$GG 

/HVV ²

$GG 

/HVV ²

$GG 

/HVV ²

$GG 

/HVV ²

$GG 

/HVV ²

/HVV ²

$GG 

/HVV ²

$GG 

/HVV ²

$GG 

2YHU YDOXDWLRQ RI RSHQLQJ VWRFN
LQ &RVW $FFRXQW



$GG 

2YHU YDOXDWLRQ RI FORVLQJ VWRFN
LQ )LQDQFLDO $FFRXQW



/RVV   RU ²

2YHU DEVRUSWLRQ RI RYHUKHDG
LQ FRVW $FFRXQW



%DVH LV )LQDQFLDO

([FHVV SURYLVLRQ IRU GHSUHFLDWLRQ
RI EXLOGLQJ
3ODQW  PDFKLQHU\ HWF FKDUJHG
LQ &RVW $FFRXQW



,WHPV RI H[SHQVHV FKDUJHG LQ
&RVW $FFRXQW EXW QRW LQ )LQDQFLDO
$FFRXQWV ([DPSOH 1RWLRQDO
LQWHUHVW RQ FDSLWDO 1RWLRQDO UHQW
RQ 3UHPLVHV



,WHPV RI LQFRPH UHFRUGHG LQ
)LQDQFLDO $FFRXQW EXW QRW LQ
&RVW $FFRXQW



8QGHU DEVRUSWLRQ RI RYHUKHDG
LQ )LQDQFLDO $FFRXQW



2YHU YDOXDWLRQ RI RSHQLQJ VWRFN
LQ )LQDQFLDO $FFRXQW



2YHU YDOXDWLRQ RI FORVLQJ VWRFN
LQ &RVW $FFRXQW
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,WHP RI LQFRPH WD[ GLYLGHQG SDLG
SUHOLPLQDU\ H[SHQVHV ZULWWHQ RII
JRRGZLOO ZULWWHQ RII XQGHU ZULWLQJ
&RPPLVVLRQ DQG GHEHQWXUH
GLVFRXQW ZULWWHQ RII DQG DQ\

/HVV ²

$GG 

DSSURSULDWLRQ RI SURILW LQFOXGHG
LQ )LQDQFLDO $FFRXQW RQO\
Types of Problems
You are required to prepare a reconciliation of cost and financial account
from the following situations:
1)

When profit or loss of financial and cost account are given

2)

When profit or loss of financial account is given

3)

When profit or loss of cost account is given

4)

When profit and loss account and additional information are given.
Exercise : 1
The financial books of a company show a net profit
of Rs. 1, 27, 560 for the year ending 31st Dec. 2003.
The Cost Account shows a net profit of Rs. 1,33, 520
for the same corresponding period. The following facts
are brought to light :
5V

Factory overhead under recovered in costing A/c
Administration overhead over recovered in costing A/c

8,500

Depreciation charged in financial accounts

7,320

Depreciation recovered in cost A/c

7,900

Interest received but not included in cost A/c
Income Tax debited in financial A/c

50

11,400

900
1,200

Bank interest credit financial A/c

460

Stores adjustment credit in financial A/c

840

Rent charged in financial A/c

1,720

Dividend paid recorded in financial A/c

2,400

Loss of obsolescence charged in financial A/c

520

Solution : 1
Reconciliation Statement
3DUWLFXODUV

5V

3URILW DV SHU &RVW $FFRXQWV

5V


$GG 
$GPLQLVWUDWLRQ RYHUKHDG RYHU UHFRYHUHG
LQ &RVW $FFRXQW



'HSUHFLDWLRQ RYHU UHFRYHUHG LQ &RVW
$FFRXQW  ² 



,QWHUHVW UHFHLYHG EXW QRW LQFOXGHG LQ
&RVW $FFRXQW



%DQN LQWHUHVW FUHGLWHG LQ )LQDQFLDO $F



6WRUH DGMXVWPHQWV FUHGLWHG LQ )LQDQFLDO $F






/HVV 
)DFWRU\ RYHUKHDG XQGHU UHFRYHUHG LQ
&RVW$F



,QFRPH 7D[ UHFHLYHG EXW QRW LQFOXGHG
LQ &RVW$F



5HQW FKDUJHG LQ )LQDQFLDO $F



'LYLGHQW SDLG FKDUJHG LQ )LQDQFLDO $F



/RVV RI REVROHQFH FKDUJHG LQ
)LQDQFLDO $F
3URILW DV SHU )LQDQFLDO $FFRXQWV






1

CHECK YOUR PROGRESS
Q2. What is the first step for preparation of
Reconciliation Statement?
...........................................................................
...........................................................................
...........................................................................................................
...........................................................................................................

10.6 LET US SUM UP
In this unit we have discussed reconciliation of cost and financial
accounts. Reconciliation of cost and financial accounts mean tallying
the profit or loss revealed by both set of accounts. Reconciliation of
cost and financial account is necessary to ensure arithmetical accuracy
of both sets of accounts for effective cost ascertainment and cost control.

10.7 FURTHER READING
1.

Jain P K & Khan MY(2017); Management Accounting,7edition
Mcgraw Higher Ed, India

2.

Narang K.L. & Jain S.P.(2015), Cost Accounting, Kalyani Publications

3.

Narang K.L. & Jain S.P(2015), Cost And Management Accounting,

4.

Lal J & Srivastava S (2013), Cost & Management Accounting;
Mcgraw Higher Ed

5.

Banerjee(2013);Cost Accounting: Theory and Practice; PHI Learning
Pvt Ltd; New Delhi

10.8 ANSWERS TO CHECK YOUR
PROGRESS
Ans to Q1. (i) Tallying, (ii) expenditure, (iii) different results
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Ans to Q2. Ascertain the extent of difference between the profit or loss
disclosed by two set of book of accounts.

10.9 MODEL QUESTIONS

Q1. What do you understand by Reconciliation of Cost and Financial
Accounts?
Q2. Briefly explain the reasons for the difference between profit and
loss as per cost accounts and financial accounts.
Q3. What are the important Reconciliation Statements?
Q4. Explain briefly the methods of preparation of reconciliation statement
of cost and financial profit.
Q5. List out the different items of income and expended which are
included in financial account but ignore in cost account.

*** ***** ***
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