CA MENTORING PROGRAM
CA RAVI AGARWAL

CAMENTORING PRoGp,,

CAINTER

COSTING &
MANAGEMENT
ACCOUNTING

COMPILERA4.0

MAIN HIGHLIGHTS

@ Full Coverage of ICAI Study Mat for Mc
@ Includes All lllustrations, Theory & Prac

@ All Past Papers, MTPs & RTPs included

For latest videos and update Subscribe Youtube Channel
https://youtube.com/MissionCAwithCARaviAgarwal

CA RAVI AGARWAL

www.caraviagarwal.com
+91-8334866117



STAR PERFORMERS OF CA RAVI AGARWAL'S MENTORING PROGRAM

CA YATHARTH BAPHNA (AIR32) CA PRA'I‘IMA GARG (AIR42) CA MONIKA A.GGARWAI. (AIR44)

JOIN THE MENTORING PROGRAM BY CA RAVI AGARWAL
TO CRACK YOUR CA EXAMS IN ONE ATTEMPT

WhatsApp

SUBSCRIBE TO “MISSION CA WITH CA RAVI AGARWAL”
YOUTUBE CHANNEL FOR MOTIVATIONAL VIDEOS AND LATEST
UPDATES REGARDING CA COURSE.

DON'T MIs$ A VIDEO ANYMORE. SUBSCRIBE NOW AND HIT THE
BELL ICON TO GET NOTIFICATIONS ON LATEST VIDEOS.

You Tube

N\

https://www.youtube.com/channel/UCjY29wOYPP3nlKoeb43mY-A

J



https://www.caraviagarwal.com/
https://wa.me/918334866117
https://www.youtube.com/channel/UCjY29w0YPP3nlKoeb43mY-A

CA | / /

MENTORING FOR
CA STUDENTS

BY FOUNDER MENTOR
CA RAVI AGARWAL

JOIN THE LEAGUE OF AlRs

ENROLLMENT IN PROGRESS FOR MAY 2022 & NOV 2022 . »

OUR STAR PERFORMERS

N

CA Shruti PS (AIR 9) CATanay Agarwal (AIR 32)

CA Yatharth Baphna CA Pratima Garg CA Monika Aggarwal
(AIR 42) (AIR 42) (AIR 44)

JOIN MENTORING BY CA RAVI AGARWAL
& CRACK YOUR CA EXAMS IN ONE ATTEMPT

caraviagarwal.com For more info. Whatsapp us at
Zallell D camentoringprogram.org +91-8334866117



https://www.caraviagarwal.com/

PAPER 3 - COST AND MANAGEMENT ACCOUNTING SIGO R ERZOERINIGOSIHING,

CA Ravi Agarwal’s
CA INTER COSTING MA COMPILER 4.0

DISCLAIMER

This work of compilation done by CA Ravi Agarwal and Team is solely for fulfilling the motive of
benefitting the students. ALL THE QUESTIONS AND THEIR SOLUTIONS ARE TAKEN FROM MATERIAL
ISSUED BY THE INSTITUTE OF CHARTERED ACCOUNTANTS OF INDIA (ICAlI) AND WE DO NOT CLAIM ANY
COPYRIGHTS OR ANY SORT OF RIGHTS OVER THE CONTENT IN THIS MATERIAL. No liability arising out of
use of this material will be accepted by us.

NOTE FOR STUDENTS

All the questions and its solutions are taken from the latest material available on Institute Website as in
the month of DEC 2021. Any further updates / amendments / changes in syllabus or provisions or
concepts are to be incorporated by the students timely as issued by ICAl. We will try our level best to
cover up such changes in the future version of this material, but it is advisable for the students to do it
on their own to save time.

We welcome your feedback in the form or suggestions or reporting of errors if any in this file. If you wish
to communicate with us then please mail us visit www.caraviagarwal.com and use the Contact Us
section and fill up the form for the same.
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CHAPTER-1 INTRODUCTION TO COST AND
MANAGEMENT ACCOUNTING

ILLUSTRATION 1: (Segregation of fixed cost and variable cost)

Sales value Total cost
(Rs.) (Rs.)

At the Highest volume 1,40,000 72,000

At the Lowest volume 80,000 60,000
60,000 12,000

Thus, Variable Cost (Rs. 12,000/Rs. 60,000)
=1/5 or 20% of sales value = Rs. 28,000 (at highest volume)

Fixed Cost Rs. 72,000 — Rs. 28,000 i.e., (20% of Rs. 1,40,000) = Rs. 44,000.

Alternatively, Rs. 60,000 — Rs. 16,000 (20% of Rs. 80,000) = Rs. 44,000.

ILLUSTRATION 2: (Segregation of fixed cost and variable cost)

Suppose last month the total semi-variable expenses amounted to Rs. 3,000.

If the degree of variability is assumed to be 70%, then variable cost = 70% of Rs. 3,000 = Rs. 2,100.

Fixed cost = Rs. 3,000 — Rs. 2,100 = Rs. 900.

Now in the future months, the fixed cost will remain constant, but the variable cost will vary according to
the change in production volume.

Thus, if in the next month production increases by 50%, the total semi-variable expenses will be:

Fixed cost of Rs. 900, plus variable cost viz., Rs. 3,150 i.e., (Rs. 2,100 (V.C.) plus 50% increase of V.C. i.e., Rs.
1,050) =, Rs. 4,050.

ILLUSTRATION 3: (Segregation of fixed cost and variable cost)

Level of activity

Capacity % 60% 80%
Volume (Labour hours) or ‘x’ 150 200
Semi-variable expenses Rs. 1,200 Rs. 1,275
(maintenance of plant) or ‘y’
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Substituting the values of ‘x’ and ‘y’ in the equation, y = mx + ¢, at both the levels of activity, we get
1,200=150m +c

1,275=200m + ¢

On solving the above equations, we get the value of ‘¢’

Fixed cost or ‘c’ = Rs. 975 and Variable cost or ‘m’ = Rs. 1.50 per labour hour.
MULTIPLE CHOICE QUESTIONS

1. is anything for which a separate measurement is required.
(a) Cost unit

(b) Cost object

(c) Cost driver

(d) Cost centre

ANSWER 1-B

2. Which of the following is true about Cost control:

(a) It is a corrective function

(b) It challenges the set standards

(c) It ends when targets achieved

(d) It is concerned with future

ANSWER 2-C

3. Cost units used in power sector is:
(a) Kilo meter (K.M)

(b) Kilowatt-hour (kWh)

(c) Number of electric points

(d) Number of hours
ANSWER 3-B
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4. Processes Costing method is suitable for

(a) Transport sector

(b) Chemical industries

(c) Dam construction

(d) Furniture making

ANSWER 4-B

5. Distinction between direct cost and indirect cost is an example of ___ classification
(a) By Element

(b) By Function

(c) By Controllability

(d) By Variability

ANSWER 5-A

6. The advantage of using IT in Cost Accounting does not include:
(a) Integration of various functions

(b) Stock needs to be reconciled with Goods Received Note

(c) Reduction in multicity of documents

(d) Customised reports can be prepared.

ANSWER 6-B

7. A taxi provider charges minimum Rs. 80 thereafter Rs. 12 per kilometer of distance travelled, the
behaviour of conveyance cost is:

(a) Fixed Cost

(b) Semi-variable Cost
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(c) Variable Cost
(d) Administrative cost.

ANSWER 7-B

8. A Ltd. has three production department, and each department has two machines, which of the
following

cannot be treated as cost centre for cost allocation:

(a) Machines under the production department

(b) Production departments

(c) Both Production department and machines

(d) A Ltd.
ANSWER 8-D

9. Which of the following is an example of functional classification of cost:
(a) Direct Material Cost

(b) Fixed Cost

(c) Administrative Overheads

(d) Indirect Overheads.

ANSWER 9-C

10. Ticket counter in a Railway Station is an example of
(a) Cost Centre

(b) Revenue Centre

(c) Profit Centre

(d) Investment Centre
ANSWER 10-B
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Theoretical Questions

1. DESCRIBE the main objectives of introduction of a Cost and Management Accounting System in a
manufacturing organization

ANSWER 1
The main objectives of Cost and Management accounting are explained as below:

(i) Ascertainment of Cost: The main objective of Cost Accounting is accumulation and ascertainment of
cost. Costs are accumulated, assigned and ascertained for each cost object. This cost object may be a unit,
job, operation, process, department or service.

(ii) Determination of Selling Price and Profitability: The cost accounting system helps in determination of
selling price and thus profitability of a cost object. Though in a competitive business environment selling
prices are determined by external factors but cost accounting system provides a basis for price fixation
and rate negotiation.

(iii) Cost Control: Maintaining discipline in expenditure is one of the main objectives of a good cost
accounting system. It ensures that expenditures are in consonance with predetermined set standard and
any variation from these set standards is noted and reported on continuous basis. To exercise control
over cost, following steps are followed:

(a) Determination of pre-determined standard or results:

(b) Measurement of actual performance:

(c) Comparison of actual performance with set standard or target:
(d) Analysis of variance and action:

(iv) Cost Reduction: It may be defined "as the achievement of real and permanent reduction in the unit
cost of goods manufactured or services rendered without impairing their suitability for the use intended or
diminution in the quality of the product."

(v) Assisting management in decision making: Cost and Management Accounting by providing relevant
information, assist management in planning, implementing, measuring, controlling and evaluating of
various activities. A robust cost and management accounting system provides internal and external
information to the industry which will be relevant for decision making.

2. Discuss the different cost centres that on organization can have?
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ANSWER 2
The cost centres are of two types: (a) Standard Cost Centre and (b) Discretionary Cost Centre

(a) Standard Cost Centre: Cost Centre where output is measurable and input required for the output can
be specified. Based on a well-established study, an estimate of standard units of input to produce a unit of
output is set. The actual cost for inputs is compared with the standard cost. Any deviation (variance) in cost
is measured and analysed into controllable and uncontrollable cost. The manager of the cost centre is
expected to comply with the standard and held responsible for adverse cost variances. The input-output
ratio for a standard cost centre is clearly identifiable.

(b) Discretionary Cost Centre: The cost centre whose output cannot be measured in financial terms, thus
input-output ratio cannot be defined. The cost of input is compared with allocated budget for the activity.
Examples of discretionary cost centres are Research & Development department, Advertisement
department where output of these department cannot be measured with certainty and co-related with
cost incurred on inputs.

3. DISCUSS cost classification based on variability and controllability.
ANSWER 3

COST CLASSIFICATION BASED ON VARIABILITY

(a) Fixed costs— These are the costs which are incurred for a period, and which, within certain output and
turnover limits, tend to be unaffected by fluctuations in the levels of activity (output or turnover). They do
not tend to increase or decrease with the changes in output. For example, rent, insurance of factory
building etc., remain the same for different levels of production.

(b) Variable Costs— These costs tend to vary with the volume of activity. Any increase in the activity results
in an increase in the variable cost and vice-versa. For example, cost of direct material, cost of direct labour,
etc.

(c) Semi-variable costs— These costs contain both fixed and variable components and are thus partly
affected by fluctuations in the level of activity.

COST CLASSIFICATION BASED ON CONTROLLABILITY

(a) Controllable Costs: - Cost that can be controlled, typically by a cost, profit or investment centre
manager is called controllable cost. Controllable costs incurred in a particular responsibility centre can be
influenced by the action of the manager heading that responsibility centre. For example, direct costs
comprising direct labour, direct material, direct expenses and some of the overheads are generally
controllable by the shop floor supervisor or the factory manager.

(b) Uncontrollable Costs - Costs which cannot be influenced by the action of a specified member of an
undertaking are known as uncontrollable costs. For example, expenditure incurred by, say, the tool room is
controllable by the foreman in-charge of that section but the share of the tool-room expenditure which is
apportioned to a machine shop is not controlled by the machine shop foreman.
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4. DISCUSS the essential features of a good cost accounting system?
ANSWER 4
The essential features, which a good cost accounting system should possess, are as follows:

(a) Informative and simple: Cost accounting system should be tailor-made, practical, simple and capable of
meeting the requirements of a business concern. The system of costing should not sacrifice the utility by
introducing inaccurate and unnecessary details.

(b) Accurate and authentic: The data to be used by the cost accounting system should be accurate and
authenticated; otherwise it may distort the output of the system and a wrong decision may be taken.

(c) Uniformity and consistency: There should be uniformity and consistency in classification, treatment
and reporting of cost data and related information. This is required for benchmarking and comparability of
the results of the system for both horizontal and vertical analysis.

(d) Integrated and inclusive: The cost accounting system should be integrated with other systems like
financial accounting, taxation, statistics and operational research etc. to have a complete overview and
clarity in results.

(e) Flexible and adaptive: The cost accounting system should be flexible enough to make necessary
amendment and modifications in the system to incorporate changes in technological, reporting, regulatory
and other requirements.

(f) Trust on the system: Management should have trust on the system and its output. For this, an active
role of management is required for the development of such a system that reflects a strong conviction in
using information for decision making.

5. DESCRIBE the factors which are to be considered before installing a system of cost accounting.
ANSWER 5
Before setting up a system of cost accounting the factors mentioned below should be studied:

(a) Objective: The objective of setting up the costing system, for example whether it is being introduced
for fixing prices or for establishing a system of cost control.

(b) Nature of Business or Industry: The industry in which the business is operating. Every business or
industry has its own uniqueness and objectives. According to its cost information requirement, cost
accounting methods are followed. For example, an oil refinery maintains process wise cost accounts to find
out the cost incurred on a particular process, say in crude refinement process etc.

(c) Organisational Hierarchy: Costing system should fulfil the information requirements of different levels
of management. Top management is concerned with the corporate strategy, strategic level management is
concerned with marketing strategy, product diversification, product pricing etc. Operational level
management needs the information on standard quantity to be consumed, report on idle time etc.
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(d) Knowing the product: Nature of the product determines the type of costing system to be implemented.
The product which has by-products requires costing system which accounts for by-products as well. In case
of perishable or short self- life products, marginal costing is appropriate to know the contribution and
minimum price at which products could be sold.

(e) Knowing the production process: A good costing system can never be established without the
complete knowledge of the production process. Cost apportionment can be done on the most appropriate
and scientific basis if a cost accountant can identify degree of effort or resources consumed in a particular
process. This also includes some basic technical know-how and process peculiarity.

(f) Information synchronisation: Establishment of a department or a system requires substantial amount
of organisational resources. While drafting a costing system, information needs of various other
departments should be taken into account. For example, in a typical business organisation accounts
department needs to submit monthly stock statement to its lender bank, quantity wise stock details at the
time of filing returns to tax authorities etc.

(g) Method of maintenance of cost records: The organization must determine beforehand the manner in
which Cost and Financial accounts could be inter-locked into a single integral accounting system and how
the results of separate sets of accounts i.e. cost and financial, could be reconciled by means of control
accounts.

(h) Statutory compliances and audit: Records are to be maintained to comply with statutory requirements
and applicable cost accounting standards should be followed.

(i) Information Attributes: Information generated from the Costing system should possess all the

attributes of useful information i.e. it should be complete, accurate, timely, relevant. to have an effective
management information system (MIS).

6. DISCUSS the four different methods of costing along with their applicability to concerned industry.

ANSWER 6
The following table summarises the various methods of costing applied in different industries:
Nature of Output Method Cost Examples of Industries
A Series of Processes Process costing or For each process Sugar
Operation Costing
Construction of building | Contract Costing For each contract Real estate
Similar units of a Single | Unit or output or For the entire activity, Cold Drinks S
Product, produced by Single Costing but averaged for the
Single Process output
Rendering of Services Operating Costing For all services Hospitals
Customer Job Costing For each order/ Advertising
Specifications: assignment/job
single Unit
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Consisting of multiple Multiple Combination of Car
varieties of activities Costing any method Assembly
and

processes

7. STATE the method of costing and the suggested unit of cost for the following industries:
(a) Transport

(b) Power

(c) Hotel

(d) Hospital

(e) Steel

(f) Coal

(g) Bicycles

(h) Bridge Construction
(i) Interior Decoration
(j) Advertising

(k) Furniture

(1) Brick-works

ANSWER 7
Nature of industries | method of costing unit of cost
(a) Transport Operating Costing Passenger- kilometer
(b) Power Operating Costing Kilo- watt hour (kWh) ~
(c) Hotel Operating Costing Room/meal -
(d) Hospital Operating Costing Patient day
(e) Steel Single or Output Costing Ton
(f) Coal Single or Output Costing Tonne/ton
(g) Bicycles Multiple Costing Number
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(h) Bridge Contract Costing Contract, job

Construction

(i) Interior Job Costing Chargeable hour, job, contract
Decoration

(j) Advertising Job Costing Chargeable hour, job, contract
(k) Furniture Job Costing Chargeable hour, job, contract
() Brick-works Single or Output Costing 1,000 bricks

8. WRITE a note on the following, indicating in which kinds of industries or undertakings, the different
methods could be suitably applied:

(a) Single or output costing
(b) Batch Costing

(c) Process costing

(d) Operating Costing

(e) Contract Costing

(f) Multiple Costing
ANSWER 8

Methods
(a) Single or output costing Under this method, the cost of a product is ascertained, the product
being the only one produced like bricks, coals, etc.

(b) Batch Costing This method is the extension of job costing. A batch may represent a
number of small orders passed through the factory in batch. Each
batch here is treated as a unit of cost and thus separately costed.
Here cost per unit is determined by dividing the cost of the batch by
the number of units produced in the batch.

(c) Process costing Under this method, the cost of completing each stage of work is
ascertained, like cost of making pulp and cost of making paper from
pulp. In mechanical operations, the cost of each operation may be
ascertained separately; the name given is operation costing.

12
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(d) Operating Costing It is used in the case of concerns rendering services like transport,
supply of water, retail trade etc.
(e) Contract Costing Under this method, the cost of each contract is ascertained

separately. It is suitable for firms engaged in the construction of
bridges, roads, buildings etc.

(f) Multiple Costing It is a combination of two or more methods of costing outlined above.
Suppose a firm manufactures bicycles including its components; the
parts will be costed by the system of job or batch costing but the cost
of assembling the bicycle will be computed by the Single or output
costing method. The whole system of costing is known as multiple
costing.

13
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CHAPTER 2: MATERIAL COST

ILLUSTRATION 1
An invoice in respect of a consignment of chemicals A and B provides the following information:

(Rs.)
Chemical A: 10,000 kgs. at Rs. 10 per kg. | 1,00,000
Chemical B: 8,000 kgs. at Rs. 13 per kg. 1,04,000
Basic custom duty @ 10% (Credit is not | 20,400

allowed)
Railway freight 3,840
Total cost 2,28,240

A shortage of 500 kgs. in chemical A and 320 kgs. in chemical B is noticed due to normal breakages. You
are required to COMPUTE the rate per kg. of each chemical, assuming a provision of 2% for further
deterioration.

SOLUTION

Working:

Computation of effective quantity of each chemical available for use

Chemical A (kg.) Chemical B (kg.)
Quantity purchased 10,000 8,000
Less: Shortage due to normal breakages 500 320
9,500 7,680
Less: Provision for deterioration 2% 190 153.6
Quantity available 9,310 7,526.4

Statement showing the computation of rate per kg. of each chemical

Chemical A Chemical B
(Rs.) (Rs.)
Purchase price 10,000@ Rs.10 per kg, 8,000@Rs.13 | 1,00,000 1,04,000
per kg s
Add: Basic Custom Duty @10% 10,000 10,400
Add: Railway freight 2,133 1,707
(in the ratio of quantity purchased i.e., 5:4)
Total cost (A) 1,12,133 1,16,107
Effective Quantity (see working) (B) 9,310 kg. 7,526.4 kg.
Rate per kg. (A + B) 12.04 15.43
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ILLUSTRATION 2 At WHAT price per unit would Part No. A 32 be entered in the Stores Ledger, if the
following invoice was received from a supplier:

Invoice (Rs.)
200 units Part No. A32 @ Rs. 5 1,000.00
Less: 20% discount (200.00)
800.00
Add: IGST @ 12% 96.00
896.00
Add: Packing charges (5 non-returnable boxes) 50.00
946.00

(i) A 2 per cent cash discount will be given if payment is made in 30 days. (ii) Documents substantiating
payment of IGST are enclosed for claiming Input credit.

SOLUTION

Computation of cost per unit

Net purchase Price 800.00

Add: Packing charges (5 non-returnable boxes) 50.00
850.00

No. of units purchased 200 units

Cost per unit 4.25

Note: (i) Cash discount is treated as interest and finance charges, hence, it is not considered for valuation
of material. (ii) Input credit is available for IGST paid; hence it will not be added to purchase cost.

ILLUSTRATION 3

CALCULATE the Economic Order Quantity from the following information. Also state the number of
orders to be placed in a year.

Consumption of materials per annum : 10,000 kg.

Order placing cost per order : Rs. 50

Cost per kg. of raw materials : Rs. 2

Storage costs : 8% on average inventory

15

SOLUTION
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£0Q _ |2><:Ax0
V ¢
A = Units consumed during year = 10,000
0 = Ordering cost per order = 50
C = Inventory carrying cost per unit per annum. = 8% of ¥ 2
5x10000<50  2x10,000x50x 25
EO = |t . =2,500k
Q B \ 4 g
V' oo

Total consumption of materials per annum

EOQ

No. of orders to be placed in a year =

= 10.000kg. — 4 Orders per year
2,500kg.

ILLUSTRATION 4

(i) COMPUTE E.O.Q. and the total variable cost for the following:
Annual Demand = 5,000 units

Unit price = Rs. 20.00

Order cost = Rs. Rs16.00

Storage rate = 2% per annum

Interest rate = 12% per annum

Obsolescence rate = 6% per annum

(ii)) DETERMINE the total cost that would result for the items if a new price of Rs. 12.80 is used.
SOLUTION

(i) Carrying cost (C) = Storage rate = 2%

Interest Rate = 12%

Obsolescence Rate = 6%

Total = 20% per annum

C =20% of Rs.Rs 20 = Rs.Rs 4 per unit per annum.

2x5000x16
£0.Q - # - %:\MO,OOO:ZOOWHS
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Total cost:

Purchase price of 5,000 units @ Rs. 20.00 per unit = Rs. 1,00,000
Ordering cost ==25 orders @ Rs. 16 = Rs. 400 2005000

Carrying cost of average Inventory ==100 units @ Rs. 4 = Rs. 400 2200
Total cost Rs. 1,00,800
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(ii) If the new price of Rs. 12.80 is used:
C=20% of 12.80 = Rs. 2.56 per unit per annum.

EO.Q. = ,fw = 250 units
2.56

Total cost:

Purchase price of 5,000 units @ Rs. 12.80 per unit = Rs. 64,000

Ordering cost == 20 orders @ Rs.Rs 16 = Rs. 320

Carrying cost (of average inventory) = =125 units @ Rs. 2.56= Rs. 320 2502
Total variable cost Rs. 64,640

ILLUSTRATION 5
Two components, A and B are used as follows:

Normal usage 50 per week each

Maximum usage 75 per week each

Minimum usage 25 per week each

Re-order quantity A: 300; B: 500

Re-order period A: 4 to 6 weeks B: 2 to 4 weeks

CALCULATE for each component
(a) Re-ordering level,

(b) Minimum level,

(c) Maximum level,

(d) Average stock level.

SOLUTION

(a) Re-ordering level:

Maximum usage per week x Maximum delivery period.
Re-ordering level for component A = 75 units x 6 weeks = 450 units
Re-ordering level for component B = 75 units x 4 weeks = 300 units

17

(b) Minimum level:

Re-order level — (Normal usage x Average period)

Minimum level for component A = 450 units — (50 units x 5 weeks) = 200 units
Minimum level for component B = 300 units — (50 units x 3 weeks) = 150 units
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(c) Maximum level:

Re-order level + Re-order quantity — (Min. usage x Minimum period)

Maximum level for component A = (450 units + 300 units) — (25 units x 4 weeks) = 650 units
Maximum level for component B = (300 units + 500 units) — (25 units x 2 weeks) = 750 units

(d) Average stock level:

% (Minimum + Maximum) stock level

Average stock level for component A = % (200 units + 650 units) =425 units.
Average stock level for component B = % (150 units + 750 units) =450 units.

ILLUSTRATION 6

From the details given below, CALCULATE:

(i) Re-ordering level

(ii) Maximum level

(iii) Minimum level

(iv) Danger level.

Re-ordering quantity is to be calculated on the basis of following information:

Cost of placing a purchase order is Rs. 20

Number of units to be purchased during the year is 5,000

Purchase price per unit inclusive of transportation cost is Rs. 50

Annual cost of storage per units is Rs. 5.

Details of lead time : Average- 10 days, Maximum- 15 days, Minimum- 5 days.
For emergency purchases- 4 days.

Rate of consumption : Average: 15 units per day,

Maximum: 20 units per day.

SOLUTION

Basic Data:

A (Number of units to be purchased annually) = 5,000 units

O (Ordering cost per order) = Rs. 20

C (Annual cost of storage per unit) =Rs. 5

Purchase price per unit inclusive of transportation cost = Rs. 50.

18

Computations:

(i) Re-ordering level = Maximum usage per period x Maximum lead time
(ROL) = 20 units per day x 15 days = 300 units
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(ii)) Maximum level = ROL + ROQ — [Min. rate of consumption x Min.
(Refer to working notes1 and 2) lead time]

=300 units + 200 units — [10 units per day x 5 days]

= 450 units

(iii) Minimum level = ROL — Average rate of consumption x Average re- order-period
=300 units — (15 units per day x 10 days) =150 units

(iv) Danger level = Average consumption x Lead time for emergency purchases
= 15 units per day x 4 days = 60 units

Working Notes:
1. Minimum rate of consumption per day

Minimumrate of Maximum rate of
. + .
Av.rateof  consumption consumption
consumption 2

X units/day + 20 units per day or
2
2. Re-order Quantity (ROQ) or Economic Order Quantity (EOQ) =
/2><5J000 units x 20
\

15 units per day = X = 10 units per day.

=200 units

ILLUSTRATION 7

M/s Tyrotubes trades in four wheeler tyres and tubes. It stocks sufficient quantity of tyres of almost
every vehicle. In year end 2019-20, the report of sales manager revealed that M/s Tyrotubes
experienced stock-out of tyres.

The stock-out data is as follows:

Stock-out of Tyres | No. of times of Stock Out

100 2

80 5

50 10

20 20 -
10 30

0 33

M/s Tyrotubes loses Rs. 150 per unit due to stock-out and spends Rs. 50 per unit on carrying of
inventory.
DETERMINE optimum safest stock level.
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SOLUTION

Computation of Stock-out and Inventory carrying cost

Safety | Stock-out | Probability | Stock-out Expected Inventory Total cost (Rs.)
Stock (units) (3) cost (Rs.) stock-out cost | carrying cost | (7) = (5)+(6)
Level (2) (4) =(2) xRs. | (Rs.) (Rs.)
(units) 150 (5)=(3)x(4) (6) =(1)xRs.
(1) 50
100 0 0.00 0 0 5,000 5,000
80 20 0.02 3,000 60 4,000 4,060
50 50 0.02 7,500 150
30 0.05 4,500 225
12,000 375 2,500 2,875
20 80 0.02 12,000 240
60 0.10 9,000 450
30 0.05 4,500 450
25,500 1,140 1,000 2,140
10 90 0.02 13,500 270
70 0.05 10,500 525
40 0.10 6,000 600
10 0.20 1,500 300
31,500 1,695 500 2,195
0 100 0.02 15,000 300 2,700
80 0.05 12,000 600
50 0.10 7,500 750
20 0.20 3,000 600
10 0.30 1,500 450
39,000 2,700 0 2,700

At safety stock level of 20 units, total cost is least i.e. Rs. 2,140.

Working Note:
Computation of Probability of Stock-out

Stock-out (units) 100 80 50 20 10 0 Total
Nos. of times 2 5 10 20 30 33 100
Probability 0.02 0.05 | 0.10 0.20 | 0.30 0.33 1.00
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Safety stock | Impact

level

100 units Any unexpected demand up-to 100 units can be met.

80 units Stock out will only arise if unexpected demand will be for 100 units. In this case

20 units will remain unsatisfied. The probability of any unexpected demand for
100 units is 0.02.

50 units Any unexpected demand beyond 50 units will be remain unsatisfied. If
unexpected demand for 100 units arises (probability is 0.02) 50 units will be
unsatisfied. Similarly, if unexpected demand for 80 units arises (probability is
0.05), 30 units will be unsatisfied.

20 units Any unexpected demand beyond 20 units will be remain unsatisfied. If
unexpected demand for 100 units arises (probability is 0.02), 80 units will
remain unsatisfied. If unexpected demand for 80 units arises (probability is
0.05), 60 units will remain unsatisfied. Similarly, when unexpected demand for
50 units arises (probability is 0.10), 30 units will remain unsatisfied.

10 units Any unexpected demand beyond 10 units will be remain unsatisfied. If
unexpected demand for 100 units arises (probability is 0.02), 90 units will
remain unsatisfied. If unexpected demand for 80 units arises (probability is
0.05), 70 units will remain unsatisfied. If unexpected demand for 50 units
arises (probability is 0.10), 40 units will remain unsatisfied. Similarly, when
unexpected demand for 20 units arises (probability is 0.20), 10 units will
remain unsatisfied.

0 unit When no safety stock level is maintained, any unexpected demand cannot be
satisfied. If unexpected demand for 100 units arises (probability is 0.02), 100
units will remain unsatisfied. If unexpected demand for 80 units arises
(probability is 0.05), 80 units will remain unsatisfied. If unexpected demand for
50 units arises (probability is 0.10), 50 units will remain unsatisfied. If
unexpected demand for 20 units arises (probability is 0.20), 20 units will
remain unsatisfied. Similarly, unexpected demand for 10 units (probability is
0.30), 10 units will remain unsatisfied.

ILLUSTRATION 8
From the following details, DRAW a plan of ABC selective control:

Item | Units | Unit cost
(Rs.) =

1 7000 | 5.00

2 24000 | 3.00

3 1500 | 10.00

4 600 22.00

5 38000 | 1.50

6 40000 | 0.50

7 60000 | 0.20
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8 3000 | 3.50
9 300 8.00
10 29000 | 0.40
11 11500 | 7.10
12 4100 | 6.20
SOLUTION
Statement of Total Cost and Ranking
Item Units % of Unit cost | Total % of Ranking
Total (Rs.) cost (Rs.) | Total
units cost
1 7,000 3.1963 5.00 35,000 9.8378 4
2 24,000 10.9589 3.00 72,000 20.2378 2
3 1,500 0.6849 10.00 15,000 4.2162 7
4 600 0.2740 22.00 13,200 3.7103 8
5 38,000 17.3516 | 1.50 57,000 16.0216 |3
6 40,000 18.2648 | 0.50 20,000 5.6216 6
7 60,000 27.3973 | 0.20 12,000 3.3730 9
8 3,000 1.3699 3.50 10,500 2.9513 11
9 300 0.1370 8.00 2,400 0.6746 12
10 29,000 13.2420 0.40 11,600 3.2605 10
11 11,500 5.2512 7.10 81,650 22.9502 1
12 4,100 1.8721 6.20 25,420 7.1451 5
2,19,000 | 100 3,55,770 | 100
Basis for selective control (Assumed)
Rs. 50,000 & above -- ‘A’ items
Rs. 15,000 to 50000 -- ‘B’ items
Below Rs. 15,000 -- ‘C’ items
On this basis, a plan of A B C selective control is given below:
Ranking Item Nos. | % of Total Cost (Rs.) | % of Total Category
units Cost N
1 11 5.2512 81,650 22.9502
2 2 10.9589 72,000 20.2378
3 5 17.3516 57,000 16.0216
Total 3 33.5617 2,10,650 | 59.2096 A
4 1 3.1963 35,000 9.8378
5 12 1.8721 25,420 7.1451
6 6 18.2648 20,000 5.6216
7 3 0.6849 15,000 4.2162
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Total 4 24.0181 95,420 26.8207
8 4 0.2740 13,200 3.7103
9 7 27.3973 12,000 3.3730
10 10 13.2420 11,600 3.2605
11 8 1.3699 10,500 2.9513
12 9 0.1370 2,400 0.6746
Total 5 42.4202 49,700 13.9697
Grand Total 12 100 3,55,770 100

ILLUSTRATION 9
A factory uses 4,000 varieties of inventory. In terms of inventory holding and inventory usage, the
following information is compiled:

No. of varieties of % % value of inventory % of inventory usage
inventory holding (average) (in end-product)
3,875 96.875 20 5

110 2.750 30 10

15 0.375 50 85

4,000 100.00 100 100

CLASSIFY the items of inventory as per ABC analysis with reasons.

SOLUTION
Classification of the items of inventory as per ABC analysis

1. 15 number of varieties of inventory items should be classified as ‘A’ category items because of the
following reasons:

(i) Constitute 0.375% of total number of varieties of inventory handled by stores of factory, which is
minimum as per given classification in the table.

(ii) 50% of total use value of inventory holding (average), which is maximum, according to the given table.
(iii) Highest in consumption, about 85% of inventory usage (in end-product).

2. 110 number of varieties of inventory items should be classified as ‘B’ category items because of the
following reasons:

(i) Constitute 2.750% of the total number of varieties of inventory items handled by stores of factory.
(ii) Requires moderate investment of about 30% of total use value of inventory holding (average).

(iii) Moderate in consumption, about 10% of inventory usage (in end—product).

3. 3,875 number of varieties of inventory items should be classified as ‘C’ category items because of the
following reasons:
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(i) Constitute 96.875% of total varieties of inventory items handled by stores of factory.
(ii) Requires about 20% of total use value of inventory holding (average).
(iii) Minimum inventory consumption, i.e. about 5% of inventory usage (in end-product).

ILLUSTRATION 10
The following data are available in respect of material X for the year ended 31st March, 2020.

(Rs.)
Opening stock 90,000
Purchases during the year 2,70,000
Closing stock 1,10,000

CALCULATE:

(i) Inventory turnover ratio, and

(ii) The number of days for which the average inventory is held.
SOLUTION

Inventory turnover ratio

(Refer to working note) = (Cost of stock of raw material consumed / Average stock of raw material )
= (2,50,000 /1,00,000) = 2.5

Average number of days for which the average inventory is held
= (365/ Inventory Turnover Ratio)

= (365 days/2.5)

= 146 days

Working Note: (Rs.)

Opening stock of raw material 90,000
Add: Material purchases during the year 2,70,000
Less: Closing stock of raw material 1,10,000
Cost of stock of raw material consumed 2,50,000

24
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ILLUSTRATION 11
From the following data for the year ended 31st March, 2020, CALCULATE the inventory turnover ratio of
the two items and put forward your comments on them.

Material A (Rs.) ‘ Material B (Rs.)
Opening stock 1.04.2019 10,000 9,000
Purchase during the year 52,000 27,000
Closing stock 31.03.2020 6,000 11,000
SOLUTION

First of all, it is necessary to find out the material consumed:

Cost of materials Material A Material B
consumed (Rs.) (Rs.)
Opening stock 10,000 9,000
Add: Purchases 52,000 27,000
62,000 36,000
Less: Closing stock 6,000 11,000
Materials consumed 56,000 25,000
Average inventory: 8,000 10,000

(Opening Stock +
Closing Stock) + 2
Inventory Turnover 7 times 2.5 times
ratio: (Consumption +
Average inventory)
Inventory Turnover 52 days 146 days
(Number of Days in a
year/IT ratio)

Comments: Material A is moving faster than Material B.

ILLUSTRATION 12
The following transactions in respect of material Y occurred during the six months ended 30th June,

2020:
Month Purchase (units) | Price per unit Issued &
(Rs.) Units

January 200 25 Nil

February 300 24 250

March 425 26 300

April 475 23 550

May 500 25 800

June 600 20 400
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Required:

(a) The Chief Accountant argues that the value of closing stock remains the same no matter which
method of pricing of material issues is used. Do you agree? Why or why not? EXPLAIN. Detailed stores
ledgers are not required.

(b) STATE when and why would you recommend the LIFO method of pricing material issues?
SOLUTION

(a) Total number of units purchased = 2,500
Total number of units issued = 2,300
The closing stock at the end of six months’ period i.e., on 30th June, 2020 will be 200 units

Upto the end of May 2020, total purchases coincide with the total issues i.e., 1,900 units. It means that at
the end of May 2020, there was no closing stock. In the month of June 2020, 600 units were purchased out
of which 400 units were issued. Since there was only one purchase and one issue in the month of June,
2020 and there was no opening stock on 1st June 2020, the Closing Stock of 200 units is to be valued at Rs.
20 per unit.

In the view of this, the argument of the Chief Accountant appears to be correct. Where there is only one
purchase and one issue in a month with no opening stock, the method of pricing of material issues
becomes irrelevant. Therefore, in the given case one should agree with the argument of the Chief
Accountant that the value of closing stock remains the same no matter which method of pricing the issue
is used.

It may, however, be noted that the argument of Chief Accountant would not stand if one finds the value of
the Closing Stock at the end of each month.

(b) LIFO method has an edge over FIFO or any other method of pricing material issues due to the following
advantages:

(i) The cost of the materials issued will be either nearer or will reflect the current market price. Thus, the
cost of goods produced will be related to the trend of the market price of materials. Such a trend in price
of materials enables the matching of cost of production with current sales revenues.

26

(ii) The use of the method during the period of rising prices does not reflect undue high profit in the
income statement, as it was under the first-in-first-out or average method. In fact, the profit shown here is
relatively lower because the cost of production takes into account the rising trend of material prices.

(iii) In the case of falling prices, profit tends to rise due to lower material cost, yet the finished products
appear to be more competitive and are at market price.
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(iv) During the period of inflation, LIFO will tend to show the correct profit and thus, avoid paying undue
taxes
to some extent.

ILLUSTRATION 13

The following information is provided by Sunrise Industries for the fortnight of April, 2020:
Material Exe:

Stock on 1-4-2020 100 units at Rs. 5 per unit.

Purchases

5-4-2020, 300 units at Rs. 6
8-4-2020, 500 units at Rs. 7
12-4-2020, 600 units at Rs. 8

Issues

6-4-2020, 250 units

10-4-2020, 400 units

14-4-2020, 500 units

Required:

(A) CALCULATE using FIFO and LIFO methods of pricing issues:
(a) the value of materials consumed during the period

(b) the value of stock of materials on 15-4-2020.

(B) EXPLAIN why the figures in (a) and (b) in part A of this question are different under the two methods
of pricing of material issues used. You need not draw up the Stores Ledgers.

SOLUTION
(A) (a) Value of Material Exe consumed during the period 1-4-2020 to 15-4-2020 by using FIFO method.

Date Description Units | Qty. (Units) Rate (Rs.) Amount (Rs.)
1-4-2020 Opening balance 100 5 500
5-4-2020 Purchased 300 6 1,800
6-4-2020 Issued 100 5 1,400 N
150 6
8-4-2020 Purchased 500 7 3,500
10-4-2020 Issued 150 6 2,650
250 7
12-4-2020 Purchased 600 8 4,800
14-4-2020 Issued 250 7 3,750
250 8
15-4-2020 Balance 350 8 2,800
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Date Description | Qty. (Units) | Rate (Rs.) Amount (Rs.)
1-4-2020 Opening 100 5 500

balance
5-4-2020 Purchased 300 6 1,800
6-4-2020 Issued 250 6 1,500
8-4-2020 Purchased 500 7 3,500
10-4-2020 | Issued 400 7 2,800
12-4-2020 | Purchased 600 8 4,800
14-4-2020 | Issued 500 8 4,000
15-4-2020 | Balance 350 — 2,300*

Total value of material Exe consumed during the period under FIFO method comes to (Rs. 1,400 + Rs. 2,650
+ Rs. 3,750) Rs. 7,800 and balance on 15-4-2020 is of Rs. 2,800.

Value of material Exe consumed during the period 01-4-2020 to 15-4-2020 by using LIFO method

Total value of material Exe issued under LIFO method comes to (Rs. 1,500 + Rs. 2,800 + Rs. 4,000) Rs. 8,300.

*The balance 350 units on 15-4-2020 of Rs. 2,300, relates to opening balance on 1-4-2020 and purchases
made on 5-4-2020, 8-4-2020 and 12-4-2020. (100 units @ Rs. 5, 50 units @ Rs. 6, 100 units @ Rs. 7 and 100
units @ Rs. 8).

(b) As shown in (a) above, the value of stock of materials on 15-4-2020:

Under FIFO method Rs. 2,800

Under LIFO method Rs. 2,300

(B) Total value of material Exe issued to production under FIFO and LIFO methods comes to Rs. 7,800 and
Rs. 8,300 respectively. The value of closing stock of material Exe on 15-4-2020 under FIFO and LIFO

methods comes to Rs. 2,800 and Rs. 2,300 respectively.
The reasons for the difference of Rs. 500 (Rs. 8,300 — Rs. 7,800) as shown by the following table in the
value of material Exe, issued to production under FIFO and LIFO is as follows:

Date Quantity Issued | Value-FIFO Total Value-LIFO Total
(Units) (Rs.) (Rs.) (Rs.) (Rs.) &
6 - 4-2020 250 1400 1500
10 - 4-2020 400 2650 2800
14-4-2020 500 3750 7800 4000 8300
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1. On 6-4-2020, 250 units were issued to production. Under FIFO their value comes to Rs. 1,400 (100 units
x Rs. 5 + 150 units x Rs. 6) and under LIFO Rs. 1,500 (250 x Rs. 6). Hence, Rs. 100 more was charged to
production under LIFO.

2. On 10-4-2020, 400 units were issued to production. Under FIFO their value comes to Rs. 2,650 (150 x Rs.
6 + 250 x Rs. 7) and under LIFO Rs. 2,800 (400 x Rs. 7). Hence, Rs. 150 more was charged to production
under LIFO.

3. On 14-4-2020, 500 units were issued to production. Under FIFO their value comes to Rs. 3,750 (250 x Rs.
7 + 250 x Rs. 8) and under LIFO Rs. 4,000 (500 x Rs. 8). Hence, Rs. 250 more was charged to production
under LIFO.

Thus the total excess amount charged to production under LIFO comes to Rs. 500.

The reasons for the difference of Rs. 500 (Rs. 2,800 — Rs. 2,300) in the value of 350 units of Closing Stock of
material Exe under FIFO and LIFO are as follows:

1.In the case of FIFO, all the 350 units of the closing stock belongs to thepurchase of material made on 12-
4-2020, whereas under LIFO theseunits were from opening balance and purchases made on 5-4-2020, 8-4-
2020 and 12-4-2020.

2.Due to different purchase price paid by the concern on different daysof purchase, the value of closing
stock differed under FIFO and LIFO.Under FIFO 350 units of closing stock were valued @ Rs. 8 p.u.
Whereasunder LIFO first 100 units were valued @ Rs. 5 p.u., next 50 units @ Rs. 6p.u., next 100 units @ Rs.
7 p.u. and last 100 units @ Rs. 8 p.u. Thus, under FIFO, the value of closing stock increased by Rs. 500.

(iv) Base Stock Method: Minimum quantity of stock under this method is always held at a fixed price as
reserve in the stock, to meet the state of emergency, if it arises. This minimum stock is known as base
stock and is valued at a price at which the first lot of materials is received and remains unaffected by
subsequent price fluctuations.This method of valuing inventory is different from other methods of valuing
issues, as the base stock of materials are valued at the original cost, whereas, materials other than the
base are valued using other methods like FIFO, LIFO etc. This method is not an independent method as it
uses FIFO or LIFO. Advantages and disadvantages of this method depend upon the use of the other method
viz., FIFO or LIFO.
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ILLUSTRATION 14:
Arnav Electronics manufactures electronic home appliances. It follows weighted average Cost method
for inventory valuation. Following are the data of component X:

Date Particulars Units Rate per unit
(Rs.)
15-12-19 | Purchase Order- 008 10,000 9,930
30-12-19 | Purchase Order- 009 10,000 9,780
01-01-20 | Opening stock 3,500 9,810

05-01-20 | GRN*-008 (against the Purchase Order- 008) 10,000 -
05-01-20 | MRN**-003 (against the Purchase Order- 008) 500 -

06-01-20 | Material Requisition-011 3,000 -
07-01-20 | Purchase Order- 010 10,000 9,750
10-01-20 | Material Requisition-012 4,500 -
12-01-20 | GRN-009 (against the Purchase Order- 009) 10,000 -
13-01-20 | MRN-004 (against the Purchase Order- 009) 400 -
15-01-20 | Material Requisition-013 2,200 -
24-01-20 | Material Requisition-014 1,500 -
25-01-20 | GRN-010 (against the Purchase Order- 010) 10,000 -
28-01-20 | Material Requisition-015 4,000 -
31-01-20 | Material Requisition-016 3,200 -

*GRN- Goods Received Note; **MRN- Material Returned Note
Based on the above data, you are required to CALCULATE:

(i) Re-order level
(ii) Maximum stock level
(iii) Minimum stock level

(iv) PREPARE Store Ledger for the period January 2020 and DETERMINE the value of stock as on 31-01-
2020.

(v) Value of components used during the month of January, 2020.
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(vi) Inventory turnover ratio.

SOLUTION
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1. Workings:

Consumption is calculated on the basis of material requisitions:
Maximum component usage = 4,500 units (Material requisition on 10-01-20)
Minimum component usage = 1,500 units (Material requisition on 24-01-20)

Lead time is calculated from purchase order date to material received date
Maximum lead time = 21 days (15-12-2019 to 05-01-2020)
Minimum lead time = 14 days (30-12-2019 to 13-01-2020)2. Reorder quantity (observed) = 10,000 units3.

Date Material Units

Requisition

number
06-01-2020 11 3,000
10-01-2020 12 4,500 (Maximum)
15-01-2020 13 2,200
24-01-2020 14 1,500 (Minimum)
28-01-2020 15 4,000
31-01-2020 16 3,200

Calculations:

(i) Re-order level
= Maximum usage x Maximum lead time
= 4,500 units x 21 days = 94,500 units

(ii) Maximum stock level

= Re-order level + Re-order Quantity — (Min. Usage x Min. lead time)
= 94,500 units + 10,000 units — (1,500 units x 14 days)

=1,04,500 units — 21,000 units = 83,500 units
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(iii) Minimum stock level

= Re-order level — (Avg. consumption x Avg. lead time)
= 94,500 units — (3,000 units x 17.5 days)

= 94,500 units — 52,500 units

=42,000 units
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(iv) Store Ledger for the month of January 2020: (Weighted Average Method)

Date Receipts Issue Balance

GR | Units | Rate | Amt. MR | Units | Rate | Amt. Units | Rate | Amt.

N/ (‘000) N/ (‘000) (‘000)

MR MR

N
01-01-20 - - - - - - - - 3500 9810 | 34335
05-01-20 008 | 10000 | 9930 | 99300 | 003 | 500 9930 | 4965 13000 | 9898 | 128670
06-01-20 - - - - 011 | 3000 | 9898 | 29694 10000 | 9898 | 98980
10-01-20 - - - - 012 | 4500 | 9898 | 44541 5500 9898 | 54339
12-01-20 009 | 10000 | 9780 | 97800 | 004 | 400 9780 | 3912 15100 | 9823 | 148327
15-01-20 - - - - 013 | 2200 | 9823 | 21611 12900 | 9823 | 126716
24-01-20 - - - - 014 | 1500 | 9823 | 14734 11400 | 9823 | 111982
25-01-20 010 | 10000 | 9750 | 97500 | - - - - 21400 | 9789 | 209482
28-01-20 - - - - 015 | 4000 | 9789 | 39156 17400 | 9789 | 170326
31-01-20 - - - - 016 | 3200 | 9789 | 31325 14200 | 9789 | 139001

[Note: Decimal figures may be rounded-off to the nearest rupee value wherever required)
Value of 14,200 units of stock as on 31-01-2020 (‘000) = Rs.1,39,001

(v) Value of components used during the month of January 2020:

Sum of material requisitions 011 to 016 (‘000)

=Rs. 29,694 + Rs. 44,541 + Rs. 21,611 + Rs. 14,734 + Rs. 39,156 + Rs. 31,325
=Rs. 1,81,061

(vi) Inventory Turnover Ratio

_ Valueof materialsused _ 1,81,061 _ 1,81r061: 500

Averagestock value (1,39,001+34,335)/2 86,668

ILLUSTRATION 15
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SKD Company Ltd., not registered under GST, purchased material P from a company which is registered under GST.
The following information is available for the one lot of 1,000 units of material purchased:

Listed price of one lot X 50,000

Trade discount @ 10% on Listed price

CGST and SGST (Credit Not available) 12% (6% CGST + 6% SGST)

Cash discount @10%

(Will be given only if payment is made within 30 days.)
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Freight and Insurance X 3,400
Toll Tax paid X 1,000

Demurrage X 1,000
Commission and brokerage on purchases X 2,000

Amount deposited for returnable containers X 6,000
Amount of refund on returning the container X 4,000

Other Expenses @ 2% of total cost
20% of material shortage is due to normal reasons.

The payment to the supplier was made within 20 days of the purchases.

You are required to calculate cost per unit of material purchased to SKD Company Ltd.

SOLUTION

Computation of Total cost of material purchased of SKD Manufacturing Company

Units (X)

Listed Price of Materials 1,000 50,000
Less: Trade discount @ 10% on invoice price (5,000)

45,000
Add: CGST @ 6% of X 45,000 2,700
Add: SGST @ 6% of X 45,000 2,700
50,400
Add: Toll Tax 1,000
Freight and Insurance 3,400
Commission and Brokerage Paid 2,000
Add: Cost of returnable containers: 2,000
Amount deposited X 6,000
Less: Amount refunded X 4,000
58,800
Add: Other Expenses @ 2% of Total Cost (X 58,8002 / 98) 1,200
Total cost of material 60,000
Less: Shortage due to Normal Loss @ 20% 200 -
Total cost of material of good units 800 60,000
Cost per unit (X 60,000/800 units) 75
Note:

1. GST is payable on net price i.e., listed price less discount.
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2. Cash discount is treated as interest and finance charges; hence it is ignored.

3. Demurrage is penalty imposed by the transporter for delay in uploading or off-loading of materials. It is an
abnormal cost and not included.

4. Shortage due to normal reasons should not be deducted from cost to ascertain total cost of good units.
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ILLUSTRATION 16

IPL Limited uses a small casting in one of its finished products. The castings are purchased from a foundry. IPL
Limited purchases 54,000 castings per year at a cost of X 800 per casting.

The castings are used evenly throughout the year in the production process on a 360-days-per-year basis. The
company estimates that it costs X 9,000 to place a single purchase order and about X 300 to carry one casting in
inventory for a year. The high carrying costs result from the need to keep the castings in carefully controlled
temperature and humidity conditions, and from the high cost of insurance.

Delivery from the foundry generally takes 6 days, but it can take as much as 10 days. The days of delivery time and
percentage of their occurrence are shown in the following tabulation:

Delivery time (days) : 6 78 9 10

Percentage of occurrence : 7510555

Required:
(i) Compute the economic order quantity (EOQ).

(ii) Assume the company is willing to assume a 15% risk of being out of stock. What would be the safety stock? The
re-order point?

(iii) Assume the company is willing to assume a 5% risk of being out of stock. What would be the safety stock? The
re-order point?

(iv) Assume 5% stock-out risk. What would be the total cost of ordering and carrying inventory for one year?

(v) Refer to the original data. Assume that using process re-engineering the company reduces its cost of placing a
purchase order to only % 600. In addition, company estimates that when the waste and inefficiency caused by
inventories are considered, the true cost of carrying a unit in stock is X 720 per year.

(a) Compute the new EOQ.

(b) How frequently would the company be placing an order, as compared to the old purchasing policy?

ANSWER

(i) Computation of economic order quantity (EOQ)
Annual requirement (A) = 54,000 castings

Cost per casting (C) = X 800

Ordering cost (O) = 29,000 per order

Carrying cost per casting p.a. (C x i) =X 300

EOQ =V2A0/ (Cxi)

= V(2 x 54,000 units x 2 9,000) / (X 300)

= 1,800 castings
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(ii) Safety stock (Assuming a 15% risk of being out of stock)

From the probability table given in the question, we can see that 85% certainty in delivery time is achieved when
delivery period is 7 days i.e. at 15% risk level of being out of stock, the maximum delivery period should not exceed 7
days.

Safety stock = (Annual demand / 360 days) X (Max. lead time - Avg. lead time)
= (54,000 units / 360 days) X (7 days - 6 days)
= 150 castings
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Re-order point (level) = Safety Stock + Average lead time consumption
= 150 units + (6 days x 150 units) = 1,050 castings.

(iii) Safety stocks (Assuming a 5% risk of being out of stock)

From the probability table given in the question, we can see that 95% certainty in delivery time is achieved when
delivery period is 9 days i.e. at 5% risk level of being out of stock, the maximum delivery period should not exceed 9
days.

Safety stock = (Annual demand / 360 days) X (Max. lead time - Avg. lead time)

= (54,000 units / 360 days) X (9 days - 6 days)

=450 castings

Re-order point (level) = Safety Stock + Average lead time consumption
= 450 units + (6 days x 150 units) = 1,350 castings.

(iv) At 5% stock-out risk the total cost of ordering and carrying cost is as follows:
Total cost of ordering = (Annual demand / E0Q) x Cost per order

= (54,000 units / 1,800 units) x X 9,000 = X 2,70,000

Total cost of carrying = (Safety Stock + % EOQ) x Carrying cost per unit p.a.

= (450 units + % x 1,800 units) X 300 = X 4,05,000

(v) (a) Computation of new EOQ:
EOQ = V(2 x 54,000 units x 2 600) / X 720 = 300 castings

(b) Total number of orders to be placed in a year are (54,000 units / 300 units) = 180 times
Under new purchasing policy IPL Ltd. has to place order in every 2nd day, however under the old purchasing policy it
was every 12th day.

ILLUSTRATION 17

Imbrios India Ltd. is recently incorporated start-up company back in the year 2019. It is engaged in creating
Embedded products and Internet of Things (loT) solutions for the Industrial market. It is focused on innovation,
design, research and development of products and services. One of its embedded products is LogMax, a system on
module (SoM) Carrier board for industrial use. It is a small, flexible and embedded computer designed as per
industry specifications. In the beginning of the month of September 2021, company entered into a job agreement
of providing 4800 LogMax to NIT, Mandi. Following details w.r.t. issues, receipts, returns of Store Department
handling Micro-controller, a component used in the designated assembling process have been extracted for the
month of September, 2021:

Sep. 1 Opening stock of 6,000 units @ X 285 per unit
Sep. 8 Issued 4875 units to mechanical division vide material requisition no. Mech 009/20

Sep. 9 Received 17,500 units @ X 276 per unit vide purchase order no. 159/2020

Sep. 10 Issued 12,000 units to technical division vide material requisition no. Tech 012/20
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Sep. 12 Returned to stores 2375 units by technical division against material requisition no. Tech 012/20.
Sep. 15 Received 9,000 units @ X 288 per units vide purchase order no. 160/ 2020
Sep. 17 Returned to supplier 700 units out of quantity received vide purchase order no. 160/2020.

Sep. 20 Issued 9,500 units to technical division vide material requisition no. Tech 165/20
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On 25:n September, 2021, the stock manager of the company expressed his need to leave for his hometown due to
certain contingency and immediately left the job same day. Later, he also switched his phone off.

As the company has the tendency of stock-taking every end of the month to check and report for the loss due to
rusting of the components, the new stock manager, on 30:» September, 2021, found that 900 units of Micro-
controllers were missing which was apparently misappropriated by the former stock manager. He, further,
reported loss of 300 units due to rusting of the components.

From the above information you are REQUIRED to prepare the Stock Ledger account using ‘Weighted Average’
method of valuing the issues.

SOLUTION

Store Ledger of Imbrios India Ltd. (Weighted Average Method)

Date | Receipts Issue Balance
Sep Units (kg) | Rate Amt. Units Rate Amt. Units Rate Amt.
(‘000) (kg) (‘000) (kg) (‘000)
1 - s = i . S 6,000 285.00 | 17,10,000
8 - - - 4,875 285.00 | 13,89,375 | 1,125 285.00 | 3,20,625
9 17,500 276.00 | 48,30,000 | - - - 18,625 | 276.54 | 51,50,625
10 - - - 12,000 |276.54 | 33,18,480 | 6,625 276.54 | 18,32,145
12 2,375 276.54 |6,56,783 | - - - 9,000 276.54 | 24,838,928
15 9,000 288.00 | 25,92,000 | - - - 18,000 | 282.27 | 50,82,928
17 - - - 700 288.00 | 2,01,600 17,300 | 282.04 | 48,79,328
20 - - - 9,500 282.04 | 26,79,380 | 7,800 282.04 | 2,19,948
30 - - - 900* 282.04 | 2,53,836 | 6,900 282.04 | 19,46,112
30 - - - 300** - - 6,600 294.87 | 19,46,112

* 900 units is abnormal loss, hence it will be transferred to Costing Profit & Loss A/c. ** 300 units is normal loss,
hence it will be absorbed by good units.
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MCQs based Questions

1. Direct material can be classified as

(a) Fixed cost

(b) Variable cost

(c) Semi-variable cost.

(d) Prime Cost

ANSWER 1-B

2. In most of the industries, the most important element of cost is
(a) Material

(b) Labour

(c) Overheads

(d) Administration Cost

ANSWER 2-A

3. Which of the following is considered to be the normal loss of materials?
(a) Loss due to accidents

(b) Pilferage

(c) Loss due to breaking the bulk

(d) Loss due to careless handling of materials.
ANSWER 3-C

4. In which of following methods of pricing, costs lag behind the current economic values?
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(a) Last-in-first out price
(b) First-in-first out price
(c) Replacement price

(d) Weighted average price
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ANSWER 4-B

5. Continuous stock taking is a part of
(a) Annual stock taking

(b) Perpetual inventory

(c) ABC analysis.

(d) Bin Cards
ANSWER 5-B

6. In which of the following methods, issues of materials are priced at pre-determined rate?
(a) Inflated price method

(b) Standard price method

(c) Replacement price method

(d) Market price method.

ANSWER 6-B

7. When material prices fluctuate widely, the method of pricing that gives absurd results is
(a) Simple average price

(b) Weighted average price

(c) Moving average price

(d) Inflated price.

ANSWER 7-A

8. When prices fluctuate widely, the method that will smooth out the effect of fluctuations is
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(a) Simple average
(b) Weighted average
(c) FIFO

(d) LIFO
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ANSWER 8-B

9. Under the FSN system of inventory control, inventory is classified on the basis of:
(a) Volume of material consumption

(b) Frequency of usage of items of inventory

(c) Criticality of the item of inventory for production

(d) Value of items of inventory

ANSWER 9-B

10. Materials are issued to and from one process to another, on the basis of:

(a) Material Transfer Note

(b) Material Requisition Note

(c) Bill of Materials

(d) Purchase Requisition Note

ANSWER 10- B

Theoretical Questions

1. STATE how normal and abnormal loss of material arising during storage are treated in Cost Accounts?
ANSWER 1

Loss of materials during handling, storage, process may occur any of the following forms:

(i) Waste: The portion of raw material which is lost during storage or production and discarded. The waste
may or may not have any value.

Treatment of Waste Normal- Cost of normal waste is absorbed by good production units.
Abnormal- The cost of abnormal loss is transferred to Costing Profit and loss account.
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(ii) Scrap: The materials which are discarded and disposed-off without further treatment. Generally, scrap
has either no value or insignificant value. Sometimes, it may be reintroduced into the process as raw
material.

Treatment of Scrap Normal- The cost of scrap is borne by good units and income arises on account of
realisable value is deducted from the cost.
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Abnormal- The scrap account should be charged with full cost. The credit is given to the job or process
concerned. The profit or loss in the scrap account, on realisation, will be transferred to the Costing Profit
and Loss Account.

(iii) Spoilage: It is the term used for materials which are badly damaged in manufacturing operations, and
they cannot be rectified economically and hence taken out of the process to be disposed off in some
manner without further processing.

Treatment of Spoilage Normal- Normal spoilage (i.e., which is inherent in the operation) costs are included
in costs, either by charging the loss due to spoilage to the production order or by charging it to the
production overhead so that it is spread over all the products.

Any value realised from spoilage is credited to production order or production overhead account, as the
case may be.

Abnormal- The cost of abnormal spoilage (i.e., arising out of causes not inherent in manufacturing process)
is charged to the 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.

(iv) Defectives: It signifies those units or portions of production which do not meet the quality standards.
Defectives arise due to sub-standard materials, bad-supervision, bad-planning, poor workmanship,
inadequate-equipment and careless inspection.

The defectives which can be re-made as per the quality standard by using additional materials are known
as reworks. Reworks include repairs, reconditioning and refurbishing.

Defectives which cannot be brought up to the quality standards are known as rejects. The rejects may
either be disposed- off or re-cycled for production process.

Treatment of Defectives:

Normal- An amount equal to the cost less realisable value on sale of defectives are charged to material
cost of good production.

Abnormal- Material Cost of abnormal defectives are not included in material cost but treated as loss after
giving credit to the realisable value of such defectives. The material cost of abnormal loss is transferred to

costing profit and loss account.

2. DISTINGUISH clearly between Bin cards and Stores Ledger.

ANSWER 2 o
Difference between Bin Card & Stores Ledger N
Bin Card Stores Ledger
It is maintained by the storekeeper in It is maintained in cost accounting
the store. department.

It contains only quantitative details of | It contains information both in quantity
material received, issued and returned | and value.
to stores.
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Entries are made when transaction It is always posted after the transaction.
takes place.
Each transaction is individually posted. | Transactions may be summarized and
then posted.

Inter-department transfers do not Material transfers from one job to
appear in Bin Card. another job are recorded for costing
purposes.

3. DISCUSS the accounting treatment of defectives in Cost Accounts.
ANSWER 3

Treatment of Defectives:

Normal- An amount equal to the cost less realisable value on sale of defectives are charged to material
cost of good production.

Abnormal- Material Cost of abnormal defectives are not included in material cost but treated as loss after
giving credit to the realisable value of such defectives. The material cost of abnormal loss is transferred to
costing profit and loss account.

4. EXPLAIN the concept of "ABC Analysis" as a technique of inventory control.

ANSWER 4

ABC Analysis: This system exercises discriminating control over different items of inventory on the basis of
the investment involved. Usually the items are classified into three categories according to their relative
importance, namely, their value and frequency of replenishment during a period.

(i) ‘A’ Category: This category of items consists of only a small percentage i.e., about 10% of the total items
handled by the stores but require heavy investment about 70% of inventory value, because of their high
prices or heavy requirement or both. Items under this category can be controlled effectively by using a
regular system which ensures neither over-stocking nor shortage of materials for production. Such a
system plans its total material requirements by making budgets. The stocks of materials are controlled by
fixing certain levels like maximum level, minimum level and re-order level.

(ii) ‘B’ Category: This category of items is relatively less important; they may be 20% of the total items of
material handled by stores. The percentage of investment required is about 20% of the total investment in
inventories. In the case of these items, as the sum involved is moderate, the same degree of control as
applied in ‘A’ category of items is not warranted. The orders for the items, belonging to this category may
be placed after reviewing their situation periodically.

41

(iii) ‘C’ Category: This category of items does not require much investment; it may be about 10% of total
inventory value but they are nearly 70% of the total items handled by store. For these category of items,

there is no need of exercising con-stant control. Orders for items in this group may be placed either after
six months or once in a year, after ascertaining consumption requirements. In this case the objective is to
economies on ordering and handling costs.
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5. DISTINGUISH between Re-order level and Re-order quantity.

ANSWER 5

(i) Re-order Stock Level (ROL): This level lies between minimum and the maximum levels in such a way
that before the material ordered is received into the stores, there is sufficient quantity in hand to cover
both normal and abnormal consumption situations. In other words, it is the level at which fresh order
should be placed for replenishment of stock.

It is calculated as:

Maximum Consumption = The maximum rate of material consumption in production activity
Maximum Re-order period = The maximum time to get order from supplier to the stores
This can also be calculated alternatively as below:

Minimum Stock Level = Minimum Stock level that must be maintained all the time.
Average Rate of Consumption = Average rate of material consumption in production activity.

It is also known as normal consumption/ usage

Average Re-order period = Average time to get an order from supplier to the stores. It is also known as
normal period.

(Re-order period is also known as Lead time)

(ii) Re-Order Quantity: Re-order quantity is the quantity of materials for which purchase requisition is
made by the store department. While setting the quantity to be re-ordered, consideration is given to the
maintenance of minimum level of stock, re-order level, minimum delivery time and the most important the
cost. Hence, the quantity should be where, the total of carrying cost and ordering cost is at minimum. For
this purpose, an economic order quantity should be calculated.

6. EXPLAIN how is slow moving and non-moving item of stores detected and what steps are necessary to
reduce such stocks?

ANSWER 6

Fast Moving, Slow Moving and Non Moving (FSN) Inventory: It is also known as FNS (Fast, Normal and
Slow moving) classification of inventory analysis. Under this system, inventories are controlled by
classifying them on the basis of frequency of usage. The classification of items into these three categories
depends on the nature and managerial discretion. A threshold range on the basis of inventory turnover is
decided and classified accordingly.

49
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(i) Fast Moving- This category of items are placed nearer to store issue point and the stock is reviewed
frequently for making of fresh orders.

(ii) Slow Moving- This category of items are stored little far and stock is reviewed periodically for any
obsolescence. and may be shifted to Non-moving category.

(iii) Non Moving- This category of items are kept for disposal. This category of items is reported to the
management and an appropriate provision for loss may be created.

Some of the reasons for slow moving and non-moving inventories are stated below:

(i) Failure of production management to communicate the updated requirement to the stores
management

(ii) Technological upgradation in terms of new machine requiring new kind of material or existing material
becoming obsolete.

(iii) Lack of periodic review of inventories.

By careful observation, timely identification and adoption of inventory management techniques such as
maintenance of minimum level or just in time approach, one can manage slow moving and non-moving
inventories. We may calculate inventory turnover ratio and present the reports of comparison of actual
and standards with variations, if any to the management.

7. Write short notes on following:

(i) Danger Level

(ii) Just in Time Inventory Management

(iii) Maximum stock level and Minimum Stock level

(iv) Obsolescence

ANSWER 7

(i) Danger level: It is the level at which normal issues of the raw material inventory are stopped and
emergency issues are only made.

It can be calculated as below:

Danger Level = Average Consumption* xLead time for emergency purchase

*Some time minimum consumption is also used.
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(ii) JIT is a system of inventory management with an approach to have a zero inventories in stores.
According to this approach material should only be purchased when it is actually required for production.
JIT is based on two principles
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(i) Produce goods only when it is required and

(i) the products should be delivered to customers at the time only when they want.

It is also known as ‘Demand pull’ or ‘Pull through’ system of production. In this system, production
process actually starts after the order for the products is received. Based on the demand, production
process starts and the requirement for raw materials is sent to the purchase department for purchase.

(iii) Minimum Stock Level: It is lowest level of material stock, which must be maintained in hand at all
times, so that there is no stoppage of production due to non-availability of inventory.

It is calculated as below:

Minimum Stock Level = Re-order Stock Level -(Average Consumption Rate xAverage Re-order Period)

Maximum Stock Level: It is the highest level of quantity for any material which can be held in stock at any
time. Any quantity beyond this level cause extra amount of expenditure due to engagement of fund, cost
of storage, obsolescence etc.

It can be calculated as below:
MaximumStockLevel=Re-orderLevel+Re-orderQuantity-(MinimumConsumptionRatexMinimumRe-
orderPeriod)

Here, Re-order Quantity may be EOQ

(iv) Obsolescence is defined as “the loss in the intrinsic value of an asset due to its supersession”. In simple
words, obsolescence refers to the loss in the value of an asset due to technological advancements.
Treatment: Materials may become obsolete under any of the following circum-stances: (i) where it is a
spare part or a component of a machinery that is used in manufacturing and is now obsolete; (ii) where it is
used in the manufacturing of a product which has now become obsolete; (iii) where the material itself is
replaced by another material due to either improved quality or fall in price. In all the three cases, the value
of the obsolete material held in stock is a total loss and immediate steps should be taken to dispose it off
at the best available price. The loss arising out of obsolete materials is an abnormal loss and it does not
form part of the cost of manufacture.

Practical Problems

1. Anil & Company buys its annual requirement of 36,000 units in 6 instalments. Each unit costs Rs. 1 and
the ordering cost is Rs.25. The inventory carrying cost is estimated at 20% of unit value. FIND the total
annual cost of the existing inventory policy. CALCULATE, how much money can be saved by Economic
Order Quantity?

44

ANSWER 1

(a) Total Annual Cost in Existing Inventory Policy (Rs.)

Ordering cost (6 orders @ Rs. 25) 150
Carrying cost of average inventory (36,000 + 6) = 6,000 units per order
Average inventory = 3,000 units

Carrying cost = 20% of Rs. 1 x 3,000 = 3,000 x 0.20 600
Total cost A 750
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(b) Total Annual Cost in E.0.Q
V (2x36,000x25) / (1 *20%) = 3000 units

No. of orders = 36,000 +3,000 units = 12 orders

Ordering cost (12 x Rs.Rs 25) = 300
Carrying cost of average inventory (3,000 x 0.20) + 2 = 300
Total Cost B 600
Savings due to E.0.Q Rs. (750 — 600) (A - B) 150

2. A Company manufactures a special product which requires a component ‘Alpha’. The following
particulars

are collected for the year 2020:

(i) Annual demand of Alpha 8,000 units

(ii) Cost of placing an order Rs. 200 per order

(iii) Cost per unit of Alpha Rs. 400
(iv) Carrying cost p.a. 20%

The company has been offered a quantity discount of 4 % on the purchase of ‘Alpha’ provided the order
size is 4,000 components at a time.

Required:
(i) COMPUTE the economic order quantity

(ii) STATE whether the quantity discount offer can be accepted.

ANSWER 2

(i) Calculation of Economic Order Quantity
EOQ == = 200 units V2AO/C = V(2x8,000 unitsX 200) / (400x20/100) = 200units

45

(ii) Evaluation of Profitability of Different Options of Order Quantity
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(a) When EOQ_is ordered

(Rs.)
Purchase Cost (8,000 units x Rs. 400) 32,00,000
Ordering Cost [(8,000 units/200 units) x Rs. 200] 8,000
Carrying Cost (200 units x Rs.400 x ¥ 20/100) 8,000
Total Cost 32,16,000

(b) When Quantity Discount is accepted
(Rs.)

Purchase Cost (8,000 units x Rs. 384) 32,00,000
Ordering Cost [(8,000 units/4000 units) x Rs. 200] 8,000
Carrying Cost (200 units x Rs.400 x ¥ 20/100) 8,000
Total Cost 32,16,000

*Unit Cost Rs.400

Less Quantity Discount @ 4% = 16

Purchase Cost = 400- 16 = Rs.384

Advise — The total cost of inventory is lower if EOQ is adopted. Hence, the company is advised not to

accept the quantity discount.

3. The complete Gardener is deciding on the economic order quantity for two brands of lawn fertilizer -
Super Grow and Nature’s Own. The following information is collected:

FERTILIZER
Super Grow Nature’s Own
Annual demand 2,000 bags 1,280 bags
Relevant ordering cost | Rs. 1,200 Rs. 1,400
per purchase order
Annual relevant Rs. 480 Rs. 560 F
carrying cost per bag

Required:

(i) COMPUTE EOQ for Super Grow and Nature’s own.
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(ii) For the EOQ, WHAT is the sum of the total annual relevant ordering costs and total annual relevant
carrying costs for Super Grow and Nature’s own?

(iii) For the EOQ, COMPUTE the number of deliveries per year for Super Grow and Nature’s own.

ANSWER 3

EOQ=V2A0/C

Where,

A = Annual Demand

O = Ordering cost per order

C = Inventory carrying cost per unit per annum

(i) Calculation of EOQ

Super Grow Nature’s Own
EOQ =V(2 X 2000 X 1200) / EOQ=V(2 X 1280 X 1400) /
=V10,000 or 100 bags =V6,400 or or 80 bags

(ii) Total annual relevant cost = Total annual relevant ordering costs + Total annual relevant carrying cost

Super Grow Nature’s Own
Number of Orders | =2,000/100 =1,280/80
= Annual =20 orders =16 orders
Requirement
+EOQ
Ordering Cost 20 x 1200 =Rs. 24000 | 16 x 1400 = Rs.22,400
Carrying Cost % x 100 x 480 = % x 80 x 560 =
Rs.24,000 Rs.22,400
Total of Ordering =Rs. 24,000+ Rs. Rs. 22,400 + Rs. 22,400
and Carrying Cost 24,000 = Rs. 48,000 =Rs. 44,800

(iii) Number of deliveries for Super Grow and Nature’s own fertilizer per year
= (Annual demand for fertilizer bags) / EOQ

Super Grow Nature’s Own 5
= (2000 bags /100 bags) =20 | = (1280 bags /80 bags) = 16
orders orders
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4. A Company uses three raw materials A, B and C for a particular product for which the following data

apply:

Raw Usage Re-order | Price per Delivery period Re- Minim

Material | per unit | quantity | Kg. (in weeks) order | um
of (Kgs.) level | level
Product (Kgs) | (Kgs.)
(Kgs.)

Minimum | Average | Maximum

A 1000 10,000 10 1 2 3 8,000 | ?

B 4 5,000 30 3 4 5 4,750 | ?

C 6 10,000 15 2 3 4 ? 2,000

Weekly production varies from 175 to 225 units, averaging 200 units of the said product. COMPUTE the
following quantities:

(i) Minimum stock of A,

(ii) Maximum stock of B,

(iii) Re-order level of C,

(iv) Average stock level of A.
ANSWER 4

(i) Minimum stock of A

Re-order level — (Average rate of consumption x Average time required to obtain fresh delivery)
= 8,000 — (200 x 10 x 2) = 4,000 kgs.

(i) Maximum stock of B

Re-order level + Re-order quantity — (Minimum consumption x Minimum delivery period)
= 4,750 + 5,000 — (175 x 4 x 3)

=9,750 - 2,100 = 7,650 kgs.
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(iii) Re-order level of C
Maximum delivery period x Maximum usage
=4 x225x6=15,400 kgs.
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OR

Re-order level of C

= Minimum level of C + [Average rate of consumption x Average time required to obtain fresh delivery]
= 2,000 + [(200 x 6) x 3] kgs = 5,600 kgs.

(iv) Average stock level of A

= Minimum stock level of A + % Re-order quantity of A

= 4,000 + % x 10,000 = 4,000 + 5,000 = 9,000 kgs

OR

Average Stock level of A
(Minimum stock level of A + Maximum stock level of A) /2 (Refer to working note)

(4000 + 16250) / 2 = 10,125 kgs

Working note:
Maximum stock of A= ROL+ ROQ — (Minimum consumption x Minimum re-order period)
= 8,000 + 10,000 - [(175 x 10) x 1] = 16,250 kgs

5. (a) EXE Limited has received an offer of quantity discounts on its order of materials as under:

Price per ton Ton (Nos.)

(Rs.)

1,200 Less than 500

1,180 500 and less than 1,000
1,160 1,000 and less than 2,000
1,140 2,000 and less than 3,000
1,120 3,000 and above.

The annual requirement for the material is 5,000 tons. The ordering cost per order is Rs.R 1,200 and the
stock holding cost is estimated at 20% of material cost per annum. You are required to COMPUTE the
most economical purchase level.
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(b) WHAT will be your answer to the above question if there are no discounts offered and the price per
tonis Rs. 1,500?
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ANSWER 5(a)
Total Order size | No. of Cost of inventory Orderin | Carrying cost Total Cost
annual | (Tonne) orders A x Per tonne cost | g cost p.t. p.a (4+5+6)
require | (q) A/q (Rs.) A/q x 1/2x q x 20% of | (Rs.)
ment Rs.Rs cost p.t. (Rs.)
(A) 1200
(Rs.)
1 2 3 4 5 6 7
5,000 400 12.5 60,00,000 15,600 48,000 60,63,600
TON (13)* (5,000xRs.1200) (200 x Rs. 240)
500 10 59,00,000 12,000 59,000 59,71000
(5,000 x Rs. 1180) (250 x Rs. 236)
1,000 5 58,00,000 6,000 1,16,000 59,22,000
(5,000x Rs. 1160) (500 x Rs. 232)
2,000 2.5 57,00,000 3,600 2,28,000 59,31,600
(3)* (5,000xRs. 1140) (1,000%Rs.228)
3,000 1.666 56,00,000 2,400 3,36,000 59,38,400
(2)* (5,000xRs. 1120) (1,500%Rs.224)

* Since number of orders cannot be in decimals, thus 12.5 orders are taken as 13 orders, 2.5 are taken as 3
order and 1.66 orders are taken as 2 orders.

The above table shows that the total cost of 5,000 units including ordering and carrying cost is minimum
(Rs. 59,22,000) when the order size is 1,000 units. Hence the most economical purchase level is 1,000
units.

6. From the details given below, CALCULATE:

(i) Re-ordering level

(ii) Maximum level

(iii) Minimum level

(iv) Danger level.

Re-ordering quantity is to be calculated on the basis of following information:
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Cost of placing a purchase order is Rs. 4,000
Number of units to be purchased during the year is 5,00,000
Purchase price per unit, inclusive of transportation cost is Rs. 50

Annual cost of storage per unit is Rs. 10.
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Details of lead time: Average- 10 days, Maximum- 15 days, Minimum- 5 days, for emergency purchases-
4 days.

Rate of consumption: Average: 1,500 units per day,

Maximum: 2,000 units per day.

ANSWER 6

Basic Data:

A (Number of units to be purchased annually) = 5,00,000 units

O (Ordering cost per order) = Rs. 4,000

C (Annual cost of storage per unit) =Rs. 10
Purchase price per unit inclusive of transportation cost = Rs. 50

Computations:

(i) Re-ordering level (ROL)

= Maximum usage per period x Maximum lead time

= 2,000 units per day x 15 days = 30,000 units

(ii) Maximum level = ROL + ROQ — [Min. rate of consumption x Min. lead time] (Refer to working notes 1

and 2)
= 30,000 units + 20,000 units — [1,000 units per dayx5 days] = 45,000 units

(iii) Minimum level = ROL—-Average rate of consumptionx Average re-order-period
= 30,000 units — (1,500 units per day x 10 days) = 15,000 units

(iv)Danger level= Average consumption x Lead time for emergency purchases

= 1,500 units per day x 4 days = 6,000 units

Working Notes:

1. Minimum rate of consumption per day

Av. rate of consumption= (Minimum rate of consumption + Maximum rate of consumption) /2

51

1,500 units per day = (X units /day + 2000 units per day) / 2 or X = 1,000units per day.

2. Re-order Quantity (ROQ) = V(2 *500000 units * 4000) / (10) = 2000 units
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7. G. Ltd. produces a product which has a monthly demand of 4,000 units. The product requires a
component X which is purchased at Rs. 20. For every finished product, one unit of component is
required. The ordering cost is Rs. 120 per order and the holding cost is 10% p.a.

You are required to CALCULATE:

(i) Economic order quantity.

(ii) If the minimum lot size to be supplied is 4,000 units, what is the extra cost, the company has to incur?

(iii) What is the minimum carrying cost, the company has to incur?
ANSWER 7

(a) (i) Economic order quantity:

A (Annual requirement or Component ‘X’) = 4,000 units per month x 12 months
= 48,000 units

C (Purchase cost p.u.) =Rs. 20
O (Ordering cost per order) = Rs. 120

Ci (Holding cost) = 10% per annum

200 [z itsx
coq - |29 _ [2<48,000unitsx %120
VGV 10%of20

= 2,400 units

(ii)Extra cost incurred by the company:
A.Total cost when order size is equal 4,000 units:

Total cost = Total ordering cost + Total carrying cost

A 0 1QC
= —x0+ - i
Q 2(}

_ ‘f 48,000 units

b ' |
—x%120 | + |lx4,000unitsxm%x?zoJ
\ 4,000 units J 2

Y]

=% 1,440 + T 4,000 = ¥ 5,440

B. Total cost when order size is equal EOQ i.e. 2,400 units:

Y

) .
48,000 units 2,400 units x 10% x T 20 |

Total cost = [ _
. 2,400 units

= 72,400 + ¥ 2,400 = T 4,800

xmt}] +

1
2

Extra cost that the company has to incur = (A) — (B) = Rs. 5,440 — Rs. 4,800 = Rs. 640
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(iii)Minimum carrying cost: Carrying cost depends upon the size of the order. It will be minimum on the
least order size. (In this part of the question the two order sizes are 2,400 units and 4,000 units. Here 2,400
units is the least of the two order sizes. At this order size carrying cost will be minimum.)

The minimum carrying cost in this case can be computed as under:

Minimum carrying cost =% x 2,400 units x 10% x Rs. 20 = Rs. 2,400

8. ‘AT’ Ltd. furnishes the following store transactions for September, 2020:
1-9-20 Opening balance 25 units value Rs. 162.50

4-9- 20 Issues Req. No. 85 8 units

6-9- 20 Receipts from B & Co. GRN No. 26 50 units @ Rs. 5.75 per unit
7-9- 20 Issues Req. No. 97 12 units

10-9- 20 Return to B & Co. 10 units

12-9- 20 Issues Req. No. 108 15 units

13-9- 20 Issues Req. No. 110 20 units

15-9- 20 Receipts from M & Co. GRN. No. 33 25 units @ Rs. 6.10 per unit
17-9- 20 Issues Req. No. 121 10 units

19-9- 20 Received replacement from B & Co.

GRN No. 38 10 units

20-9- 20 Returned from department, material of

M & Co. MRR No. 4 5 units

22-9- 20 Transfer from Job 182 to Job 187 in the dept. MTR 6 5 units

53

26-9- 20 Issues Req. No. 146 10 units
29-9- 20 Transfer from Dept. “A” to Dept. “B” MTR 10 5 units

30-9- 20 Shortage in stock taking 2 units
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PREPARE the priced stores ledger on FIFO method and STATE how would you treat the shortage in stock
taking.

ANSWER 8
Working Notes:

1.The material received as replacement from vendor is treated as freshsupply.

2.In the absence of any information, the price of the material returnedfrom a user department on 20-9-20
has been taken at the price of thelatest issue made on 17-9-20. In FIFO method, physical flow of
thematerial is irrelevant, and issue price is based on first in first out.

3.The issue of material on 26-9-20 is made out of the material receivedfrom a user department on 20-9-20.
4.The entries for transfer of materials from one job and department toanother on 22-9-20 and 29-9-20
respectively, do not affect the storeledger. However, adjustment entries to calculation of cost of
respectivejobs and departments are made in cost accounts.

5.The material found short as a result of stock taking has been written offat relevant issue price.

Stores Ledger of AT Ltd. for the month of September, 2020 (FIFO Method)

RECEIPT ISSUE BALANCE
Date GRN Qty. Rate Amou | Requi | Qty. Rate Amou | Qty. Rate Amou
No Units | (Rs.) nt si- Units | (Rs.) nt Units | (Rs.) nt
MRR (Rs.) tion (Rs.) (Rs.)
No. No
1 2 3 4 5 6 7 8 9 10 11 12
1-9-20 | — = = = = = = = 25 6.50 162.5
0
4-9-20 | — = = = 85 8 6.50 52 17 6.50 110.5
0
6-9-20 | 26 50 5.75 287.5 | — = = = 17 6.50 398.0
0 50 5.75 0
7-9-20 | — = = = 97 12 6.50 78 5 6.50 320.0
50 5.75 0 <
10-9-20 | — = = = Retur | 10 5.75 57.50 |5 6.50 262.5 "
n 40 5.75 0
12-9-20 | — = = = 108 5 6.50 90 30 5.75 172.5
10 5.75 0
13-9-20 | — = = = 110 20 5.75 115 10 5.75 57.50
15-9-20 | 33 25 6.10 1525 | — = = = 10 5.75 210.0
0 25 6.10 0
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17-9-20 | — — — — 121 10 5.75 57.50 | 25 6.10 152.5
0

19-9-20 | 38 10 5.75 57.5 = = = = 25 6.10 210.0
10 5.75 0

20-9-20 | 4 5 5.75 28.75 | - = = = 5 5.75 238.7
25 6.10 5

10 5.75

26-9-20 | - = = = 146 5 5.75 59.25 | 20 6.10 179.5
5 6.10 10 5.75 0

30-9-20 | - = = = shorta | 2 6.10 12.20 | 18 6.10 167.3
ge 10 5.75 0

9. The following information is extracted from the Stores Ledger:

Material X
Opening Stock Nil

Purchases:
Jan. 1100 @ Rs. 1 per unit
Jan. 20 100 @ Rs. 2 per unit

Issues:

Jan. 22 60 for Job W 16

Jan. 23 60 for Job W 17

Complete the receipts and issues valuation by adopting the First-In-First-Out, Last-In-First-Out and the
Weighted Average Method. TABULATE the values allocated to Job W 16, Job W 17 and the closing stock
under the methods aforesaid and discuss from different points of view which method you would prefer.

ANSWER 9

From the point of view of cost of material charged to each job, it is minimum under FIFO and
maximum under LIFO (Refer to Tables). During the period of rising prices, the use of FIFO give rise
to high profits and that of LIFO low profits. In the case of weighted average, there is no significant
adverse or favourable effect on the cost of material as well as on profits.

§§5

From the point of view of valuation of closing stock, it is apparent from the above
statement, that it is maximum under FIFO, moderate under weighted average and minimum
under LIFO. It is clear from the tables that the use of weighted average evens out the
fluctuations in the prices. Under this method, the cost of materials issued to the jobs and
the cost of material in hands reflects greater uniformity than under FIFO and LIFO. Thus,
from different points of view, weighted average method is preferred over LIFO and FIFO.
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Statement of receipts and issues by adopting First-in-First-Out Method

Date Particulars Receipts Issues Balance
Units | Rate | Value | Units | Rate | Value | Units | Rate | Value
No. (Rs.) | (Rs.) | No. (Rs.) | (Rs.) | No. (Rs.) | (Rs.)
Jan. 1 Purchase 100 1 100 — — — 100 1 100
Jan. 20 Purchase 100 2 200 — — — 100 1 100
100 2 200
Jan. 22 Issue to Job W 16 — — — 60 1 60 40 1 40
100 2 200
Jan. 23 | Issue toJob W 17 — — — 40 1 40 80 2 160
20 2 40

Statement of receipts and issues by adopting Last-In-First-Out method

Date Particulars Receipts Issues Balance
Units | Rate | Value | Units | Rate | Value | Units | Rate | Value
No. (Rs.) | (Rs.) | No. (Rs.) | (Rs.) | No. (Rs.) | (Rs.)
Jan. 1 Purchase 100 1 100 o o o 100 1 100
Jan. 20 Purchase 100 2 200 o o o 100 1 100
100 2 200
Jan. 22 Issue to Job W 16 — — — 60 2 120 100 1 100
40 2 80
Jan. 23 Issue to Job W 17 — — — 40 2 80 80 1 80
20 1 20

Statement of Receipt and Issues by adopting Weighted Average method

Date Particulars Receipts Issues Balance
Units | Rate | Value | Units | Rate | Value | Units | Rate | Value
No. (Rs.) | (Rs.) | No. (Rs.) | (Rs.) | No. (Rs.) | (Rs.)
Jan. 1 Purchase 100 1 100 — — = 100 1 100 8
Jan. 20 Purchase 100 2 200 — — — 200 1.50 300
Jan. 22 Issue to Job W 16 — — — 60 1.50 |90 140 1.50 210
Jan. 23 Issue to Job W 17 — — — 60 1.50 |90 80 1.50 120

Statement of Material Values allocated to Job W 16, Job 17 and Closing Stock, under
aforesaid methods

FIFO LIFO Weighted Average

(Rs.) (Rs.) (Rs.)
Material for Job W 16 60 120 90
Material for Job W 17 80 100 90
Closing Stock 1 60 80 120

300 300 300
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CHAPTER-3 EMPLOYEE COST

ILLUSTRATION 1

‘X’ an employee of ABC Co. gets the following emoluments and benefits:

(a) Basic pay Rs. 10,000 p.m.

(b) Dearness allowance Rs. 2,000 p.m.

(c) Bonus 20% of salary and D.A.

(d) Other allowances Rs. 2,500 p.m.

(e) Employer’s contribution to P.F. 10% of salary and D.A.

‘X’ works for 2,400 hours per annum, out of which 400 hours are non-productive
and treated as normal idle time. You are required to COMPUTE the effective
hourly cost of employee ‘X’.

SOLUTION
Statement showing computation of effective hourly cost of employee ‘X’

Per month (Rs.) Per annum (Rs.)
(A) Earning of Employee X’:
Basic pay 10,000 1,20,000
Dearness Allowance 2,000 24,000
Bonus 2,400 28,800
Employer’s contribution to 1,200 14,400
provident fund
Other allowances 2,500 30,000

18,100 2,17,200
(B) Effective working hours 2,000 hours
(refer workings)
(C) Effective hourly cost {(A) + Rs.108.60
(B)} 3

Workings:

Calculation of effective working hours:
Annual working hours less Normal idle time = 2,400 hours — 400 hours = 2,000 hours.
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ILLUSTRATION 2

In a factory working six days in a week and eight hours each day, a worker is paid
at the rate of Rs. 100 per day basic plus D.A. @ 120% of basic. He is allowed to
take 30 minutes off during his hours shift for meals-break and a 10 minutes
recess for rest. During a week, his card showed that his time was chargeable to :

Job X 15 hrs.
Job Y 12 hrs.
Job Z 13 hrs.

The time not booked was wasted while waiting for a job. In Cost Accounting,
STATE how would you allocate the wages of the workers for the week?

SOLUTION
Working notes:
(i) Total effective hours in a week:

[(8 hrs. — (30 mts. + 10 mts.)] x 6 days = 44 hours

(ii) Total wages for a week:
(Rs. 100 + 120% of Rs. 100) x 6 days = Rs. 1,320

(iii) Wage rate per hour = 1320 + 44 hours = Rs. 30

(iv) Time wasted waiting for job (Abnormal idle time):
=44 hrs. — (15 hrs. + 12 hrs. + 13 hrs.) = 4 hrs.

Allocation of wages in Cost Accounting

(Rs.)
Allocated to Job X : 15 hours x Rs. 30 450
Allocated to Job Y : 12 hours x Rs. 30 360
Allocated to Job Z : 13 hours x Rs. 30 390 %
Charged to Costing Profit & Loss A/c: 4 hours x | 120
Rs. 30
Total 1,320

ILLUSTRATION 3
CALCULATE the earnings of A and B from the following particulars for a month
and allocate the employee cost to each job X, Y and Z:

A B
(i) Basic Wages (Rs.) 10,000 16,000
(ii) Dearness Allowance 50% 50%
(iii) Contribution to provident Fund 8% 8%
(on basic wages)
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(iv) Contribution to Employee’s State | 2% 2%
Insurance (on basic wages)
(v) Overtime (Hours) 10 --

The normal working hours for the month are 200. Overtime is paid at double the
total of normal wages and dearness allowance. Employer’s contribution to state
Insurance and Provident Fund are at equal rates with employees’ contributions.

The two workers were employed on jobs X, Y and Z in the following proportions:

Jobs X Y z
Worker A 40% 30% 30%
Worker B 50% 20% 30%

Overtime was done on job Y.

SOLUTION

Statement showing Earnings of Workers A and B

A (Rs.) B (Rs.)
Basic wages 10,000 16,000
Dearness Allowance (50% of Basic Wages) 5,000 8,000
Overtime wages (Refer to Working Note 1) 1,500 --
Gross wages earned 16,500 24,000
Less: Contribution to Provident fund (800) (1,280)
Less: Contribution to ESI (200) (320)
Net wages earned 15,500 22,400

Statement of Employee Cost

A (Rs.) B (Rs.)
Gross Wages (excluding overtime) 15,000 24,000
Add: Employer’s contribution to PF 800 1,280
Add: Employer’s contribution to ESI 200 320
Gross wages earned 16,000 25,600
Normal working hours 200 200
Ordinary wages rate per hour 80 128
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Statement Showing Allocation of Wages to Jobs

Total Wages JOBS
(Rs.)
Worker A: X (Rs.) Y (Rs.) | Z(Rs.)
- Ordinary Wages (4:3:3) | 16,000 6,400 4,800 | 4,800
- Overtime 1,500 -- 1,500 -
Worker B:
- Ordinary Wages (5:2:3) | 25,600 12,800 5,120 | 7,680
43,100 19,200 11,420 | 12,480

Working Notes

1. Normal Wages are considered as basic wages
2 x(Basic wage + DA ) x10 hours

200

(15,000
X‘ :ﬂ{}hours:ﬂSO x 10 hours=%1,500

Over time

ILLUSTRATION 4
It is seen from the job card for repair of the customer’s equipment that a total of
154 labour hours have been put in as detailed below:

In terms of an award in employee conciliation, the workers are to be paid
dearness allowance on the basis of cost of living index figures relating to each
month which works out @ Rs. 968 for the relevant month. The dearness
allowance is payable to all workers irrespective of wages rate if they are present

Worker ‘A’ paid at | Worker ‘B’ paid at | Worker ‘C’ paid at
Rs. 200 per day of | Rs. 100 per day of | Rs. 300 per day of
8 hours 8 hours 8 hours
Monday (hours) 10.5 8.0 10.5 °
Tuesday (hours) 8.0 8.0 8.0 ®
Wednesday 10.5 8.0 10.5
(hours)
Thursday (hours) 9.5 8.0 9.5
Friday (hours) 10.5 8.0 10.5
Saturday (hours) -- 8.0 8.0
Total (hours) 49.0 48.0 57.0

or are on leave with wages on all working days.
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Sunday is a weekly holiday and each worker has to work for 8 hours on all week
days and 4 hours on Saturdays; the workers are however paid full wages for
Saturday (8 hours for 4 hours worked).

Overtime is paid twice of ordinary wage rate if a worker works for more than
nine hours in a day or fourty eight hours in a week. Excluding holidays, the
total number of hours works out to 176 in the relevant month. The

company’s contribution to Provident Fund and Employees State Insurance
Premium are absorbed into overheads.

CALCULATE the wages payable to each worker.

SOLUTION

(1) Calculation of hours to be paid for worker A:

Normal Extra Overtime Equivalent | Total
hours hours hours normal normal
hours for hours
overtime
worked
Monday 8 1 1% 3 12
Tuesday 8 -- -- -- 8
Wednesday 8 1 1% 3 12
Thursday 8 1 % 1 10
Friday 8 1 1% 3 12
Saturday -- -- -- -- --
Total 40 4 5 10 54

Calculation of hours to be paid for worker B:

Vo]
Normal Extra Overtime | Equivalent normal | Total
hours hours hours hours for overtime | normal
worked hours

Monday 8 - - - 8
Tuesday 8 - - - 8
Wednesday 8 - - - 8
Thursday 8 - - - 8
Friday 8 - - - 8
Saturday 4 4* - - 8
Total 44 4 --- --- 48

(*Worker-B has neither worked more than 9 hours in any day nor more than 48 hours in
the week)
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Calculation of hours to be paid for worker C:

Normal Extra Overtime | Equivalent Total normal
hours hours hours normal hours
hours for
overtime
worked
Monday 8 1 1% 3 12
Tuesday 8 - - - 8
Wednesday 8 1 1% 3 12
Thursday 8 1 % 1 10
Friday 8 1 1% 3 12
Saturday 4 4* 8 12
Total 44 4 9 18 66

(*Worker-C has worked more than 48 hours in the week)

Wages payable:

A B C
Basic Wages per hour (Rs.) 25.00 12.50 37.50
Dearness allowance per 5.50 5.50 5.50
hour (Rs.)
Hourly rate (Rs.) 30.50 18.00 43.00
Total normal hours 54.00 48.00 66.00
Total Wages payable (Rs.) 1,647.00 864.00 2,838.00

ILLUSTRATION 5
In a factory, the basic wage rate is Rs.100 per hour and overtime rates are as follows:

62

Before and after normal working hours | 175% of basic wage rate

Sundays and holidays 225% of basic wage rate
During the previous year, the following hours were worked
1,00,000 hours
- Normal time
20,000 hours

- Overtime before and after working
hours
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Overtime on Sundays and holidays 5,000 hours
Total 1,25,000 hours

The following hours have been worked on job ‘Z’

Normal 1,000 hours
Overtime before and after working 100 hours.
hrs.

Sundays and holidays 25 hours.
Total 1,125 hours

You are required to CALCULATE the labour cost chargeable to job ‘2’ and
overhead in each of the following instances:

(a) Where overtime is worked regularly throughout the year as a policy due to the
workers’ shortage.

(b) Where overtime is worked irregularly to meet the requirements of production.

(c) Where overtime is worked at the request of the customer to expedite the job.

SOLUTION

Workings

Basic wage rate : Rs. 100 per hour

Overtime wage rate before and after working hours: Rs. 100 x 175% = Rs. 175 per hour

Overtime wage rate for Sundays and holidays : Rs. 100 x 225% = Rs. 225 per hour

63

Computation of average inflated wage rate (including overtime premium):

Particulars Amount (Rs.)
Annual wages for the previous year for normal time (1,00,000 hrs. x 1,00,00,000
Rs.100)

Wages for overtime before and after working hours (20,000 hrs. x 35,00,000
Rs.175)

Wages for overtime on Sundays and holidays (5,000 hrs. x Rs.225) 11,25,000
Total wages for 1,25,000 hrs. 1,46,25,000
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Average inflated wage rate = ( Rs.14625000/ 125000 hours) = Rs. 117

(a) Where overtime is worked regularly as a policy due to workers’ shortage:

The overtime premium is treated as a part of employee cost and job is charged at an
inflated wage rate. Hence, employee cost chargeable to job Z

= Total hours x Inflated wage rate = 1,125 hrs. x Rs. 117 = Rs.1,31,625

(b) Where overtime is worked irregularly to meet the requirements of production:
Basic wage rate is charged to the job and overtime premium is charged to factory
overheads as under:

Employee cost chargeable to Job Z: 1,125 hours @ Rs.100 per hour = Rs. 1,12,500
Factory overhead: {100 hrs. x Rs. (175 — 100)} + {25 hrs. x Rs. (225 —100)} = {Rs.7,500 +
Rs.3,125} = Rs.10,625

(c) Where overtime is worked at the request of the customer, overtime
premium is also charged to the job as under:

(Rs.)
Job Z Employee cost 1,125 hrs. @ Rs. 100 = 1,12,500
Overtime premium 100 hrs. @ Rs. (175 —-100) = 7,500
25 hrs. @ Rs. (225 -100) = 3,125
Total 1,23,125

ILLUSTRATION 6
CALCULATE the earnings of a worker under Halsey System. The relevant data is as below:

Time Rate (per hour) Rs. 60
Time allowed 8 hours

Time taken 6 hours

Time saved 2 hours
SOLUTION

64

Calculation of total earnings:
= Time taken x Time rate + 50% (Time Allowed — Time Taken) x Time rate
=6 hrs. x Rs.60 + 1/2 x (2 hrs. x Rs.60) or Rs.360 + Rs.60 = Rs.420

Of his total earnings, Rs.360 is on account of the time worked and Rs.60 is on account of his
share of the premium bonus.
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ILLUSTRATION 7

CALCULATE the earnings of a worker under Rowan System. The relevant data is given as
below:

Time rate (per Hour) Rs. 60

Time allowed 8 hours.

Time taken 6 hours.

Time saved 2 hours.

SOLUTION

Calculation of total earnings:

=Time taken x Rate per hour + ( Time saved / Time Allowed) * Time taken * Rate per hour

=6 hours x Rs.60 + ( 2 hours / 8 hours) x 6 hours x Rs. 60 = Rs. 360 + Rs. 90 = Rs. 450

ILLUSTRATION 8

Two workmen, ‘A’ and ‘B’, produce the same product using the same material. Their
normal wage rate is also the same. ‘A’ is paid bonus according to the Rowan system,
while ‘B’ is paid bonus according to the Halsey system. The time allowed to make the
product is 50 hours. ‘A’ takes 30 hours while ‘B’ takes 40 hours to complete the product.
The factory overhead rate is Rs. 5 per man-hour actually worked.

The factory cost for the product for ‘A’ is Rs. 3,490 and for ‘B’ it is Rs. 3,600.
Required:

(a) COMPUTE the normal rate of wages;

65

(b) COMPUTE the cost of materials cost;

(c) PREPARE a statement comparing the factory cost of the products as made by the two
workmen.

SOLUTION
Step 1: Let X be the cost of material and Y be the normal rate of wages per hour.

Step 2 : Factory Cost of Workman ‘A’
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A. Material Cost X
B. .Wages (Rowan Plan) 30Y
C. Bonus = (30 /50) * (50-30) * Y 12Y
D. Overheads (30 Rs.5) x 150
E.Factory Cost 3,490
Or, X+ 42 Y =Rs.3,490 (Given) — Rs.150 = Rs.3,340.....cccccevveecerreierineannnns equation (i)

Step 3 : Factory Cost of Workman ‘B’

A. Material Cost X
B. Wages (Halsey Plan) a0y
C. Bonus = 50% of (SH - AH) R x 5Y

= 50% of (50 - 40) R x

D. Overheads (40 Rs.5) x 200
E. Factory Cost 3,600
Or, X+45Y =Rs.3,600 (Given) — Rs.200 = Rs.3,400.......ccccceevrrvrrrrrennene equation (ii)

Step 4 : Subtracting equation (i) from equation (ii)
3Y =Rs.60
Y = Rs.60/3 = Rs.20 per hour.

(a) The normal rate of wages: Rs.20 per hour

(b) The cost of material: X + 45 Rs. 20 = Rs. 3,400 or, X = Rs. 3,400 — Rs. 900 = Rs. 2,500 x
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(c) Comparative Statement of the Factory Cost of the product made by the two workmen.

A’ (Rs.) ‘B’ (Rs.)
Material cost 2,500 2,500
Direct Wages 600 800

(30 x Rs.20) (40 x Rs.20)
Bonus 240 100

(12 x Rs.20) (5 xRs.20)
Factory Overhead 150 200
Factory Cost 3,490 3,600
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ILLUSTRATION 9

(a) Bonus paid under the Halsey Plan with bonus at 50% for the time saved equals the
bonus paid under the Rowan System. When will this statement hold good? (Your
answer should contain the proof).

(b) The time allowed for a job is 8 hours. The hourly rate is Rs. 8. PREPARE a statement
showing:

i. The bonus earned

ii. The total earnings of employee and

iii. Hourly earnings.

Under the Halsey System with 50% bonus for time saved and Rowan System for each hour
saved progressively.

SOLUTION
(a) Bonus under Halsey Plan = (50/ 100) x (SH - AH) x R......ccccc........ (i)
Bonus under Rowan Plan : = (AH/ SH)X (SH - AH) X Ru..cooieiiiiicececeeeeeeeeveins (ii)

Bonus under Halsey Plan will be equal to the bonus under Rowan Plan when the following
condition holds good:

= (50/100) * (SH - AH) * R = (AH/SH) * (SH-AH) * R
=(50/100) = (AH/ SH)

Hence, when the actual time taken (AH) is 50% of the time allowed (SH), the bonus
under Halsey and Rowan Plans is equal.

(b) Statement of Bonus, total earnings of Employee and hourly earnings under Halsey and
Rowan Systems.

SH AH Time Basic Bonus Bonus | Total Total Hourly | Hourly
saved wages | under under Earning | Earning | Earning | Earning -
(AH Halsey | Rowan |sunder | sunder |sunder | sunder ®
XRs.8) System | system | Halsey | Rowan | Halsey | Rowan
(B x (50/100 | (B/A) System | System | System | System
Rs.8) ) *C*8 | *C*8 D+E D+F G/B H/B
A Hours | Bhours |C=(A- |D E F G H I J
B) Rs. Rs. Rs. Rs. Rs. Rs. Rs.
hours
8 8 - 64 - - 64 64 8.00 8.00
8 7 1 56 4 7 60 63 8.57 9.00
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8 6 2 48 8 12 56 60 9.33 10.00
8 5 3 40 12 15 52 55 10.40 11.00
8 4 4 32 16 16 48 48 12.00 12.00
8 3 5 24 20 15 44 39 14.67 13.00
8 2 6 16 24 12 40 28 20.00 14.00
8 1 7 8 28 7 36 15 36.00 15.00

ILLUSTRATION 10

A skilled worker in XYZ Ltd. is paid a guaranteed wage rate of Rs. 30 per hour. The
standard time per unit for a particular product is 4 hours. Mr. P, a machine man, has
been paid wages under the Rowan Incentive Plan and he had earned an effective hourly
rate of Rs. 37.50 on the manufacture of that particular product.

STATE what could have been his total earnings and effective hourly rate, had he been
put on Halsey Incentive Scheme (50%)?

SOLUTION
Total earnings (under 50% Halsey Scheme) = Hours worked Rate per hour + % time saved

Rate per hour xx x
=3 hours x Rs. 30 + %5 x 1 hour x Rs.30 = Rs.105
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Effective hourly rate = (Total earnings/ Hours taken) = (Rs. 105 / 3 hours) = Rs.35

Working Note:
Let T hours be the total time worked in hours by the skilled workers (machine man P),
Rs.30 is the rate per hour; standard time is 4 hours per unit and effective hourly earnings
rate is Rs.37.50 then

Time saved

Earning (under Rowan plan) = Hours worked x Rate per hr + —
Time allowed

Time taken x Rate per hr

2375 T - Txz30+ =0 1 .730
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(both sides are divided by T)
Rs.37.5=Rs.30+(4—-T)xRs. 7.5
Rs.37.5=Rs. 30+ Rs.30-7.5T
or,Rs. 7.5 T =Rs.60-Rs.37.5
or,Rs. 7.5 T=Rs. 22.5

or, T=3 hours.

ILLUSTRATION 11

A factory having the latest sophisticated machines wants to introduce an incentive
scheme for its workers, keeping in view the following:

(i) The entire gains of improved production should not go to the workers.

(ii) In the name of speed, quality should not suffer.

(iii) The rate setting department being newly established are liable to commit mistakes.
You are required to PREPARE a suitable incentive scheme and DEMONSTRATE by an
illustrative numerical example how your scheme answers to all the requirements of the
management.

SOLUTION

Rowan Scheme of premium bonus (variable sharing plan) is a suitable incentive scheme for
the workers of the factory. If this scheme is adopted, the entire gains due to time saved by
a worker will not pass to him.

Another feature of this scheme is that a worker cannot increase his earnings or bonus by
merely increasing its work speed. The reason for this is that the bonus under Rowan
Scheme is maximum when the time taken by a worker on a job is half of the time allowed.
As this fact is known to the workers, therefore, they work at such a speed which helps
them to maintain the quality of output too.
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Lastly, Rowan System provides a safeguard in the case of any loose fixation of the
standards by the rate-setting department. It may be observed from the following
illustration that in the Rowan Scheme the bonus paid will be low due to any loose fixation
of standards. Workers cannot take undue advantage of such a situation. The above three
features of Rowan Plan can be discussed with the help of the following illustration:

(i) Time allowed = 4 hours

Time taken =3 hours

Time saved = 1 hour

Rate = Rs.5 per hour

JOIN CA RAVI AGARWAL’S MENTORING PROGRAM TO CRACK YOUR CA EXAMS IN ONE ATTEMPT

®+97-8334866777 or visit www.caraviagarwal.com. Subscribe Youtube Channel https://youtube.com/MissionCAwithCARaviAgarwal



tel:8334866117
http://www.caraviagarwal.com/
https://youtube.com/MissionCAwithCARaviAgarwal

PAPER 3 - COST AND MANAGEMENT ACCOUNTING SIGORERZORNEGOSTRINIG

CA Ravi Agarwal’s
CA INTER COSTING MA COMPILER 4.0

Bonus = Time takenTime allowedx Time saved x Rate
=3 hours4 hours x 1 hour x Rs.5 = Rs.3.75

In the above illustration time saved is 1 hour and, therefore, total gain is Rs. 5. Out of Rs.5
according to Rowan Plan only Rs.3.75 is given to the worker in the form of bonus and the
remaining Rs. 1.25 remains with the management. In other words, a worker is entitled for
75 percent of the time saved in the form of bonus.

(ii) The figures of bonus in the above illustration when the time taken is 2 hours and 1 hour
respectively are as below:
Time taken

Bonus = —— x [ime saved x Rate
Time allowed
2 hours
= x 2 hours = ¥5 =35
4 hours
1 hours

= x 3 hours x ¥5 = ¥3.75
4 hours

The above figures of bonus clearly show that when time taken is half of the time allowed,
the bonus is maximum. When the time taken is reduced from 2 to 1 hour, the bonus figure
fell by Rs.1.25. Hence, it is quite apparent to workers that it is of no use to increase speed
of work. This feature of Rowan Plan thus protects the quality of output.

(iii) If the rate-setting department erroneously sets the time allowed as 10 hours instead of
4 hours, in the above illustration; then the bonus paid will be as follows:

Bonus = (3 hours /10 hours) x 7 hours x Rs.5 = Rs.10.50

The bonus paid for saving 7 hours thus is Rs.10.50 which is approximately equal to the
wages of 2 hours.
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In other words, the bonus paid to the workers is low.
Hence workers cannot take undue advantage of any mistake committed by the time setting
department of the concern.

ILLUSTRATION 12

A worker is paid Rs.10,000 per month and a dearness allowance of Rs.2,000 p.m. Worker
contribution to provident fund is @ 10% and employer also contributes the same
amount as the employee. The Employees State Insurance Corporation premium is 6.5%
of wages of which 1.75% is paid by the employees. It is the firm’s practice to pay 2
months’ wages as bonus each year.

The number of working days in a year is 300 of 8 hours each. Out of these the worker is
entitled to 15 days leave on full pay. CALCULATE the wage rate per hour for costing
purposes.
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SOLUTION

Wages paid to worker during the year {(Rs. 10,000 +2,000) x 12} \ 1,44,000
Add: Employer Contribution to:

Provident Fund @ 10% 14,400
E.S.I. Premium @ 4.75% (6.5 — 1.75) 6,840
Bonus at 2 months’ wages (Basic + DA) 24,000
Total 1,89,240

Effective hours per year: 285 days x 8 hours = 2,280 hours
Wage-rate per hour (for costing purpose): Rs.1,89,240/2,280 hours = Rs.83

ILLUSTRATION 13

CALCULATE the Employee hour rate of a worker X from the following data:
Basic pay Rs. 10,000 p.m.

D.A. Rs. 3,000 p.m.

Fringe benefits Rs. 1,000 p.m.

Number of working days in a year 300. 20 days are availed off as holidays on full pay in a
year. Assume a day of 8 hours.

SOLUTION

(i) Effective working days in a year 300

Less: Leave days on full pay 20
Effective working days 280 days

Total effective working hours (280 days x 8 hours) 2,240

(ii) Total wages paid in a year (Rs.)
Basic pay 1,20,000
D.A. 36,000
Fringe benefits 12,000 =
1,68,000
(iii) Hourly rate : Rs.1,68,000/2,240 hours Rs.75.00

ILLUSTRATION 14

The Accountant of Y Ltd. has computed employee turnover rates for the quarter ended
31st March, 2020 as 10%, 5% and 3% respectively under ‘Flux method’, ‘Replacement
method’ and ‘Separation method’ respectively. If the number of workers replaced during
that quarter is 30, FIND OUT the number of workers for the quarter

(i) recruited and joined and (ii) left and discharged and (iii) Equivalent employee turnover
rates for the year.
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SOLUTION
Working Note:
Average number of workers on roll (for the quarter):

Employee Turnover rate using Replacement method

B No. of replacements
Average number of workers on roll

o T 30
r 100 Average number of workers onroll

x 100

Or, Average number of workers on roll = 30100 _ 600

(i)  Number of workers recruited and joined:
Employee turnover rate (Flux method)

_ No. of Separations *(S) + No. of Accessions(A)

Average number of workers onroll

or, HURR 182 +A Or, A{m—ao}:@
100 600 100

No. of workers recruited and joined 42.
(i)  Number of workers left and discharged:

Employee turnover rate (Separation method)

No. of Separations(S) % 100 = 3 _ S

Or,5* =18

B Average number of workers onroll 100

Hence, number of workers left and discharged comes to 18

(iii) Calculation of Equivalent employee turnover rates:

_ EmployeeTurnoverrateforthequarter(s}X4quaner5
Number of quarter(s)

. 10%
Using Flux method o “x4=40%

. 5% ’
Using Replacement method = 1 x4 = 20%

Q,

Using Separation method 3% x4 =12%

1
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ILLUSTRATION 15

The management of B.R Ltd. is worried about their increasing employee turnover in
the factory and before analyzing the causes and taking remedial steps; it wants to
have an idea of the profit foregone as a result of employee turnover in the last year

Last year sales amounted to Rs. 83,03,300 and P/V ratio was 20 per cent. The total
number of actual hours worked by the direct employee force was 4.45 lakhs. The actual
direct employee hours included 30,000 hours attributable to training new recruits, out of
which half of the hours were unproductive.

As a result of the delays by the Personnel Department in filling vacancies due to
employee turnover, 1,00,000 potentially productive hours (excluding
unproductive training hours) were lost.

The costs incurred consequent on employee turnover revealed, on analysis, the
following:

Settlement cost due to leaving Rs. 43,820

Recruitment costs Rs. 26,740

Selection costs Rs. 12,750

Training costs Rs. 30,490

Assuming that the potential production lost as a consequence of employee turnover
could have been sold at prevailing prices, FIND the profit foregone last year on account
of employee turnover.

SOLUTION

Workings:

(i) Computation of productive hours

Actual hours worked (given) 4,45,000
Less: Unproductive training hours 15,000
Actual productive hours 4,30,000
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(ii) Productive hours lost:
Loss of potential productive hours + Unproductive training hours
=1,00,000 + 15,000 = 1,15,000 hours

(iii) Loss of contribution due to unproductive hours:
= (Sales Value / Actual productive hours) x Total unproductive hours
= (Rs. 8303300 / 430000 hrs) x 115000 hours = Rs. 2220650

Contribution lost for 1,15,000 hours = (Rs. 22,20,650 / 100) x 20 = Rs.4,44,130
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Computation of profit forgone on account of employee turnover

(Rs.)
Contribution foregone (as calculated above) 4,44,130
Settlement cost due to leaving 43,820
Recruitment cost 26,740
Selection cost 12,750
Training costs 30,490
Profit foregone 5,57,930

MCQs based Questions

1. Idle time is the time under which-

(a) Full wages are paid to workers

(b) No productivity is given by the workers

(c) Both (a) and (b)

(d) None of the above

ANSWER 1-C

2. Cost of idle time due to non- availability of raw material is-
(a) Charged to overhead costs

(b) Charged to respective jobs

(c) Charged to costing profit and loss account
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(d) None of the above

ANSWER 2-C

3. Time and motion study is conducted by-
(a) Time keeping department

(b) Personal department

(c) Payroll department

(d) Engineering department
ANSWER 3-D
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4. Identify, which one of the following, does not account for increasing labour
productivity-

(a) Job satisfaction

(b) Motivating workers

(c) High labour turnover

(d) Proper supervision and control

ANSWER 4-C

5. Labour turnover is measured by-

(a) Number of persons replaced/ average number of workers

(b) Numbers of persons separated / number of workers at the beginning of the year
(c) (Number of persons replaced + number of persons separated)/(number of persons at
the beginning + the

number of persons at the end of the year)

(d) None of the above

ANSWER 5-D

6. Labour productivity is measured by comparing-

(a) Actual time and standard time
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(b) Total output with total man-hours

(c) Added value for the product with total wage cost
(d) All of the above

ANSWER 6-D

7. Employee Cost includes-

(a) Wages and salaries

(b) Allowances and incentives
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(c) Payment for overtime

(d) All of the above
ANSWER 7-D

8. If the time saved is less than 50% of the standard time, then the wages under Rowan
and Halsey premium plan

on comparison gives-

(a) More wages to workers under Rowan plan than Halsey plan

(b) More wages to workers under Halsey plan than Rowan plan

(c) Equal wages under two plans

(d) None of the above

ANSWER 8- A

9. Standard time of a job is 60 hours and guaranteed time rate is Rs.0.30 per hour. What
is the amount of wages under Rowan plan if job is completed in 48 hours?

(a) Rs. 16.20
(b) Rs. 17.28
(c) Rs. 18.00
(d) Rs. 14.40

ANSWER 9- B

10. Important factors for control of employee cost can be-
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(a) Time and Motion Study

(b) Control over idle time and overtime

(c) Control over employee turnover

(d) All of the above

ANSWER 10-D

11. Out of the following methods attendance is marked by recognizing an employee

based on physical and behavioural traits-

(a) Punch Card Attendance method
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(b) Bio- Metric Attendance system
(c) Attendance Register method

(d) Token Method

ANSWER 11-B

12. If overtime is required for meeting urgent orders, the overtime premium should be
charged as-

(a) Respective job

(b) Overhead cost

(c) Costing P& LA/c

(d) None of above
ANSWER 12-A

Theoretical Questions

1. DISCUSS the accounting treatment of Idle time and overtime wages.

ANSWER 1

Treatment of Normal IDLE time Treatment of Abnormal IDLE time

It is treated as a part of cost of production. | Abnormal idle time cost is not included

Thus, in the case of direct workers an as a part of production cost and is shown as

allowance for normal idle time is a separate item in the Costing Profit and

considered setting of standard hours or Loss Account. The cost of abnormal idle

standard rate. In case of indirect workers, | time should be further categorized into R
normal idle time is considered for the controllable and

computation of overhead rate. uncontrollable. For each category, the

break-up of cost due to various factors
should be separately shown. This would
help the management in fixing responsibility
for controlling idle time.

Management should aim at eliminating
controllable idle time and on a long-term
basis reducing even the normal idle time.
This would require a detailed analysis of the
causes leading to such idle time.

Treatment of Overtime premium in cost accounting
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Causes

Treatment

(1) The customer may agree to bear the entire
charge of overtime because urgency of work.

(1) If overtime is resorted to at the desire of the
customer, then overtime premium may be
charged to the job directly.

(2) Overtime may be called for to make up any
shortfall in production due to some unexpected
development.

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

(3) Overtime work may be necessary to make up a
shortfall in production due to some fault of
management.

(3) If overtime is worked in a department due to
the fault of another department, the overtime
premium should be charged to the latter
department.

(4) Overtime work may be resorted to, to secure
an out-turn in excess of the normal output to take
advantage of an expanding market or of rising
demand

(4) Overtime worked on account of abnormal
conditions such as flood, earthquake etc., should
not be charged to cost, but to Costing Profit and
Loss Account.

2. DISCUSS the effect of overtime payment on productivity.

ANSWER 2

Occasional overtime is a healthy sign as it indicates that the firm has the optimum capacity
and that the capacity is being fully utilised. But persistent overtime is rather a bad sign
because it may indicate either (a) that the firm needs larger capacity in men and machines,
or (b) that men have got into the habit of postponing their ordinary work towards the
evening so that they can earn extra money in the form of overtime wages.

3. STATE the circumstances in which time rate system of wage payment can be preferred

in a factory.

ANSWER 3

Straight Time Rate System: Under this system, the workers are paid on time basis i.e.
hour, day, week, or month. The amount of wages due to a worker are arrived at by
multiplying the time worked (including normal idle period) by rate for the time. Time based

wages payment is suitable for the employees

(i) whose services cannot be directly or tangibly measured, e.g., general helpers,

supervisory and clerical staff etc.
(ii) engaged in highly skilled jobs,

(iii) where the pace of output is independent of the operator, e.g., automatic chemical
plants. Wages under time rate system is calculated as under:
Wages = Time Worked (Hours/ Days/ Months) x Rate for the time
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4. DISCUSS the objectives of time keeping & time booking.
ANSWER 4

Objectives of Time-keeping: Correct recording of employees’ attendance time is of utmost
importance where payment is made on the basis of time worked.

Where payment is made by results viz; straight piece work, it would still be

necessary to correctly record attendance for the purpose of ensuring that proper discipline
and adequate

rate of production are maintained. The objectives of timekeeping are as follows:

(i) For the preparation of payrolls.

(ii) For calculating overtime.

(iii) For ascertaining and controlling employee cost.

(iv) For ascertaining idle time.
(v) For disciplinary purposes.
(vi) For overhead distribution.

Time booking for costing: The time spent on a particular job or activity is used to compute
the cost of the job or activity.

Time booking to measure efficiency: The efficiency of the employees is measures by
comparing the actual time taken by an employee with the standard time that should have
been taken.

Time booking for fixation of responsibility: The time booked data is used to analyse the
variance in time taken by an employee on a particular job or process with respect to
standard time to see the reasons for the variance. The reasons for variance is further
classified as controllable and uncontrollable. The controllable reasons are those which can
be avoided by due care and efficiency. On the other hand, uncontrollable reasons cannot
be avoided under the normal circumstances. Employees or any other concerned person or
departments are made accountable for variance under controllable reasons.

5. DISCUSS the two types of cost associated with labour turnover.
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ANSWER 5

Cost of Employees (Labour) Turnover: Two types of costs which are associated with
employee turnover are:

(a) Preventive Costs: The cost incurred to prevent employee turnover or keep it as lowest
as possible. Cost incurred for prevention of employee turnover includes the following:

(i) Cost of medical benefit provided to the employees;

(ii) Cost incurred on employees’ welfare like pension etc.

(iii) Cost on other benefits with an objective to retain employees.
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(b) Replacement Costs: These are the costs which arise due to employee turnover. If
employees leave soon after they acquire the necessary training and experience of good
work, additional costs will have to be incurred on new workers, i.e., cost of recruitment,
training and induction, abnormal breakage and scrap and extra wages and overheads due
to the inefficiency of new workers.

It is obvious that a company will incur very high replacement costs if the rate of employee
turnover is high. Similarly, only adequate preventive costs can keep Employee turnover at
a low level. Each company must, therefore, work out the optimum level of Employee
turnover keeping in view its personnel policies and the behaviour of replacement cost and
preventive costs at various levels of Employee turnover rates.

6. DESCRIBE briefly, how wages may be calculated under the following systems:
(i) Rowan system
(ii) Halsey system

ANSWER 6

(i) Rowan Premium Plan: According to this system a standard time allowance is fixed for
the performance of a job and bonus is paid if time is saved.
Under Rowan System the bonus is that proportion of the time wages as time saved

bears to the standard time.

Time taken x Rate per hour + _Time Saved Time taken x Rate per hour

Time Allowed

(ii) Halsey Premium Plan: Under Halsey premium plan a standard time is fixed for each job
or process. If there is no saving on this standard time allowance, the worker is paid only his
day rate. He gets his time rate even if he exceeds the standard time limit, since his day rate
is guaranteed.

If, however, he does the job in less than the standard time, he gets a bonus equal to 50
percent of the wages of time saved; the employer benefits by the other 50 percent. The
scheme also is sometimes referred to as the Halsey fifty percent plan. Earnings under
Halsey Premium plan is calculated as under:

80

Wages = Time taken xTime rate + 50% of time saved xTime rate

Practical Questions

1. Mr. A. is working by employing 10 skilled workers. He is considering the introduction
of some incentive scheme - either Halsey Scheme (with 50% bonus) or Rowan Scheme -
of wage payment for increasing the Employee productivity to cope with the increased
demand for the product by 25%. He feels that if the proposed incentive scheme could
bring about an average 20% increase over the present earnings of the workers, it could
act as sufficient incentive for them to produce more and he has accordingly given this
assurance to the workers.
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As a result of the assurance, the increase in productivity has been observed as revealed
by the following figures for the current month:

Hourly rate of wages (guaranteed) Rs.40
Average time for producing 1 piece by one worker at the 2 hours
previous performance (This may be taken as time allowed)

No. of working days in the month 25

No. of working hours per day for each worker 8

Actual production during the month 1,250 units

(i) CALCULATE effective rate of earnings per hour under Halsey Scheme and Rowan
Scheme.

(ii) CALCULATE the savings to Mr. A in terms of direct labour cost per piece under the
schemes.

ANSWER 1

Working Notes:

1. Total time wages of 10 workers per month:

= No. of working days in the month x No. of working hours per day of each worker x
Hourly rate of wages x No. of workers

=25 days x 8 hrs. x Rs.40 x 10 workers = Rs.80,000

2. Time saved per month:
Time allowed per piece to a worker 2 hours

No. of units produced during the month by 10 workers 1,250 pieces

81

Total time allowed to produce 1,250 pieces (1,250 x 2 hours) 2,500 hours
Actual time taken to produce 1,250 pieces 2,000 hours

Time saved (2,500 hours — 2,000 hours) 500 hours

3. Bonus under Halsey scheme to be paid to 10 workers:
Bonus = (50% of time saved) x hourly rate of wages

=50/100 x 500 hours x Rs.40 = Rs.10,000

JOIN CA RAVI AGARWAL’S MENTORING PROGRAM TO CRACK YOUR CA EXAMS IN ONE ATTEMPT

®+97-8334866777 or visit www.caraviagarwal.com. Subscribe Youtube Channel https://youtube.com/MissionCAwithCARaviAgarwal



tel:8334866117
http://www.caraviagarwal.com/
https://youtube.com/MissionCAwithCARaviAgarwal

PAPER 3 - COST AND MANAGEMENT ACCOUNTING SIGORERZORNEGOSTRINIG

CA Ravi Agarwal’s
CA INTER COSTING MA COMPILER 4.0

Total wages to be paid to 10 workers are (Rs.80,000 + Rs.10,000) Rs.90,000, if Mr. A
considers the introduction of Halsey Incentive Scheme to increase the employee
productivity.

4. Bonus under Rowan Scheme to be paid to 10 workers:

Bonus = (Time taken/ Time allowed) x Time saved x hourly rate

=x 500 hours x Rs. 40 = Rs.16,000 2,000hours2,500hours

Total wages to be paid to 10 workers are (Rs.80,000 + Rs.16,000) Rs.96,000, if Mr. A

considers the introduction of Rowan Incentive Scheme to increase the Employee
productivity.

(i) (a) Effective hourly rate of earnings under Halsey scheme:

(Refer to Working Notes 1, 2 and 3)

= (Total time wages of 10 workers+Total bonus under Halsey scheme) / Total hours worked
= (80,000 + 10,000) / 2,000 hours =Rs.45

(b) Effective hourly rate of earnings under Rowan scheme:

(Refer to Working Notes 1, 2 and 4)

= Total time wages of 10 workers+Total bonus under Rowan schemeTotal hours worked
== Rs.48 80,000+16,0002,000 hoursRs.Rs.

(ii) (a) Saving in terms of direct Employee cost per piece under Halsey scheme:

(Refer to Working Note 3)

Employee cost per piece (under time wage scheme)
= 2hours x Rs.40 = Rs.80.

82

Employee cost per piece (under Halsey scheme)

= (Total wages paid under the scheme / Total number of units produced) = ( 90,000/
1,250) =Rs.72

Saving per piece: (Rs.80 — Rs.72) = Rs.8

(b) Saving in terms of direct Employee cost per piece under Rowan Scheme:

(Refer to Working Note 4)

Employee cost per piece under Rowan scheme = Rs.96,000/1,250 units = Rs.76.80

Saving per piece = Rs.80 — Rs.76.80 = Rs.3.20
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2. Wage negotiations are going on with the recognised employees’ union, and the
management wants you as an executive of the company to formulate an incentive
scheme with a view to increase productivity.

The case of three typical workers A, B and C who produce respectively 180, 120 and 100
units of the company’s product in a normal day of 8 hours is taken up for study.

Assuming that day wages would be guaranteed at Rs. 75 per hour and the piece rate
would be based on a standard hourly output of 10 units, CALCULATE the earnings of
each of the three workers and the employee cost per 100 pieces under (i) Day wages,
(ii) Piece rate, (iii) Halsey scheme, and (iv) The Rowan scheme. Also CALCULATE under
the above schemes the average cost of labour for the company to produce 100 pieces.
ANSWER 2

Calculation of earnings under different wage schemes:

(i) Day wages

Worker Day wages (Rs.) | Actual Output Labour cost per
(Units) 100 pieces (Rs.)

A 600 180 333.33

B 600 120 500.00

C 600 100 600.00

Total 1800 400

Average labour cost to produce 100 pieces:
= (Total wages paid / Total output) X 100 = (RS. 1800/ 400 units) x 100 = Rs. 450

(ii) Piece rate

Average cost of labour for the company to produce 100 pieces:

Worker Actual Piece rate Wages Labour cost 0
Output (Rs.) earned (Rs.) | per 100
(Units) pieces (Rs.)

A 180 7.50 1,350 750.00

B 120 7.50 900 750.00

C 100 7.50 750 750.00

Total 400 3000

= (Rs.3,000 / 400 units) x 100 = Rs.750
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(iii) Halsey Scheme

Worker | Actual Std. | Actua | Time Bonus | Rate Total Labour cost per
Output time | | time | saved hours | per wages (Rs.) | 100 pieces (Rs.)
(Units) (Hrs. | (Hrs.) | (Hrs.) (50% hour
) of (Rs.)
time
saved)
A B C D=B-C |E F G = F x (C+E) | H=G/A*100
A 180 18 8 10 5 75 975 541.67
B 120 12 8 4 2 75 750 625.00
C 100 10 8 2 1 75 675 675.00

Average cost of labour for the company to produce 100 pieces
= (Rs. 2400 / 400 units) x 100 = Rs. 600

(iv) Rowan Scheme:

Worker | Actual Std. Actual | Time Bonus Rate per | Total Labour cost
Output | time time saved | hours* hour wages per 100
(Units) (Hrs.) (Hrs.) | (Hrs.) (Rs.) including | pieces (Rs.)
bonus
(Rs.)
A B C D=B-C | E F G=Fx(C+E | H=G/A*100
)
A 180 18 8 10 4.44 75 933 518.33
B 120 12 8 4 2.67 75 800 666.67
C 100 10 8 2 1.60 75 720 720.00
Total 400 2453
* Bonus hours = M x Actualtime
Std. Time

84

Average cost of lahour for the company to produce 100 pieces

72,453

= — """ x100 =7613.25
400 units
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ILLUSTRATION 1

CHAPTER-4 OVERHEADS -
ABSORPTION COSTING METHOD

ISIGOIRER70LRIINECEO)]

XL Ltd., has three production departments and four service departments. The expenses
for these departments as per Primary Distribution Summary are as follows:

Production Departments: (Rs.) ‘ (Rs.)
Dept.-A 30,00,000

Dept.-B 26,00,000

Dept.-C 24,00,000 80,00,000
Service Departments: (Rs.) (Rs.)
Stores 4,00,000

Time-keeping and Accounts 3,00,000

Power 1,60,000

Canteen 1,00,000 ‘ 9,60,000

The following information is also available in respect of the production departments:

Dept. A Dept. B Dept. C
Horse power of Machine 300 300 200
Number of workers 20 15 15
Value of stores requisition in 2,50,000 1,50,000 1,00,000
(Rs.)

SOLUTION

Secondary Overhead Distribution Statement

PREPARE a statement apportioning the costs of service departments over the
production departments using direct re-distribution method.

Items of cost Basis of Total Production Departments

(as per primary apportionment

distribution summary)

(Rs.) A (Rs.) B (Rs.) C(Rs.)

Cost as per primary distribution summary 80,00,00 | 30,00,000 26,00,00 | 24,00,000

0 0

Stores (5:3:2) Value of Store 4,00,000 | 2,00,000 1,20,000 | 80,000
requisition

Time-keeping and No. of workers 3,00,000 | 1,20,000 90,000 90,000

Accounts (4:3:3)
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0)

ISIGOIRER70LRIINECEO)]

Power (3:3:2) H.P. of Machine 1,60,000 | 60,000 60,000 40,000

Canteen (4:3:3) No. of workers 1,00,000 | 40,000 30,000 30,000
89,60,00 | 34,20,000 29,00,00 | 26,40,000
0 0

ILLUSTRATION 2
Suppose the expenses of two production departments A and B and two service
departments X and Y are as under:

Department Amount Apportionment Basis
(Rs.)
Y A B
Dept.-X 2,00,000 25% 40% 35%
Dept.-Y 1,50,000 — 40% 60%
Dept.-A 3,00,000
Dept.-B 3,20,000

PREPARE a statement apportioning the costs of service departments over the production
departments using step method.

SOLUTION

Summary of Overhead Distribution

Departments X (Rs.) Y (Rs.) A (Rs.) B (Rs.)
Amount as given above 2,00,000 1,50,000 3,00,000 3,20,000
Expenses of service dept.- | (2,00,000) 50,000 80,000 70,000
X is apportioned among
other departments-Y, A
and B in the ratio (5:8:7)

2,00,000 3,80,000 3,90,000 3
Expenses of Dept.-Y - (2,00,000) 80,000 1,20,000
apportioned between
department A and B in the
ratio (2:3)
Total Nil Nil 4,60,000 5,10,000
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ILLUSTRATION 3
Service departments’ expenses (Rs.)
Boiler house 3,00,000
Pump room 60,000
Total 3,60,000

The allocation basis is:

Production Department Service Department
A B Boiler Pump
House Room
Boiler House 60% 35% - 5%
Pump Room 10% 40% 50% -
SOLUTION

The total expenses of the two service departments will be determined as follows:
Let B stand for Boiler House expenses and P for Pump Room expenses.

Then

B =3,00,000 +0.50 P

P =60,000 + 0.05 B

Substituting the value of B,

P =60,000 + 0.05 (3,00,000 + 0.5 P)

= 60,000 + 15,000 + 0.025 P

=75,000 + 0.025 P

P -0.025P = 75,000

P = (75,0000 / 9.75)

87

P =Rs.76,923

The total of expenses of the Pump Room is Rs.76,923 and that of the Boiler House is
Rs.3,38,462 i.e., Rs.3,00,000 + 0.5 x Rs. 76,923.
The expenses will be allocated to the production departments as under:

Production Department

Dept.-A Dept.-B
Boiler House (60% and 35% of Rs. 3,38,462) 2,03,077 1,18,462
Pump Room (10% and 40% of Rs. 76,923) 7,692 30,769
Total 2,10,769 1,49,231
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The total of expenses apportioned to A and B is Rs. 3,60,000.

ILLUSTRATION 4
Sanz Ltd., is a manufacturing company having three production departments, ‘A’, ‘B’
and ‘C’ and two service departments ‘X’ and ‘Y’. The following is the budget for

December 2020:
Total (Rs.) | A (Rs.) B (Rs.) C (Rs.) X (Rs.) Y (Rs.)
Direct material 1,00,000 2,00,000 4,00,000 2,00,000 1,00,000
Direct wages 5,00,000 2,00,000 8,00,000 1,00,000 2,00,000
Factory rent 4,00,000
Power 2,50,000
Depreciation 1,00,000

Other overheads | 9,00,000
Additional information:

Area (Sq. ft.) 500 250 500 250 500
Capital value of 20 40 20 10 10
assets (Rs. lakhs)

Machine hours 1,000 2,000 4,000 1,000 1,000
Horse power of 50 40 20 15 25
machines

A technical assessment of the apportionment of expenses of service departments is as

under:
A B C X Y
Service Dept. ‘X’ (%) (45 (15 |(30 |- |10
Service Dept. ‘Y’ (%) |60 |35 |- 5 |-
Required:

(i) PREPARE a statement showing distribution of overheads to various departments.
(ii) PREPARE a statement showing re-distribution of service departments expenses to
production departments using Trial and error method.

88

SOLUTION
(i) Overhead Distribution Summary

Basis Total (Rs.) | A(Rs.) B (Rs.) C(Rs.) X (Rs.) Y (Rs.)
Direct materials Direct — - — — 2,00,000 | 1,00,000
Direct wages Direct - — - - 1,00,000 | 2,00,000
Factory rent Area 4,00,000 1,00,000 | 50,000 1,00,000 | 50,000 1,00,000
(2:1:2:1:2)
Power H.P. x 2,50,000 50,000 80,000 80,000 15,000 25,000
(10:16:16:3:5)* Machine

Hrs.
Depreciation Capital 1,00,000 20,000 40,000 20,000 10,000 10,000
(2:4:2:1:1) value
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Other overheads Machine
(1:2:4:1:1) hrs.

9,00,000 1,00,000 | 2,00,000 | 4,00,000 | 1,00,000 | 1,00,000

16,50,000 | 2,70,000 | 3,70,000 | 6,00,000 | 4,75,000 | 5,35,000

*{(1000x50) : (2000x40) : (4000x20) : (1000x15) : (1000x25)}

(50000 : 80000 : 80000 : 15000 : 25000)

(ii) Redistribution of Service Department’s expenses:

Service Departments
X (Rs.) Y (Rs.)
Overheads as per primary distribution 4,75,000 5,35,000
(i) Apportionment of Dept-X expenses to Dept-Y --- 47,500
(10% of Rs. 4,75,000)
5,82,500
(ii) Apportionment of Dept-Y expenses to Dept-X 29,125
[5% of (Rs. 5,35,000 + Rs. 47,500)]
(i) Apportionment of Dept-X expenses to Dept-Y 2,913
(10% of Rs. 29,125)
(ii) Apportionment of Dept-Y expenses to Dept-X 146 ---
(5% of Rs. 2,913)
Total 5,04,271 5,85,413

Distribution of Service departments’ overheads to Production departments

Production Departments

A (Rs.) B(Rs.) | C(Rs.)
Overhead as per primary 2,70,000 3,70,00 | 6,00,000
distribution 0
Dept- X (90% of Rs. 5,04,300) 2,26,900 75,600 |1,51,300
Dept- Y (95% of Rs. 5,85,400) 3,51,300 2,04,90 | --
0

ILLUSTRATION 5

‘A’, ‘B’ and ‘C’.

SOLUTION

method’:

Redistribution of Service Department’s expenses using ‘repeated distribution

Taking all the information from lllustration 4 above, PREPARE a statement showing re-
distribution of service departments’ expenses to production departments using repeated
distribution method. Also CALCULATE machine hour rates of the production departments
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A (Rs.) B (Rs.) C(Rs.) X (Rs.) Y (Rs.)
Total overheads {Refer (i) of 2,70,000 3,70,000 | 6,00,000 | 4,75,000 5,35,000
Solution to lllustration 4}
Dept. X overhead apportioned | 2,13,750 71,250 1,42,500 (4,75,000) 47,500
in the ratio (45:15:30: —:10)
Dept. Y overhead apportioned | 3,49,500 2,03,875 | - 29,125 (5,82,500)
in the ratio (60:35: —:5: —)
Dept. X overhead apportioned | 13,106 4,369 8,738 (29,125) 2,912
in the ratio (45:15:30: —:10)
Dept. Y overhead apportioned | 1,747 1,019 - 146 (2,912)
in the ratio (60:35: —:5: —)
Dept. X overhead apportioned | 65 22 44 (146) 15
in the ratio (45:15:30: —:10)
Dept. Y overhead apportioned |9 6 - - (15)
in the ratio (60:35: —:5: —)

8,48,177 6,50,541 | 7,51,282 = -

Calculation of machine hour rate:

A B C
A Total overheads (Rs.) 8,48,177 6,50,541 7,51,28
2
B Machine hours 1,000 2,000 4,000
C Machine hour rate (Rs.) 848.18 325.27 187.82
[A + B]

ILLUSTRATION 6

A machine costing Rs. 1,00,00,000 is expected to run for 10 years. At the end of this
period its scrap value is likely to be Rs. 9,00,000. Repairs during the whole life of the
machine are expected to be Rs. 18,00,000 and the machine is expected to run 4,380
hours per year on the average. Its electricity consumption is 15 units per hour, the rate
per unit being Rs. 5. The machine occupies one-fourth of the area of the department and
has two points out of a total of ten for lighting.

The foreman has to devote about one sixth of his time to the machine. The monthly rent
of the department is Rs. 30,000 and the lighting charges amount to Rs. 8,000 per month.
The foreman is paid a monthly salary of Rs. 19,200. FIND OUT the machine hour rate,
assuming insurance is @ 1% p.a. and the expenses on oil, etc., are Rs. 900 per month.
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SOLUTION
Total number of hours per annum- 4,380
Total number of hours per month- 365

Computation of Machine Hour Rate
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‘ Per month (Rs.) ‘ Per hour (Rs.)

Fixed costs (Standing Charges)
Depreciation (Refer working note-1) 75,833
Rent (Rs.30,000 x % ) 7,500
Lighting charges {(Rs.8,000 x 2 points) + | 1,600
10 points}
Foreman’s salary (Rs.19,200 x 1/6) 3,200
Sundry expenses (oil etc.) 900
Insurance {(1% of Rs. 91,00,000) + 12 7,583
months}

96,616 264.70
Variable costs:
Repairs (Refer working note -2) 41.10
Electricity (15 units x Rs. 5) 75.00
Machine Hour rate 380.80

Working Notes:
(1) Depreciation per month = (Cost of Machine-Scrap value) / Life of the machine
=(1,00,00,000-9,00,000) / (10yearsx12months)* =Rs. 75,833

*In the question the life of the machine is given as 10 years and it is also mentioned the
machine will run for 4,380 hours per annum. The depreciation can be calculated either on
the basis of time i.e. 10 years or on the basis of activity of 43,800 hours (4,380 hours p.a.)
(2) Repairs for the whole life is Rs. 18,00,000, which can be linked to activity level of
43,800 hours. Thus, Repairs cost per hour = (Rs.18,00,000 / 43,800hours) =Rs. 41.10

ILLUSTRATION 7

A machine shop cost centre contains three machines of equal capacities. To operate
these three machines nine operators are required i.e. three operators on each

machine. Operators are paid Rs. 20 per hour. The factory works for fourty eight hours

in a week which includes 4 hours set up time. The work is jointly done by operators.

The operators are paid fully for the fourty eight hours. In additions they are paid a bonus
of 10 per cent of productive time. Costs are reported for this company on the basis of
thirteen four-weekly period.

The company for the purpose of computing machine hour rate includes the direct wages
of the operator and also recoups the factory overheads allocated to the machines. The
following details of factory overheads applicable to the cost centre are available:
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Depreciation 10% per annum on original cost of the machine. Original cost of the each
machine is Rs.52,000.

Maintenance and repairs per week per machine is Rs.60.

Consumable stores per week per machine are Rs.75.

Power: 20 units per hour per machine at the rate of 80 paise per unit. No power is used
during the set-up hours.
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Apportionment to the cost centre: Rent per annum Rs.5,400, Heat and Light per annum
Rs.9,720, foreman’s salary per annum Rs.12,960 and other miscellaneous expenditure
per annum Rs.18,000.

Required:

CALCULATE the cost of running one machine for a four week period.
SOLUTION

Effective Machine hour for four-week period

= Total working hours — unproductive set-up time
= {(48 hours x 4 weeks) — {(4 hours x 4 weeks)}

=(192 - 16 hours) =176 hours.

(i) Computation of cost of running one machine for a four week period

(Rs.) (Rs.)
(A) | Standing charges (per annum)
Rent 5,400
Heat and light 9,720
Forman’s salary 12,960
Other miscellaneous expenditure 18,000
Standing charges (per annum) 46,080
Total expenses for one machine for four week period 1,181.54
((Rs.46,080) /(3machines x 13four-weekperiod))
Wages (48 hours x 4 weeks x Rs. 20 x 3 operators) 11,520.00
Bonus {(176 hours x Rs. 20 x 3 operators) x10%} 1,056.00
Total standing charges 13,757.54
(B) | Machine Expenses
Depreciation 400.00
((Rs.52,000 * 10% ) X (1/ 13four-weekperiod))
Repairs and maintenance (Rs.60 x 4 weeks) 240.00
Consumable stores (Rs.75 x 4 weeks) 300.00
Power (176 hours x 20 units xRs. 0.80) 2,816.00
Total machine expenses 3,756.00
(C) | Total expenses (A) + (B) 17,513.54
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ILLUSTRATION 8

The total overhead expenses of a factory is Rs. 4,46,380. Taking into account the normal
working of the factory, overhead was recovered in production at Rs. 1.25 per hour. The
actual hours worked were 2,93,104. STATE how would you proceed to close the books of
accounts, assuming that besides 7,800 units produced of which 7,000 were sold, there
were 200 equivalent units in work-in-progress?

On investigation, it was found that 50% of the unabsorbed overhead was on account of
increase in the cost of indirect materials and indirect labour and the remaining 50% was
due to factory inefficiency.

SOLUTION

Calculation of under/ over- absorption of overhead

Amount (Rs.)
Actual factory overhead expenses incurred 4,46,380
Overheads absorbed (2,93,104 hours x Rs. 1.25) 3,66,380
Under-absorption of overhead 80,000

Reasons for unabsorbed overheads

(i) 50% of the unabsorbed overhead was on account of increase in the cost of indirect
material and indirect labour.
(ii) 50% of the unabsorbed overhead was due to factory inefficiency.

Treatment of unabsorbed overheads in Cost Accounting

1. Unabsorbed overhead amounting to Rs. 40,000, which were due to increase in the
cost of indirect material and labour should be charged to units produced by using a
supplementary rate.

Supplementary rate = (Rs.40,000) / (7,800 + 200) units = Rs. 5 per unit

The sum of Rs. 40,000 (unabsorbed overhead) should be distributed by using a

supplementary rate among cost of sales, finished goods and work-in progress A/cs. The
amount to be debited is calculated as below:

Amount (Rs.)
Stock of finished goods 4,000
[(7,800-7,000) x Rs. 5]
Work-in progress 1,000
(200 units x Rs. 5)
Cost of sales 35,000
(7,000 units x Rs. 5)
Total 40,000
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1. The use of cost of sales figure, would reduce the profit for the period by Rs. 35,000
and will increase the value of stock of finished goods and work-in-progress by Rs. 4,000
and Rs. 1,000 respectively.

2. The balance amount of unabsorbed overheads of Rs. 40,000 due to factory
inefficiency should be debited to Costing Profit & Loss Account, as this is an abnormal
loss.

ILLUSTRATION 9 (Reverse Calculation of Factory Overhead and Administrative
overheads)

In an engineering company, the factory overheads are recovered on a fixed percentage
basis on direct wages and the administrative overheads are absorbed on a fixed
percentage basis on factory cost.

The company has furnished the following data relating to two jobs undertaken by it in

a period:
Job 101 Job 102
(Rs.) (Rs.)
Direct materials 54,000 37,500
Direct wages 42,000 30,000
Selling price 1,66,650 1,28,250
Profit percentage on 10% 20%
Total Cost
Required:

(i) COMPUTATION of percentage recovery rates of factory overheads and administrative
overheads.

(ii)) CALCULATION of the amount of factory overheads, administrative overheads and
profit for each of the two jobs.

(iii) Using the above recovery rates DETERMINE the selling price of job 103. The
additional data being:

Direct materials Rs. 24,000

Direct wages Rs. 20,000

Profit percentage on selling price 12-%%

94

SOLUTION

(i) Computation of percentage recovery rates of factory overheads and administrative
overheads.

Let the factory overhead recovery rate as percentage of direct wages be F and
administrative overheads recovery rate as percentage of factory cost be A.

Factory Cost of Jobs:
Direct materials + Direct wages + Factory overhead
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For Job 101 = Rs. 54,000 +Rs. 42,000 + Rs. 42,000F

For Job 102 = Rs. 37,500 +Rs. 30,000 + Rs. 30,000F

Total Cost of Jobs:

Factory cost + Administrative overhead

For Job 101 = (Rs. 96,000 + Rs. 42,000F) + (Rs. 96,000+ Rs. 42,000F) A = Rs. 1,51,500*
For Job-102 = (Rs. 67,500 + Rs. 30,000F) + (Rs. 67,500+ Rs. 30,000F) A = Rs. 1,06,875**

The value of F & A can be found using following equations

96,000 + 42,000F + 96,000A + 42,000AF
67,500 + 30,000F + 67,500A + 30,000AF

1,51,500 | .......... eqn (i)
1,06,875 | e eqn (ii)

Working note:

Total Cost = Selling price
(100% + Percentage of profit)
*For Job 101= 166650 _ ¢4 59 500
(100% +10%)
“*For Job 102= 128230 __ 24 96 g75
(100% + 20%)

(ii) Statement of jobs, showing amount of factory overheads, administrative
overheads and profit:

Job 101 Job 102
(Rs.) (Rs.)
Direct materials 54,000 37,500
Direct wages 42,000 30,000
Prime cost 96,000 67,500
Factory overheads 0
60% of direct wages 25,200 18,000
Factory cost 1,21,200 85,500
Administrative overheads
25% of factory cost 30,300 21,375
Total cost 1,51,500 1,06,875
Profit (10% & 20% respectively) 15,150 21,375
Selling price 1,66,650 1,28,250
(iii) Selling price of Job 103
(Rs.)
Direct materials 24,000
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Direct wages 20,000
Prime cost 44,000
Factory overheads (60% of Direct Wages) 12,000
Factory cost 56,000
Administrative overheads (25% of factory cost) 14,000
Total cost 70,000
Profit margin (balancing figure) 10,000
Selling price (Total Cost / 87.5%) 80,000

ILLUSTRATION 10

A company which sells four products, some of these are unprofitable. Company
proposes to discontinue to sale one of these products. The following information is
available regarding income, costs and activity for the year ended 31st March, 2020.

Products

A B C D
Sales (Rs.) 30,00,000 50,00,000 25,00,000 45,00,000
Cost of goods sold (Rs.) | 20,00,000 45,00,000 21,00,000 22,50,000
Area of storage (Sq.ft.) 50,000 40,000 80,000 30,000
Number of parcels sent | 1,00,000 1,50,000 75,000 1,75,000
Number of invoices sent | 80,000 1,40,000 60,000 1,20,000

Selling and Distribution overheads and the basis of allocation are:

Amount (Rs.)

Basis of allocation to products

Fixed Costs

Rent & Insurance 3,00,000 Area of storage (Sq.ft.)
Depreciation 1,00,000 No. of Parcels sent
Salesmen’s salaries & expenses 6,00,000 Sales Volume
Administrative wages and salaries | 5,00,000 No. of invoices sent

Variable Costs:

Packing wages & materials

Rs. 2 per parcel

Commission

4% of sales

Stationery

Rs. 1 per invoice

You are required to PREPARE Costing Profit & Loss Statement, showing the percentage of
profit or loss to sales for each product.

SOLUTION
Statement of Profit or Loss on Various Products during the year ended March 31,
2020.
TOTAL Products
A B C D
Sales (Rs.) 1,50,00,000 30,00,000 50,00,000 25,00,000 45,00,000
Variable costs:
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Cost of goods sold 10850000 2000000 4500000 2100000 2250000
Commissions 4% of sales 600000 120000 200000 100000 180000
Packing wages & materials @ 1000000 200000 300000 150000 350000
Rs. 2 per parcel

Stationery @ Rs. 1 per invoice 400000 80000 140000 60000 120000
Total variable costs 12850000 2400000 5140000 2410000 2900000
Contribution 2150000 600000 -140000 90000 1600000
(Sales — variable cost)

Fixed Costs:

Rent & Insurance (5:4:8:3) 300000 75000 60000 120000 45000
Depreciation (4:6:3:7) 100000 20000 30000 15000 35000
Salesmen’s salaries & 600000 120000 200000 100000 180000
expenses (6:10:5:9)

Administrative wages & 500000 100000 175000 75000 150000
salaries (4:7:3:6)

Total Fixed costs 1500000 315000 465000 310000 410000
Profit or Loss (Contribution— 650000 285000 -605000 -220000 1190000
fixed Costs)

Percentage of profit or Loss 4.33 9.50 -12.10 -8.8 26.4

on sales (%)

MCQs based Questions

(c) Both (a) and (b)

(d) None of the above
ANSWER 1-A

ANSWER 2-C

(a) Increase in output is not substantial

(b) Increase in output is substantial

(a) Best capacity for normal production
(b) Capacity used for standard setting

(c) Theoretical maximum capacity

(d) Capacity below which production should not fall

2. The concept of ‘idle capacity of plant’ as used in cost accounting is its:

1. “Fixed overhead costs are not affected in monetary terms during a given period by a
change in output”. But this statement holds good provided:
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3. The allotment of whole items of cost to cost centres or cost units is called:
(a) Overhead absorption

(b) Cost apportionment

(c) Cost allocation

(d) None of the above

ANSWER 3-C

4. Primary packing cost is a part of:

(a) Direct material cost

(b) Production Cost

(c) Selling overheads

(d) Distribution overheads

ANSWER 4- B

5. Director’s remuneration and expenses form part of:
(a) Production overhead

(b) Administration overhead

(c) Selling overhead

(d) Distribution overhead
ANSWER 5-B
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6. In case, the output of a factory is doubled, the depreciation should be treated as:
(a) Fixed cost

(b) Variable cost

(c) Semi- variable cost

(d) None of the above
ANSWER 6- C

JOIN CA RAVI AGARWAL’S MENTORING PROGRAM TO CRACK YOUR CA EXAMS IN ONE ATTEMPT

®+97-8334866777 or visit www.caraviagarwal.com. Subscribe Youtube Channel https://youtube.com/MissionCAwithCARaviAgarwal



tel:8334866117
http://www.caraviagarwal.com/
https://youtube.com/MissionCAwithCARaviAgarwal

PAPER 3 - COST AND MANAGEMENT ACCOUNTING SIGORERZORNEGOSTRINIG

CA Ravi Agarwal’s
CA INTER COSTING MA COMPILER 4.0

7. Bad debt is an example of:

(a) Distribution overhead

(b) Production overhead

(c) Selling overhead

(d) Administration overhead

ANSWER 7- C

8. Normal capacity of a plant refers to the difference between:

(a) Maximum capacity and practical capacity

(b) Practical capacity and normal capacity

(c) Practical capacity and estimated idle capacity as revealed by long term sales trend.

(d) Maximum capacity and actual capacity
ANSWER 8-C

9. The difference between actual factory overhead and absorbed factory overhead will
be usually at the minimum level, provided pre- determined overhead rate is based on:

(a) Maximum capacity
(b) Direct labour hours
(c) Machine hours

(d) Normal capacity
ANSWER 9- D
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10. Identify among the following a scientific and accurate method of factory overhead
absorption:

(a) Percentage of direct material cost method
(b) Percentage of direct labour cost method
(c) Percentage of prime cost method

(d) Machine hour rate method.

ANSWER 10-D
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Theory Questions

1. STATE what is blanket overhead rate? In which situations, blanket rate is to be used
and why?

ANSWER

Blanket Overhead Rate: Blanket overhead rate refers to the computation of one single
overhead rate for the whole factory. It is to be distinguished from the departmental
overhead rate which refers to a separate rate for each individual cost centre or
department. The use of blanket rate may be proper in certain factories producing only one
major product in a continuous process or where the work performed in every department
is fairly uniform or standardised.

This overhead rate is computed as follows:

Blanket Rate = Total overheads for the factory / Total number of units of base for the
factory

A blanket rate should be applied in the following cases:

(1) Where only one major product is being produced.

(2) Where several products are produced, but

(a) All products pass through all departments; and

(b) All products are processed for the same length of time in each department.

Where these conditions do not exist, departmental rates should be used.

2. DISCUSS the step method and reciprocal service method of secondary distribution of
overheads.
ANSWER

Step Method or Non-reciprocal method: This method gives cognizance to the services
rendered by service department to another service department. Therefore, as compared
to previous method, this method is more complicated because a sequence of
apportionments has to be selected here. The sequence here begins with the department
that renders maximum number of services to the other service department(s). In other
words, the cost of the service department that serves the largest number of services to the
other service department(s) and production department(s) is distributed first. After this,
the cost of service department serving the next largest number of departments is
apportioned.

This process continues till the cost of last service department is apportioned. The cost of
last service department is apportioned among production departments only.
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(iii) Reciprocal Service Method: This method recognises the fact that where there are two
or more service departments they may render services to each other and, therefore, these
inter-departmental services are to be given due weight while re-distributing the expenses
of the service departments.

The methods available for dealing with reciprocal services are:

(a) Simultaneous equation method,;

(b) Trial and error method;

(c) Repeated distribution method.
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(a) Simultaneous Equation Method:
According to this method firstly, the costs of service departments are ascertained. These
costs are then re-distributed to production departments on the basis of given percentages.

(b) Trial and Error Method:

According to this method the cost of one service cost centre is apportioned to another
service cost centre. The cost of another service centre plus the share received from the
first cost centre is again apportioned to the first cost centre. This process is repeated till
the amount to be apportioned becomes negligible, that means repeated distribution
method is followed to the extent of service departments only.

All apportioned amounts for each service cost centre are added to get the total
apportioned cost. These total service cost centre costs are redistributed to the
production departments. Trial and error method and Simultaneous equation method gives
the same result.

(c) Repeated Distribution Method:

Under this method, service departments’ costs are distributed to other service and
production departments on agreed percentages and this process continues to be
repeated, till the figures of service departments are either exhausted or reduced to too
small a figure.

3. DISCUSS the problems of controlling the selling and distribution overheads.
ANSWER

Control of selling and distribution expenses is a difficult task. The reasons for this are as
follows:

1. The incidence of selling and distribution overheads depends mainly on external factors,
such as distance of market, extent and nature of competition, terms of sales, etc. which
are beyond the control of management.
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2. These overheads are dependent upon the customers, behaviour, their liking and
disliking, tastes etc. Therefore, as such control over the overheads may result in loss of
customers.

3. These expenses being of the nature of policy costs are not amenable to control.

In spite of the above difficulties, the following methods may be used for controlling them.
(a) Comparison with past performance - According to this method, selling and distribution
overheads are compared with the figures of the previous period. Alternatively, the
expenses may be expressed as a percentage of sales, and the percentages may be
compared with those of the past period. This method is suitable for small concerns.

(b) Budgetary Control - A budget is set up for selling and distribution expenses. The
expenses are classified into fixed and variable. If necessary, a flexible budget may be
prepared indicating the expenses at different levels of sales. The actual expenses are
compared with the budgeted figures and in the case of variances suitable actions are
taken.
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(c) Standard Costing - Under this method standards are set up in relation to the standard
sales volume. Standards may be set up for salesmen, territories, products etc. Once the
standards are set up, comparison is made between the actuals and standards: variances
are enquired into and suitable action taken.

4. DISTINGUISH between cost allocation and cost absorption.

ANSWER

Cost Allocation: The term ‘allocation’ refers to the direct assignment of cost to a cost
object which can be traced directly. It implies relating overheads directly to the various
departments. The estimated amount of various items of manufacturing overheads
should be allocated to various cost centres or departments. For example- if a separate
power meter has been installed for a department, the entire power cost ascertained
from the meter is allocated to that department. The salary of the works manager cannot
be directly allocated to any one department since he looks after the whole factory. It is,
therefore, obvious that many overhead items will remain unallocated after this step.

Cost Absorption: After completing the distribution as stated above the overheads charged
to department are to be recovered from the output produced in respective departments.
This process of recovering overheads of a department or any other cost center from its
output is called recovery or absorption.

Absorption of manufacturing overheads shall be as follows:

(i) Variable Manufacturing overheads: The variable manufacturing overheads shall be
absorbed on the basis of actual production.

(ii) Fixed Manufacturing overheads: The fixed manufacturing overhead shall be absorbed
on the basis of normal capacity.

5. EXPLAIN Single and Multiple Overhead Rates.

ANSWER

Blanket overhead rate refers to the computation of one single overhead rate for the
whole factory. It is to be distinguished from the departmental overhead rate which refers
to a separate rate for each individual cost centre or department. The use of blanket rate
may be proper in certain factories producing only one major product in a continuous
process or where the work performed in every department is fairly uniform or
standardised.

Departmental Overhead Rate: It refers to the computation of one single overhead rate for
a particular production unit or department. Where the product lines are varied or
machinery is used to a varying degree in the different departments, that is, where
conditions throughout the factory are not uniform, the use of departmental rates is to be
preferred.
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6. EXPLAIN how would you treat the idle capacity costs in Cost Accounts?

ANSWER

Treatment of Idle capacity costs: Idle capacity costs can be treated in product costing, in
the following ways:

(a) If the idle capacity cost is due to unavoidable reasons such as repairs, maintenance,
changeover of job etc. a supplementary overhead rate may be used to recover the idle
capacity cost. In this case, the costs are charged to the production capacity utilised.
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(b) If the idle capacity cost is due to avoidable reasons such as faulty planning, power
failure etc.; the cost should be charged to costing profit and loss account.

(c) If the idle capacity cost is due to seasonal factors, then, the cost should be charged to
the cost of production by inflating overhead rates.

7. DISCUSS the difference between allocation and apportionment of overhead.
ANSWER

Difference between Allocation and Apportionment

The difference between the allocation and apportionment is important to understand
because the purpose of these two methods is the identification of the items of cost to
cost units or centers. However, the main difference between the above methods is

given below.

Allocation Apportionment

Allocation deals with the whole items of | Apportionment deals with the

cost, which are identifiable with any proportions of an item of cost for

one department. For example, indirect example; the cost of the benefit of a
wages of three departments are service department will be divided
separately obtained and hence each between those departments which has
department will be charged by the availed those benefits.

respective amount of wages individually.
Allocation is a direct process of charging | Apportionment is an indirect process
expenses to different cost centres because there is a need for the
identification of the appropriate portion
of an expense to be borne by the
different departments benefited.

(3) The allocation or apportionment of an expense is not dependent on its nature, but the
relationship between the expense and the cost centre decides that whether it is to be
allocated or apportioned.

(4) Allocation is a much wider term than apportionment.

8. EXPLAIN what are the methods of re-apportionment of service department
expenses over the production departments? Discuss

ANSWER

Methods for Re-apportionment: The re-apportionment of service department expenses
over the production departments may be carried out by using any one of the following
methods:

(i) Direct re-distribution method.

(ii) Step method of secondary distribution or non-reciprocal method.

(iii) Reciprocal Service method.

i) Direct Re-Distribution Method: Service department costs under this method are
apportioned over the production departments only, ignoring the services rendered by
one service department to the other.

Step Method or Non-reciprocal method: This method gives cognizance to the services
rendered by service department to another service department. Therefore, as compared

to previous method, this method is more complicated because a sequence of
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that renders maximum number of services to the other service department(s). In other
words, the cost of the service department that serves the largest number of services to the
other service department(s) and production department(s) is distributed first.

After this, the cost of service department serving the next largest number of departments
is apportioned.

This process continues till the cost of last service department is apportioned. The cost of
last service department is apportioned among production departments only.

(iii) Reciprocal Service Method: This method recognises the fact that where there are two
or more service departments they may render services to each other and, therefore, these
inter-departmental services are to be given due weight while re-distributing the expenses
of the service departments.

The methods available for dealing with reciprocal services are:

(a) Simultaneous equation method,;

(b) Trial and error method;

(c) Repeated distribution method.

(a) Simultaneous Equation Method:
According to this method firstly, the costs of service departments are ascertained. These
costs are then re-distributed to production departments on the basis of given percentages.

(b) Trial and Error Method:

According to this method the cost of one service cost centre is apportioned to another
service cost centre. The cost of another service centre plus the share received from the
first cost centre is again apportioned to the first cost centre. This process is repeated till
the amount to be apportioned becomes negligible, that means repeated distribution
method is followed to the extent of service departments only. All apportioned amounts
for each service cost centre are added to get the total apportioned cost. These total
service cost centre costs are redistributed to the production departments. Trial and error
method and Simultaneous equation method gives the same result.

(c) Repeated Distribution Method:

Under this method, service departments’ costs are distributed to other service and
production departments on agreed percentages and this process continues to be
repeated, till the figures of service departments are either exhausted or reduced to too
small a figure.
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Practical Questions

1. The ABC Company has the following account balances and distribution of direct
charges on 31st March, 2020.

Indirect labour 14,650 | 4,000 3,000 2,000 5,650
Maintenance material 5,020 1,800 700 1,020 1,500
Misc. supplies 1,750 400 1,000 150 200
Superintendent’s salary 4,000 - - 4,000 -
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Cost & payroll salary | 10,000 |- - 10,000 -
Overheads to be apportioned:
Power 8,000
Rent 12,000
Fuel and heat 6,000
Insurance 1,000
Trade License fees 2,000
Depreciation 1,00,00
0
1,64,42 | 6,200 4,700 17,170 7,350
0

The following data were compiled by means of the factory survey made in the
previous year:

Floor Space Radiator No. of Investment H.P hours
(Sqgft) Sections Employee | (Rs.)
s

Machine Shop 2,000 45 20 6,40,000 3,500
Packing 800 90 10 2,00,000 500
General Plant 400 30 3 10,000 -
Store & 1,600 60 5 1,50,000 1,000
Maintenance

4,800 225 8 10,00,000 5,000

Expenses charged to the stores and maintenance departments are to be distributed to
the other departments by the following percentages:

Machine shop 50%; Packing 20%; General Plant 30%; General Plant overheads is
distributed on the basis of number of employees:
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a) PREPARE an overhead distribution statement with supporting schedules to show
computations and basis of distribution including distribution of the service departments’
expense to production departments.

(b) DETERMINE the service department distribution by the method of continued
distribution (repeated distribution) through 3 cycles. Show all calculations to the nearest
rupees.

ANSWER 1

(a) Overhead Distribution Statement

Particulars Production Department Service Department

Machine Packing General Plant | Stores & Maint.

Allocated Expenses:
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Indirect labour 4,000 3,000 2,000 5,650
Maintenance material 1,800 700 1,020 1,500
Superintendent’s salary - - 4,000 -

Misc. supplies 400 1,000 150 200
Cost & payroll salaries - - 10,000 -

Total Allocated Overheads 6,200 4,700 17,170 7,350
Apportioned expenses 77,720 25,800 2,830 22,650
(as per schedule below)

Total overheads 83,920 30,500 20,000 30,000

Schedule of Apportioned Expenses

Item Basis Total Production Service Depts.
Amount Depts.
Machin | Packin | Gen. Store &
eshop (g Plant Maint.
(Rs.) (Rs.) (Rs.) (Rs.) (Rs.)
Power (7:1:-:2) HP hours 8,000 5,600 800 - 1,600
Rent (5:2:1:4) Floor Space 12,000 5,000 2,000 | 1,000 4,000
Fuel and heat (3:6:2:4) | Radiator Secs. | 6,000 1,200 2,400 | 800 1,600
Insurance (64:20:1:15) | Investment 1,000 640 200 10 150
Trade license fees Investment 2,000 1,280 400 20 300
(64:20:1:15)
Depreciation Investment 1,00,000 64,000 | 20,000 | 1,000 15,000
(64:20:1:15)
Total 1,29,000 77,720 | 25,800 | 2,830 22,650

(b) Distribution of Service Department Expenses

Production Depts. Service Depts. °
Machine Packing Gen. Plant Store & =
shop Maint.

(Rs.) (Rs.) (Rs.) (Rs.)

Total Expense [as per (a)] 83,920 30,500 20,000 30,000

Dist. of Store & Maint. (5:2:3) 15,000 6,000 9,000 -30,000

Dist. of General plant (4:2:1) 16,571 8,286 -29,000 4,143

Dist. of Store & Maint. (5:2:3) 2,072 829 1,242 -4,143

Dist. of General plant (4:2:1) 710 355 -1,242 177

Dist. of Store & Maint. (5:2:3) 89 35 53 -177

Dist. of General plant (4:2:1) 35 18 -53 0

Total 1,18,397 46,023
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2. Modern Manufactures Ltd. has three Production Departments P1, P2, P3 and two
Service Departments S1and S2 details pertaining to which are as under:

P1 P2 P3 S1 S2
Direct wages (Rs.) 3,000 2,000 3,000 1,500 195
Working hours 3,070 4,475 2,419 - -
Value of machines 60,000 80,000 1,00,000 5,000 5,000
(Rs.)
H.P. of machines 60 30 50 10 -
Light points 10 15 20 10 5
Floor space (sq. ft.) | 2,000 2,500 3,000 2,000 500

The following figures extracted from the Accounting records are relevant:

(Rs.)
Rent and Rates 5,000
General Lighting 600
Indirect Wages 1,939
Power 1,500
Depreciation on Machines 10,000
Sundries 9,695

The expenses of the service departments are allocated as under:

P1 P2 P3 S1 S2
S1 20% 30% 40% - 10%
S2 40% 20% 30% 10% -

DETERMINE the total cost of product X which is processed for manufacture in
Departments P1, P2 and P3

for 4, 5 and 3 hours respectively, given that its Direct Material Cost is Rs. 50 and Direct
Labour Cost is Rs. 30.
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ANSWER 2

2. Statement Showing Distribution of Overheads of Modern Manufactures Ltd.

Particulars Basis Total Production Service
Departments Departments
PL |P2 |P3 |s1 s2
(Rs.) (Rs.) |(Rs.) [(Rs.) |(Rs.) |(Rs.)
Direct wages Actual 1,695 - - - 1,500 195
Rent & rates Area 5,000 1,000 | 1,250 1,500 | 1,000 | 250
General lighting Light points 600 100 150 200 100 50
Indirect wages Direct wages 1,939 600 400 600 300 39
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Power H.P. 1,500 600 300 500 100 -

Depreciation of Value of 10,000 2,400 | 3,200 | 4,000 | 200 200

machines machines

Sundries Direct wages 9,695 3,000 | 2,000 | 3,000 |1,500 | 195
30,429 7,700 | 7,300 | 9,800 | 4,700 | 929

Redistribution of Service Department’s Expenses over Production Departments

P1 P2 P3 S1 S2
Total overhead distributed as above 7,700 7,300 9,800 4,700 | 929
Dept. S1 Overheads apportioned 940 1,410 1,880 -4,700 | 470
(20:30:40:—:10)
Dept. S2 overheads apportioned 559.6 279.8 419.7 139.9 |-1,399
(40:20:30:10:—)
Dept. S1 Overheads apportioned 28 42 56 -139.9 | 13.9
(20:30:40:—:10)
Dept. S2 overheads apportioned 6.2 3.1 4.6 - -13.9
(40:20:30:10:—)

9,233.8 | 9,034.9 | 12,160.3
Working hours 3070 4475 2419
Rate per hour 3.00 2.02 5.03

Determination of total cost of Product ‘X’

Direct material cost 50.00
Direct labour cost 30.00
Overhead cost (See 37.19
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working note)

117.19

Working Note:

Overhead cost:
(Rs.3 x4 hrs.) +(Rs. 2.02 x5 hrs.) + (Rs. 5.03 x 3 hrs.)

=Rs.12 +Rs. 10.10 + Rs. 15.09 = Rs. 37.19
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3. Deccan Manufacturing Ltd., have three departments which are regarded as
production departments. Service departments’ costs are distributed to these
production departments using the “Step Ladder Method” of distribution. Estimates of
factory overhead costs to be incurred by each department in the forthcoming year are
as follows. Data required for distribution is also shown against each department:

Department Factory overhead Direct labour No. of Areain
(Rs.) hours employees sq.m.

Production:
X 1,93,000 4,000 100 3,000
Y 64,000 3,000 125 1,500
Z 83,000 4,000 85 1,500
Service:
P 45,000 1,000 10 500
Q 75,000 5,000 50 1,500
R 1,05,000 6,000 40 1,000
S 30,000 3,000 50 1,000

The overhead costs of the four service departments are distributed in the same order,
viz., P, Q, R and S respectively on the following basis.

Department Basis
P Number of employees
Q Direct labour hours
R Area in square metres
S Direct labour hours

You are required to:
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(a) PREPARE a schedule showing the distribution of overhead costs of the four service
departments to the three
production departments; and

(b) CALCULATE the overhead recovery rate per direct labour hour for each of the three
production departments.

ANSWER 3
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(a) Deccan Manufacturing Limited
Schedule Showing the Distribution of Overhead Costs among Departments

Production Depts. Service Depts.

X Y yA P Q R S
Overhead cost 1,93,000 | 64,000 83,000 45, | 75,000 | 1,05,000 | 30,000

000
Distribution of Dept.P | 10,000 12,500 8,500 - 5,000 | 4,000 5,000
(100:125:85:- 45,
:50:40:50) 000
Distribution of Dept.Q | 16,000 12,000 16,000 - - 24,000 12,000
80,000

4:3:4:-:-:6:3)
Distribution of Dept.R | 57,000 | 28,500 28,500 - - - 19,000
(6:3:3:-:-:-:-:2) 1,33,000
Distribution of Dept.S 24,000 18,000 24,000 - - - -66,000
(4:3:4:-:-:--)
Total 3,00,000 | 1,35,000 | 1,60,000

(b) Calculation of overhead recovery rate

Dept-X Dept-Y Dept-Z
Total apportioned overheads Rs.3,00,0 | Rs.1,35,00 | Rs.1,60,0

00 0 00
Direct labour hours 4,000 3,000 4,000
Overhead recovery rate per labour hour Rs.75 Rs.45 Rs.40

4. Gemini Enterprises undertakes three different jobs A, B and C. All of them require the
use of a special machine and also the use of a computer. The computer is hired and the
hire charges work out to Rs. 4,20,000 per annum. The expenses regarding the machine
are estimated as follows:
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Rent for a quarter 17,500

Depreciation per annum 2,00,000

Indirect charges per annum 1,50,000

During the first month of operation the following details were taken from the job

register:
Job
A B C
Number of hours the machine was used:
(a) Without the use of the computer 600 900 —
(b) With the use of the computer 400 600 1,000
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You are required to COMPUTE the machine hour rate:

(a) For the firm as a whole for the month when the computer was used and when the
computer was not used.

(b) For the individual jobs A, B and C.
ANSWER 4

Working notes:

(i) Total machine hours used 3,500

(600 + 900 + 400 + 600 + 1,000)

(ii) Total machine hours without the use of computers 1,500
(600 +900)

(iii) Total machine hours with the use of computer 2,000
(400 + 600 + 1,000)

(iv) Total overheads of the machine per month

Rent (Rs. 17,500 + 3 months) 5,833.33

Depreciation (Rs. 2,00,000 + 12 months) 16,666.67

Indirect Charges (Rs. 1,50,000 + 12 months) 12,500.00

Total 35,000.00
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(v) Computer hire charges for a month = Rs. 35,000
(Rs. 4,20,000 + 12 months)

(vi) Overheads for using machines without computer
= (Rs. 35,000 / 3,500 hrs.) x 1,500 hrs. = Rs. 15,000

(a) Computation of Machine hour rate for the firm as a whole for a month.
(1) When the Computer was used: = (Rs.55,000 /2,000 hours) = Rs. 27.50 per hour

(2) When the computer was not used: =(Rs.15,000 / 1,500 hrs.) = Rs.10 per hour
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(b) Computation of Machine hour rate for the individual job

Rate | Job
per hour
A B C

‘ (Rs.) Hrs. ‘ (Rs.) Hrs. ‘ (Rs.) Hrs. ‘ (Rs.)
Overheads
Without Computer 10.0 600 6,000 900 9,000 - -
With computer 27.5 400 11,000 600 16,500 1,000 27,500
Total 1,000 17,000 1,500 | 25,500 1,000 27,500
Machine hour rate 17 17 27.5

5. A machine shop has 8 identical Drilling machines manned by 6 operators. The machine
cannot be worked without an operator wholly engaged on it. The original cost of all
these machines works out to Rs. 8 lakhs. These particulars are furnished for a 6 months

period:

Normal available hours per month 208
Absenteeism (without pay) hours 18
Leave (with pay) hours 20
Normal idle time unavoidable-hours 10

Average rate of wages per worker for 8 hours a day. Rs.800

Production bonus estimated

15% on wages

Value of power consumed Rs.80,500
Supervision and indirect labour Rs.33,000
Lighting and electricity Rs.12,000

These particulars are for a year

Repairs and maintenance including consumables- 3% of value of machines.

Insurance- Rs. 40,000
Depreciation- 10% of original cost.

Other sundry works expenses- Rs. 12,000

General management expenses allocated- Rs. 54,530.

You are required to COMPUTE a comprehensive machine hour rate for the machine

shop.
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ANSWER 5

Computation of comprehensive machine hour rate of machine shop

Particulars (Rs.)
Operator’s wages (Refer to working note 2) 6,84,000
Production bonus (15% on wages) 1,02,600
Power consumed 80,500
Supervision and indirect labour 33,000
Lighting and electricity 12,000
Repairs and maintenance (3%x Rs.8 lakhx}) | 12,000
Insurance (Rs.40,000 x %) 20,000
Depreciation (10%xRs.8 lakhx:) 40,000
Sundry works expenses (Rs.12,000 x %) 6,000
General management expenses (Rs.54,530 x | 27,265
%)

10,17,365

Machine hour rate = (Total overheads of machine shop/ Hours of machines operation)

= (Rs. 10,17,365 / 5,760 hours) =(Refer to working note 1)= Rs.176.63

Working notes

1. Computation of hours, for which 6 operators are available for 6 months.

Per month | For six Month
Normal available hours p.m. per 208
operator.
Less: Absenteeism hours 18
Less: Leave hours 20
Less: Idle time hours 10
Utilisable hours p.m. per operator 160 960
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Total utilisable hours for 6 operators and for 6 months are

=960 x 6 =5,760 hours

As machines cannot be worked without an operator wholly engaged on them therefore,
hours for which 6 operators are available for 6 months are the hours for which machines
can be used. Hence 5,760 hours represent total machine hours.

2. Computation of operator’s wages
Average rate of wages: = Rs.100 per hour = (Rs.800/ 8 hours)

Hours per month for which wages are paid to a worker (208 hours — 18 hours)
=190 hours.
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Total wages paid to 6 operators for 6 months = 190 hours x 6 x 6 x Rs.100 = Rs.6,84,000

6. Job No. 198 was commenced on October 10, 2020 and completed on November 1,
2020. Materials used were Rs. 6,000 and labour charged directly to the job was Rs. 4,000.
Other information is as follows:

Machine No. 215 used for 40 hours, the machine hour rate being Rs. 35.

Machine No. 160 used for 30 hours, the machine hour rate being Rs. 40. Six welders
worked on the job for five days of 8 hours each: the Direct labour hour per welder is Rs.
20.

General expenses related to production not included for calculating either the machine
hour or direct labour hour rate totaled Rs.20,000, total direct wages for the period being
Rs.2,00,000. COMPUTE the works costs for job No. 198.

ANSWER 6

Computation for works costs for job No. 198

(Rs.) (Rs.)
Materials 6,000
Direct labour 4,000
10,000
Factory overheads:
Machine No. 215 : 40 hours @ Rs.35 1,400
Machine No. 160 : 30 hours @ Rs.40 1,200
*240 hours of welders @ Rs. 20 per hr. 4,800
**General expenses 10% of wages 400 7,800
Work cost 17,800

* 6 welders x 5 days x 8 hours = 240 hours
** Un- apportioned expenses Rs. 20,000 which works out at 10% of direct wages.
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7. In a factory, overheads of a particular department are recovered on the basis of Rs. 5
per machine hour. The total expenses incurred and the actual machine hours for the
department for the month of August were Rs. 80,000 and 10,000 hours respectively. Of
the amount of Rs. 80,000, Rs. 15,000 became payable due to an award of the Labour
Court and Rs. 5,000 was in respect of expenses of the previous year booked in the
current month (August). Actual production was 40,000 units, of which 30,000 units were
sold. On analysing the reasons, it was found that 60% of the under-absorbed overhead
was due to defective planning and the rest was attributed to normal cost increase.
SHOW the treatment of over/under-absorbed overhead in the cost accounts?
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ANSWER 7

(Rs.) (Rs.)

Total expenses incurred in the month of August: 80,000
Less: The amount paid according to labour court award (Assumed to be | 15,000
non-recurring)

Expenses of previous year 5000 (20,000)
Net overhead expenses incurred for the month 60,000
Overhead recovered for 10,000 hours @ Rs. 5 per hour (50,000)
Under-absorbed overheads 10,000

60% of under-absorbed overhead was due to defective planning, it will be charged to
costing profit & loss account.

40% of under-absorbed overhead i.e. Rs.4,000 may be distributed over Finished Goods and
Cost of Sales using supplementary overhead rate:

Supplementary rate = Under-absorbed OH / Units produced
= 4,000 / 40,000unitsRs. =Rs.0.10

Amount of under-absorbed overheads charged to finished goods
= 10,000 units x Rs.0.10 = Rs.1,000

Amount of under-absorbed overheads charged to cost of sales
= 30,000 units x Rs.0.10 = Rs.3,000

8. In a manufacturing unit, factory overhead was recovered at a pre-determined rate of
Rs. 25 per man-day. The total factory overhead expenses incurred and the man-days
actually worked were Rs. 41.50 lakhs and 1.5 lakh man-days respectively. Out of the
40,000 units produced during a period, 30,000 were sold.

On analysing the reasons, it was found that 60% of the unabsorbed overheads were due
to defective planning and the rest were attributable to increase in overhead costs.
EXPLAIN how would unabsorbed overheads be treated in Cost Accounts?
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ANSWER 8

Computation of unabsorbed overheads

Man-days worked 1,50,000
(Rs.)

Overhead actually incurred 41,50,000

Less: Overhead absorbed @ Rs. 25 per man-day 37,50,000

(Rs. 25 x 1,50,000)

Unabsorbed overheads 4,00,000

Unabsorbed overheads due to defective

planning (i.e. 60% of Rs. 4,00,000) 2,40,000

Balance of unabsorbed overhead 1,60,000
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Treatment of unabsorbed overheads in Cost Accounts

(i) The unabsorbed overheads of Rs. 2,40,000 due to defective planning to be treated as
abnormal and
therefore be charged to Costing Profit and Loss Account.

(ii) The balance unabsorbed overheads of Rs.1,60,000 be charged to production i.e., 40,000
units at the supplementary overhead absorption rate i.e., Rs. 4 per unit (Refer to Working

Note)

(Rs.)
Charge to Costing Profit and Loss Account as part of the cost of unit sold 1,20,000
(30,000 units @ Rs. 4 p.u.)
Add: To closing stock of finished goods 40,000
(10,000 units @ Rs. 4 p.u.)
Total 1,60,000

Working Note:
Supplementary overhead absorption rate = Rs.1,60,000 /40,000 units = Rs. 4 p.u.

9. A factory has three production departments. The policy of the factory is to recover the
production overheads of the entire factory by adopting a single blanket rate based on
the percentage of total factory overheads to total factory wages. The relevant data for a
month are given below:

Department Direct Direct Factory Direct Machine

Materials Wages Overheads Labour hours hours

(Rs.) (Rs.) (Rs.) o

Budget: ~
Machining 6,50,000 80,000 3,60,000 20,000 80,000
Assembly 70,000 3,50,000 1,40,000 1,00,000 10,000
Packing 1,00,000 70,000 1,25,000 50,000 =
Actual:
Machining 7,80,000 96,000 3,90,000 24,000 96,000
Assembly 1,36,000 2,70,000 84,000 90,000 11,000
Packing 1,20,000 90,000 1,35,000 60,000 -

The details of one of the representative jobs produced during the month are as under:
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Job No. CW 7083 :

Department Direct Direct Direct Machine
Materials Wages Labour hours hours
(Rs.) (Rs.)
Machining 1,200 240 60 180
Assembly 600 360 120 30
Packing 300 60 40 -

The factory adds 30% on the factory cost to cover administration and selling overheads
and profit.
Required:

(i) COMPUTE the overhead absorption rate as per the current policy of the company and
determine the selling price of the Job No. CW 7083.

(ii) Suggest any suitable alternative method(s) of absorption of the factory overheads
and CALCULATE the overhead recovery rates based on the method(s) so recommended
by you.

(iii) DETERMINE the selling price of Job CW 7083 based on the overhead application rates
calculated in (ii) above.

(iv) CALCULATE the department-wise and total under or over recovery of overheads
based on the company’s current policy and the method(s) recommended by you.

ANSWER 9
(i) Computation of overhead absorption rate
(as per the current policy of the company)

Department Budgeted factory Budgeted direct

Overheads wages ~

(Rs.) (Rs.) =

Machinery 3,60,000 80,000
Assembly 1,40,000 3,50,000
Packing 1,25,000 70,000
Total 6,25,000 5,00,000

Overhead absorption rate = (Budgeted factory overheads / Budgeted direct wages) x 100
=(6,25,000 / 5,00,000) x 100 = 125% of Direct wages

Selling Price of the Job No. CW-7083

(Rs.)
Direct materials (Rs. 1,200 + Rs. 600 + Rs. 300) 2,100.00
Direct wages (Rs. 240 + Rs. 360 + Rs. 60) 660.00
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Overheads (125% x Rs. 660) 825.00
Total factory cost 3,585.00
Add: Mark-up (30% x Rs. 3,585) 1,075.50
Selling price 4,660.50

(ii) Methods available for absorbing factory overheads and their overhead recovery rates
in different departments

1. Machining Department

In the machining department, the use of machine time is the predominant factor of
production. Hence machine hour rate should be used to recover overheads in this
department. The overhead recovery rate based on machine hours has been calculated as
under:

Machine hour rate= (Budgeted factory overheads / Budgeted machine hours)
=(3,60,000 / 80,000 hours) = Rs. 4.50 per hour

2. Assembly Department

In this department direct labour hours is the main factor of production. Hence direct
labour hour rate method should be used to recover overheads in this department. The
overheads recovery rate in this case is:

Direct labour hour rate = (Budgeted factory overheads / Budgeted direct labour hours)

=(1,40,000 /1,00,000 hours) = Rs. 1.40 per hour
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3. Packing Department

Labour is the most important factor of production in this department. Hence direct labour
hour rate method should be used to recover overheads in this department.

The overhead recovery rate in this case comes to:

Budgeted factory overhead
Direct labour hour rate= Budgeted factory overheads Direct labour hours

=(1,25,000 / 50,000 hours) = Rs. 2.50 per hour
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(iii) Selling Price of Job CW-7083 [based on the overhead application rates calculated in

(ii) above]

(Rs.)
Direct materials 2,100.00
Direct wages 660.00
Overheads (Refer to Working note) 1,078.00
Factory cost 3,838.00
Add: Mark up (30% of Rs. 3,838) 1,151.40
Selling price 4,989.40

Working note:
Overhead Summary Statement

Dept. Basis Hours Rate
Overheads
(Rs.) (Rs.)
Machining Machine hour 180 4.50 810
Assembly Direct labour hour 120 1.40 168
Packing Direct labour hour 40 2.50 100
Total 1,078

(iv) Department-wise statement of total under or over recovery of overheads

(a) Under current policy

Departments
Machining Assembly Packing Total
(Rs.) (Rs.) (Rs.)  (Rs.)

Direct wages (Actual) 96,000 2,70,000 90,000
Overheads recovered @
125% of Direct wages: (A) 1,20,000 3,37,500 1,12,500 5,70,000
Actual overheads: (B) 3,90,000 84,000 1,35,000 6,09,000
(Under)/Over recovery of
overheads : (A—B) (2,70,000) 2,53,500 (22,500) (39,000)
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(b) As per methods suggested
Basis of overhead recovery

Machine Direct labour Direct labour Total
hours hours hours (Rs.)

Hours worked 96,000 90,000 60,000
Rate/hour (Rs.) 4.50 1.40 2.50
Overhead recovered
(Rs.): (A) 4,32,000 1,26,000 1,50,000 7,08,000
Actual overheads
(Rs.): (B) 3,90,000 84,000 1,35,000 6,09,000
(Under)/Over recovery:
(A-B) 42,000 42,000 15,000 99,000
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10. A light engineering factory fabricates machine parts for customers. The factory
commenced fabrication of 12 nos. machine parts as per customers’ specifications, the
expenditure incurred on the job for the week ending

21st August, 2020 is as tabulated below:

(Rs.) (Rs.)
Direct materials (all items) 780.00
Direct labour (manual) 20 hours @Rs. 15 per 300.00
hour
Machine facilities :
Machine No. | : 4 hours @ Rs. 45 180.00
Machine No. Il : 6 hours @ Rs. 65 390.00 570.00
Total 1,650.00
Overheads @ Rs. 8 per hour on 20 manual hours | 160.00
Total cost 1,810.00

The overhead rate of Rs. 8 per hour is based on 3,000 man hours per week; similarly, the
machine hour rates are based on the normal working of Machine Nos. | and Il for 40
hours out of 45 hours per week.

After the close of each week, the factory levies a supplementary rate for the recovery of
full overhead expenses on the basis of actual hours worked during the week. During the
week ending 21st August, 2020, the total labour hours worked was 2,400 and Machine
Nos. | and Il had worked for 30 hours and 32.5 hours respectively.

PREPARE a Cost Sheet for the job for the fabrication of 12 nos. machine parts duly
levying the supplementary rates.

ANSWER 10

Fabrication of 12 nos. machine parts (job No......)
Date of commencement: 16 August, 2020

Date of Completion:

Cost sheet for the week ending, August 21, 2020:

8
(Rs.) (Rs.) B
Direct materials (all items) 780.00
Direct labour (manual) 20 hours @Rs. 15 per hour 300.00
Machine facilities:
Machine No. | : 4 hours @ Rs. 45 180.00
Machine No. Il : 6 hours @ Rs. 65 390.00 570.00
Total 1,650.00
Overheads @ Rs. 8 per hour on 20 manual hours 160.00
Total cost 1,810.00
Supplementary Rates
Overheads 20 hours @ Rs. 2 per hour (Refer WN-1) 40.00
Machine facilities: (Refer WN-2)
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Machine No. | - 4 hours @ Rs. 15 60.00
Machine No. Il - 6 hours @ Rs. 15 90.00 190.00
Cost 2,000.00

Working notes (WN):

1. Overheads budgeted: 3,000 man-hours x Rs.8 =Rs.24,000
Actual hours: 2,400 man-hours

Actual rate per hour Rs.24,000 + 2,400 hours = Rs.10
Supplementary charge Rs. 2 (Rs.10 — Rs. 8) per hour
2. Machine facilities:

Machine No. | Machine No. Il
Budgeted Rs.1,800 Rs.2,600
(40 x Rs.45) (40 x Rs.65)
Actual number of hours 30 32.5
Actual rate per hour Rs.60.00 Rs.80.00
Supplementary rate per hour Rs. 15.00 Rs. 15.00
(Rs.60.00 — (Rs.80.00 —
Rs.45.00) Rs.65.00)

11. ABC Ltd. manufactures a single product and absorbs the production overheads at a
pre-determined rate of Rs. 10 per machine hour.

At the end of financial year 2019-20, it has been found that actual production overheads
incurred were Rs. 6,00,000. It included Rs. 45,000 on account of ‘written off’ obsolete
stores and Rs. 30,000 being the wages paid for the strike period under an award.
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The production and sales data for the year 2019-20 is as under:

Production :

Finished goods 20,000 units
Work-in-progress 8,000 units
(50% complete in all respects)

Sales :
Finished goods 18,000 units

The actual machine hours worked during the period were 48,000. It has been found that
one-third of the under-absorption of production overheads was due to lack of
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(i) CALCULATE the amount of under-absorption of production overheads during the year
2019-20; and
(ii)) SHOW the accounting treatment of under-absorption of production overheads.

ANSWER 11
(i) Amount of under-absorption of production overheads during the year 2019-20

(Rs.)
Total production overheads actually incurred 6,00,000
during the year 2019-20
Less : “Written off’ obsolete stores Rs. 45,000
Wages paid for strike period Rs. 30,000 75,000
Net production overheads actually incurred : (A) 5,25,000
Production overheads absorbed by 48,000 machine
hours @ Rs. 10 per hour : (B) 4,80,000
Amount of under — absorption of production overheads : [(A) —(B)] 45,000

(ii) Accounting treatment of under absorption of production overheads

It is given in the statement of the question that 20,000 units were completely finished and

8,000 units were 50% complete, one third of the under-absorbed overheads were due to

lack of production planning and the rest were attributable to normal increase in costs.
(Rs.)

1. (33 -1/3% of Rs. 45,000) i.e., Rs. 15,000 of under-absorbed overheads were due

to lack of production planning. This being abnormal, should be debited to

the Costing Profit and Loss A/c. 15,000

2. Balance (66—2/3% of Rs. 45,000) i.e., Rs. 30,000 of under-absorbed overheads
should be distributed over work-in-progress, finished goods and cost of sales
by using supplementary rate. 30,000
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Total under-absorbed overheads 45,000

Apportionment of unabsorbed overheads of Rs. 30,000 over, work-in progress,
finished goods and cost of sales

Equivalent (Rs.)
Completed Units

Work-in-Progress 4,000 5,000
(4,000 units x Rs. 1.25)
(Refer to working note)
Finished goods 2,000 2,500
(2,000 units x Rs. 1.25)
Cost of sales 18,000 22,500
(18,000 units x Rs. 1.25)

24,000 30,000
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Working Note

Supplementary rate per unit = (Rs.30,000 / 24,000) = Rs. 1.25

12. A Ltd., manufactures two products A and B. The manufacturing division consists of
two production departments P1 and P2 and two service departments S1 and
S2.Budgeted overhead rates are used in the production departments to absorb factory
overheads to the products. The rate of Department P1 is based on direct machine hours,
while the rate of Department P2 is based on direct labour hours. In applying overheads,
the pre-determined rates are multiplied by actual hours.

For allocating the service department costs to production departments, the basis
adopted is as follows:

(i) Cost of Department S1 to Department P1 and P2 equally, and
(ii) Cost of Department S2 to Department P1 and P2 in the ratio of 2 : 1 respectively.
The following budgeted and actual data are available:

Annual profit plan data:
Factory overheads budgeted for the year:

Production Departments Service Departments
P1 P2 S1 S2
Rs. 25,50,000 Rs. 21,75,000 Rs. 6,00,000 Rs. 4,50,000

Budgeted output in units:
Product A 50,000; B 30,000.

Budgeted raw-material cost per unit:
Product A Rs. 120; Product B Rs. 150.

Budgeted time required for production per unit:

Department P1: Product A: 1.5 machine hours o
Product B : 1.0 machine hour -
Department P2 : Product A : 2 Direct labour hours
ProductB: 2.5 Direct labour hours

Average wage rates budgeted in Department P2 are:

Product A - Rs. 72 per hour and Product B — Rs. 75 per hour.
All materials are used in Department P1 only.
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Units actually produced:

Costs actually incurred:

Raw materials

Wages

Overheads: Department P1
P2

Product A:
Product B:

Actual data: (for the month of July, 2020)

4,000 units
3,000 units

Actual direct machine hours worked in Department P1:

On product A- 6,100 hours, Product B- 4,150 hours.
Actual direct labour hours worked in Department P2:

on product A- 8,200 hours, Product B- 7,400 hours.

Product A
Rs. 4,89,000
Rs. 5,91,900
Rs. 2,31,000
Rs. 2,04,000

ISIGOIRER70LRIINECEO)]

Product B
Rs. 4,56,000
Rs. 5,52,000
Rs. 60,000

S2 Rs. 48,000

You are required to:
(i) COMPUTE the pre-determined overhead rate for each production department.

(ii) PREPARE a performance report for July, 2020 that will reflect the budgeted costs and
actual costs.

ANSWER 12
(i) Computation of predetermined overhead rate for each
production departments from budgeted data

Particulars Production Service Departments

Departments

P1 P2 S1 S2
(Rs.) (Rs.) (Rs.) (Rs.) (Rs.) <
Budgeted factory overheads for | 2550000 2175000 600000 | 450000 -
the year in (Rs.)
Allocation of service 300000 300000 -600000 | ---
department S1’s costs to
production departments P1 and
P2 equally in (Rs.)
Allocation of service 300000 150000 --- -450000
department S2’s costs to
production departments P1 and
P2 in the ratio of 2:1 in (Rs.)
Total 3150000 2625000 | ---
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Budgeted machine hours in 105000 -
department P1 (working note
1)

Budgeted labour hours in - 175000
department P2 (working note
1)

Budgeted machine/ labour hour | 30.00 15.00
rate (Rs.)

(ii) Performance report for July, 2020
(When 4,000 and 3,000 units of products A and B respectively were actually produced)

Budgeted (Rs.) Actual (Rs.)

Raw materials used in Dept. P1:

A : 4,000 units x Rs. 120 4,80,000 4,89,000

B : 3,000 units x Rs. 150 4,50,000 4,56,000

Direct labour cost (on the basis of labour hours worked in department P2)

A : 4,000 units x 2 hrs. x Rs. 72 5,76,000 5,91,900

B : 3,000 units x 2.5 hrs. x Rs. 75 5,62,500 5,52,000

Overhead absorbed on machine hour basis in Dept. P1:

A : 4,000 units x 1.5 hrs. x Rs.30 1,80,000 1,74,400*

B : 3,000 units x 1 hr. x Rs.30 90,000 1,18,649*

Overhead absorbed on labour hour basis in Dept. P2:

A : 4,000 units x 2 hrs. x Rs. 15 1,20,000 1,31,364**

B : 3,000 units x 2.5 hrs. x Rs. 15 1,12,500 1,18,548**
25,71,000 26,31,861

Working notes:

1.
Product A Product B Total
Budgeted output (in 50,000 30,000
units)
Budgeted machine hours | 75,000 30,000 1,05,000 &
in Dept. P1 (50,000x%1.5 hrs.) (30,000x%1 hr.)
Budgeted labour hours in | 1,00,000 75,000 1,75,000
Dept. P2 (50,000x2 hrs.) (30,000x%2.5 hrs.)
2.
Product A Product B Total
Actual output (in units) 4,000 3,000
Actual machine hours 6,100 4,150 10,250
utilized in Dept. P1
Actual labour hours 8,200 7,400 15,600
utilised in Dept. P2
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3. Computation of actual overhead rates for each production department from actual

data
Particulars Production Service Departments
Departments
P1 P2 S1 S2
(Rs.) (Rs.) (Rs.) (Rs.)

Actual factory overheads for 2,31,000 2,04,000 60,000 48,000
the month of July, 2020 in (Rs.)
Allocation of service Dept. S1’s | 30,000 30,000 (60,000) | -
costs to production Dept. P1
and P2 equally in (Rs.)
Allocation of service Dept. S2’s | 32,000 16,000 - (48,000)
costs to production Dept. P1
and P2 in the ratio of 2:1 in
(Rs.)

Total 2,93,000 2,50,000 | -- -
Actual machine hours in Dept. 10,250 -
P1 (working note 2)

Actual labour hours in Dept. P2 | --- 15,600
(working note 2)

Actual machine/ labour hour 28.59 16.02
rate (Rs.)

4. Actual overheads absorbed (based on machine hours)
A : 6,100 hrs x Rs. 28.59 = Rs. 1,74,400
B : 4,150 hrs x Rs. 28.59 = Rs. 1,18,649

5. Actual overheads absorbed (based on labour hours)
A : 8,200 hrs x Rs. 16.02 = Rs. 1,31,364
B: 7,400 hrs x Rs. 16.02 = Rs. 1,18,548
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CHAPTER-5 ACTIVITY BASED COSTING

ILLUSTRATION 1
ABC Ltd. is a multiproduct company, manufacturing three products A, B and C. The
budgeted costs and production for the year ending 31st March, 2020 are as follows:

A B C
Production quantity (Units) 4,000 3,000 | 1,600
Resources per Unit:
- Direct Materials (Kg.) 4 6 3
- Direct Labour (Minutes) 30 45 60

The budgeted direct labour rate was Rs. 10 per hour, and the budgeted material cost was
Rs. Rs 2 per kg. Production overheads were budgeted at Rs. 99,450 and were absorbed to
products using the direct labour hour rate. ABC Ltd. followed the Absorption Costing
System.

ABC Ltd. is now considering to adopt an Activity Based Costing system. The following
additional information is made available for this purpose.

1. Budgeted overheads were analysed into the following:

(Rs.)
Material handling 29,100
Storage costs 31,200
Electricity 39,150
2. The cost drivers identified were as follows:
Material handling Weight of material handled
Storage costs Number of batches of material
Electricity Number of Machine operations
3. Data on Cost Drivers was as follows:
| A B |c
For complete production:
Batches of material ‘ 10 ‘ 5 ‘ 15
Per unit of production:
Number of Machine operators | 6 3 2
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You are requested to:
1. PREPARE a statement for management showing the unit costs and total costs of each
product using the absorption costing method.
2. PREPARE a statement for management showing the product costs of each product
using the ABC approach.
3. STATE what are the reasons for the different product costs under the two approaches?
SOLUTION
1. Traditional Absorption Costing
A B C TOTAL

a) Quantity (units) 4,000 3,000 1,600 | 8,600

(b) Direct labour (minutes) 30 45 60 -

(c) Direct labour hours (a x b)/60 minutes 2,000 2,250 1,600 | 5,850
Overhead rate per direct labour hour:
= Budgeted overheads +Budgeted labour hours
= Rs. 99,450 + 5,850 hours
= Rs. 17 per direct labour hour
Unit Costs:

| A(Rs.) | B(Rs.) | C(Rs.)
Direct Costs:
- Direct Labour 5.00 7.50 10.00
- Direct Material 8.00 12.00 6.00
Production Overhead: 8.50 12.75 17.00
(17%x30/60) (17x45/60) (17x60/60)
Total unit costs 21.50 32.25 33.00
Number of units 4,000 3,000 1,600
Total costs 86,000 96,750 52,800
2. Activity Based Costing
A B C Total

Quantity (units) 4,000 3,000 1,600 -
Material Weight per unit (Kg.) 4 6 3 -
Total material weight 16,000 18,000 4,800 38,800
Machine operations per unit 6 3 2 -
Total operations 24,000 9,000 3,200 36,200
Total batches of Material 10 5 15 30
Material handling rate per kg. = Rs. 29,100 + 38,800 kg. = Rs. 0.75 per kg.
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Electricity rate per machine operations =

Rs. 39,150 + 36,200 = Rs. 1.081 per machine operations

Storage rate per batch = Rs. 31,200 + 30 batches = Rs. 1,040 per batch

Unit Costs:
A B (%) C )
Direct Costs:
Direct Labour 5.00 7.50 10.00
Direct material 3.00 12.00 .00
Production Overheads:
Material Handling 3.00 4.50 2.25
(075 = 4) (075 = B) (075 = )
Electricity .49 3.24 216
(F1.081 < B) (F1.081 = 3} (F1.08171 < 2)
Storage 2.60 1.73 975
"%1(]){?1’040\' I"?SxﬂJO-ﬂlO ] I"?15X?1J040‘
-\ 4000 )L 3,000 | : 1,600
Total unit costs 2509 28.97 3016
Number of units 4,000 3,000 1,600
Total costs Z 1,00,360 % 86,910 ¥ 48,256

ILLUSTRATION 2

MST Limited has collected the following data for its two activities.

cost rates based on cost driver capacity.

It calculates activity

The company makes three products M, S and T. For the year ended March 31, 2020, the

following consumption of cost drivers was reported:

Product Kilowatt hours Quality Inspections
M 10,000 3,500
S 20,000 2,500
T 15,000 3,000
Required:

(i) COMPUTE the costs allocated to each product from each activity.
(ii) CALCULATE the cost of unused capacity for each activity.

Activity Cost Driver Capacity Cost
Power Kilowatt hours 50,000 kilowatt Rs. 2,00,000
hours
Quality Number of 10,000 Inspections | Rs. 3,00,000 Q
Inspections Inspections -
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(iii) DISCUSS the factors the management considers in choosing a capacity level to
compute the budgeted fixed overhead cost rate.

SOLUTION

(i) Statement of cost allocation to each product from each activity

Product
M(Rs.) S(Rs.) T(Rs.) TOTAL
Power (Refer | 40,000 80,000 60,000 1,80,000
to working (10,000 kWh | (20,000 kWh | (15,000 kWh
note) x Rs.4) xRs.4) xRs.4)
Quality 1,05,000 75,000 90,000 2,70,000
Inspections (3,500 (2,500 (3,000
(Refer to inspections x | inspections x | inspections x
working note) | Rs.30) Rs. 30) Rs. 30)
Working note
Rate per unit of cost driver:
Power (Rs. 2,00,000 / 50,000 Rs. 4/kWh
kWh)

(Rs. 3,00,000 / 10,000
inspections)

Quality Inspection Rs. 30 per inspection

(ii) Computation of cost of unused capacity for each activity:

(Rs.)
Power (Rs. 2,00,000 — Rs. 1,80,000) or 5,000 x 4 20,000
Quality Inspections (Rs. 3,00,000 — Rs. 2,70,000) or 1,000 x | 30,000
30

Total cost of unused capacity
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50,000

(iii) Factors management consider in choosing a capacity level to compute the budgeted
fixed overhead cost rate:

- Effect on product costing & capacity management

- Effect on pricing decisions.

- Effect on performance evaluation

- Effect on financial statements

- Regulatory requirements.

- Difficulties in forecasting.
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ILLUSTRATION 3

ABC Ltd. Manufactures two types of machinery equipment Y and Z and applies/absorbs
overheads on the basis of direct-labour hours. The budgeted overheads and direct-
labour hours for the month of December, 2020 are Rs. 12,42,500 and 20,000 hours
respectively. The information about Company’s products is as follows:

Equipment Y
2,500 units
Rs. 300 per unit

Equipment Z
3,125 units
Rs. 450 per unit

Budgeted Production volume
Direct material cost

Direct labour cost

Y : 3 hours @ Rs. 150 per hour
X : 4 hours @ Rs. 150 per hour

Rs. 450 Rs. 600

ABC Ltd.’s overheads of Rs. 12,42,500 can be identified with three major activities:

Order Processing (Rs. 2,10,000), machine processing (Rs. 8,75,000), and product
inspection (Rs. 1,57,500). These activities are driven by number of orders processed,
machine hours worked, and inspection hours, respectively. The data relevant to these
activities is as follows:

Orders processed | Machine hours Inspection hours
worked
Y 350 23,000 4,000
4 250 27,000 11,000
Total 600 50,000 15,000
Required:

(i) Assuming use of direct-labour hours to absorb/apply overheads to production,
COMPUTE the unit manufacturing cost of the equipment Y and Z, if the budgeted
manufacturing volume is attained.

(ii) Assuming use of activity-based costing, COMPUTE the unit manufacturing costs of the
equipment Y and Z, if the budgeted manufacturing volume is achieved.

(iii) ABC Ltd.’s selling prices are based heavily on cost. By using direct-labour hours as an
application base, CALCULATE the amount of cost distortion (under-costed or over-

costed) for each equipment.

SOLUTION
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(i) Overheads application base: Direct labour hours

Equipment Y Equipment Z
Direct material cost Rs. 300 Rs. 450
Direct labour cost Rs. 450 Rs. 600
Overheads* 186.38 248.50

936.38 1298.5

(12,42,500 / 20000hours ) = 62.125

(ii) Estimation of Cost-Driver rate

*Pre-determined rate = (Budgeted overheads / Budgeted direct labour hours) =

Activity Overhead cost Cost-driver level Cost driver rate
(Rs.) (Rs.)
Order processing | 2,10,000 600 Orders processed 350
Machine 8,75,000 50,000 Machine hours 17.50
processing
Inspection 1,57,500 15,000 Inspection hours 10.50
Equipment Y Equipment Z
Direct material cost Rs. 300 Rs. 450
Direct labour cost Rs. 450 Rs. 600
Prime Cost 750 1,050
Overhead Cost
Order processing 350 : 250 or Rs 350 per 1,22,500 87,500
order
Machine processing 23,000 : 27,000 or Rs. 4,02,500 4,72,500
17.5 per hour
Inspection 4,000 : 11,000 42,000 1,15,500
Total overhead cost 5,67,000 6,75,500 N
Per unit cost
5,67,000 /2,500 ‘ 226.80 Rs.. 216.16

6,75,500/ 3,125
Unit manufacturing cost (Prime Cost + Overhead per unit)

Rs. 976.80 | Rs. 1,266.16
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(iii)

Equipment Y Equipment Z
Unit manufacturing cost—using direct labour | 936.38 1,298.50
hours as an application base
Unit manufacturing cost-using activity based | 976.80 1,266.16
costing
Cost distortion (-)40.42 +32.34

Low volume product Y is under-costed and high volume product Z is over costed using
direct labour hours for overhead absorption.

ILLUSTRATION 4

‘Humara - Apna’ bank offers three products, viz., deposits, Loans and Credit Cards. The
bank has selected 4 activities for a detailed budgeting exercise, following activity based
costing methods.

The bank wants to know the product wise total cost per unit for the selected activities,
so that prices may be fixed accordingly.

The following information is made available to formulate the budget:

Activity Present Cost (Rs.) ‘ Estimation for the budget period
ATM Services:
4,00,000 All fixed, no change.
(a) Machine Maintenance 2,00,000 Fully fixed, no change.
(b) Rents 1,00,000 Expected to double during budget
(c) Currency Replenishment period.
Cost
7,00,000 (This activity is driven by no. of
ATM transactions)
Computer Processing 5,00,000 Half this amount is fixed and no

change is expected.

The variable portion is expected
to increase to three times the
current level

(This activity is driven by the
number of computer transactions)
Issuing Statements 18,00,000 Presently, 3 lakh statements are
made. In the budget period, 5 lakh
statements are expected.

For every increase of one lakh
statement, one lakh rupees is the
budgeted increase.

(This activity is driven by the
number of statements)
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Computer Inquiries 2,00,000 Estimated to increase by 80%
during the budget period.
(This activity is driven by

telephone minutes)

The activity drivers and their budgeted quantifies are given below:

Activity Drivers | Deposits Loans Credit Cards
No. of ATM 1,50,000 - 50,000
Transactions
No. of Computer | 15,00,000 2,00,000 3,00,000
Processing
Transactions
No. of 3,50,000 50,000 1,00,000
Statements to be
issued
Telephone 3,60,000 1,80,000 1,80,000
Minutes

The bank budgets a volume of 58,600 deposit accounts, 13,000 loan accounts, and 14,000
Credit Card Accounts.

Required:

(i) CALCULATE the budgeted rate for each activity.

(ii) PREPARE the budgeted cost statement activity wise.

(iii)) COMPUTE the budgeted product cost per account for each product using (i) and (ii)
above.

SOLUTION
Statement Showing “Budgeted Cost per unit of the Product”

Activity Activity | Activity Driver No. of Activ | Deposits | Loans Credit
Cost Units of | ity Cards
(Budget Activity | Rate
ed) (Rs. Driver (Rs.)
) (Budget)
ATM Services | 8,00,000 | No. of ATM 2,00,000 | 4.00 | 6,00,000 | --- 2,00,000
Transaction
Computer 10,00,00 | No. of Computer | 20,00,00 | 0.50 | 7,50,000 | 1,00,000 | 1,50,000
Processing 0 processing 0
Transaction
Issuing 20,00,00 | No. of 5,00,000 | 4.00 | 14,00,00 | 2,00,000 | 4,00,000
Statements 0 Statements 0
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Customer | 3,60,000 | Telephone 7,20,000 | 0.50 | 1,80,000 | 90,000 90,000
Inquiries Minutes
Budgeted | 41,60,00 29,30,00 | 3,90,000 | 8,40,000
Cost 0 0
Units of Product (as estimated in the budget period) 58,600 13,000 14,000
Budgeted Cost per unit of the product 50 30 60
Working Note
Activity Budgeted Cost (Rs. ) Remark
ATM Services:
(a) Machine Maintenance 4,00,000 - All fixed, no change.
(b) Rents 2,00,000 - Fully fixed, no change.
(c) Currency Replenishment 2,00,000 - Doubled during budget period.
Cost
Total 8,00,000
Computer Processing 2,50,000 - Rs. 2,50,000 (half of Rs. 5,00,000) is
fixed and no change is expected.
7,50,000 - Rs. 2,50,000 (variable portion) is
expected to increase to three times the
current level.
Total 10,00,000
Issuing Statements 18,00,000 - Existing.
- 2 lakh statements are expected to be 0
2,00,000 increased in budgeted period. For every -
increase of one lakh statement, one lakh
rupees is the budgeted increase.
Total 20,00,000
- Estimated to increase by 80% during
Computer Inquiries 3,60,000 the budget period.
Total 3,60,000 (Rs. 2,00,000 x 180%)
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MCQs based Questions

1. A cost driver is:

(a) An item of production overheads

(b) A common cost which is shared over cost centres
(c) Any cost relating to transport

(d) An activity which generates costs

ANSWER 1-D

2. In activity based costing, costs are accumulated by activity using:
(a) Cost drivers

(b) Cost objects

(c) Cost pools

(d) Cost benefit analysis

ANSWER 2-C

3. A cost driver:

(a) Is a force behind the overhead cost

(b) Is an allocation base
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(c) Is a transaction that is a significant determinant of cost

(d) All of the above
ANSWER 3-D

4. Which of the following is not a correct match:

Activity Cost Driver

a) Production Scheduling Number of Production runs
b) Despatching Number of dispatch orders
c) Goods receiving Goods received orders

d) Inspection Machine hours
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ANSWER 4-D

5. Transactions undertaken by support department personnel are the appropriate cost
drivers. Find the one which is not appropriate:

(a) The number of purchase, supplies and customers’ orders drives the cost associated
with new material

inventory, work-in-progress and finished goods inventory

(b) The number of production runs undertaken drives production scheduling, inspection
and material handling

(c) The quality of raw material issued drives the cost of receiving department costs
(d) The number of packing orders drives the packing costs

ANSWER 5-C

6. Steps in ABC include:

(a) Identification of activities and their respective costs

(b) Identification of cost driver of each activity and computation of an allocation rate per
activity

(c) Allocation of overhead cost to products/ services based on the activities involved

(d) All of the above
ANSWER 6-D

7. Which of the following is not a benefit of ABC?
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(a) Accurate cost allocation
(b) Improved decision making
(c) Better control on activity and costs

(d) Reduction of prime cost
ANSWER 7-D
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8. The steps involved for installation of ABC in a manufacturing company include the
following except:

(a) Borrowing fund
(b) Feasibility study
(c) Building up necessary IT infrastructure and training of line employees

(d) Strategy and value chain analysis
ANSWER 8-A

9. Which of the following statements are true: (1) Activity based Management involves
activity analysis and performance measurement. (2) Activity based costing serves as a
major source of information in ABM.

(a) (1) True; (2) False

(b) (1) True; (2) True

(c) (1) False; (2) True

(d) (1) False; (2) False
ANSWER 9-B

10. The key elements of activity based budgeting are:

(a) Type of activity to be performed
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(b) Quantity of activity to be performed
(c) Cost of activity to be performed

(d) All of the above
ANSWER 10-D
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Theoretical Questions:

1. DEFINE the following terms:
(i) Cost driver

(i) Activity cost pool

ANSWER 1

(i) Cost Driver—lt is a factor that causes a change in the cost of an activity. There are two
categories of cost driver.

* Resource Cost Driver— It is a measure of the quantity of resources consumed by an
activity. It is used to assign the cost of a resource to an activity or cost pool.

e Activity Cost Driver—It is a measure of the frequency and intensity of demand, placed on
activities by cost objects. It is used to assign activity costs to cost objects.

(i) Activity — Activity, here, refers to an event that incurs cost
Cost Pool-It represents a group of various individual cost items. It consists of costs that
have same cause and effect relationship. Example machine set-up.

2. EXPLAIN in brief the problems of traditional costing where overhead costs are
allocated based on volume
ANSWER 2

Overhead, in traditional costing system, overhead costs are grouped together under cost
center and then absorbed into product costs on either of the basis such as direct labour
hours, machine hours, volume etc. In certain cases, this traditional costing system gives
inaccurate cost information. Though, it should not be assumed that all traditional
absorption costing systems are not accurate enough to give adequate information for
pricing purposes or other long-run management decision purposes. Some traditional
systems treat overheads in a detailed way and relate them to service cost centres as well
as production cost centres. The service centre overheads are then spread over the
production cost centres before absorption rates are calculated. The main cause of
inaccuracy is in the calculation of the overhead rate itself, which is usually based on direct
labour hours or machine hours. These rates assume that products that take longer to
make, generate more overheads and so on. Organisations, who do not wish to know how
much it costs to make a product with precise accuracy, may be happy with traditional
costing system. Others, however, fix their price on cost basis and need to determine it with
reasonable accuracy. The latter organisations have been greatly benefitted from the
development of activity based costing (ABC), which is considered as a modern absorption
costing method, and was evolved to give more accurate product costs
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3. STATE what is Activity based costing? How are product costs determined in ABC?
ANSWER 3

Activity Based Costing is an accounting methodology that assigns costs to activities
rather than products or services. This enables resources & overhead costs to be more
accurately assigned to products & services that consume them. ABC is a technique
which involves identification of cost with each cost driving activity and making it as
the basis for apportionment of costs over different cost objects/ jobs/ products/
customers or services. ABC assigns cost to activities based on their use of resources. It
then assigns cost to cost objects, such as products or customers, based on their use of
activities. ABC can track the flow of activities in organization by creating a link between
the activity (resource consumption) and the cost object.

Cost Allocation under Traditional and Activity Based Costing System In traditional
absorption costing overheads are first related to cost centres (Production & Service
Centres) and then to cost objects, i.e., products. In ABC overheads are related to
activities or grouped into cost pools. Then they are related to the cost objects, e.g.,
products. The two processes are, therefore, very similar, but the first stage is different,
as ABC uses activities instead of functional departments (cost centres).

The problem with functional departments is that they tend to include a series of
different activities, which incur a number of different costs that behave in different
ways. Activities also tend to run across functions; for instance, procurement of
materials often includes raising a requisition note in a manufacturing department or
stores. It is not raised in the purchasing department where most procurement costs are
incurred.

Activity costs tend to behave in a similar way to each other i.e., they have the same
cost driver. Therefore, ABC gives a more realistic picture of the way in which costs
behave.
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4. A manufacturing company in India wants to replace its traditional costing system by
ABC. It produces a number of products, each having complex production process of
different degree. SUGGEST various requirements for installing activity based costing.
ANSWER 4

A number of distinct practical stages are required in the ABC implementation which are
given as below:

(1) Staff Training: The co-operation of the workforce is critical to the successful
implementation of ABC. Staff training should be done to create an awareness on the
purpose of ABC.

(2) Process Specification: Informal, but structured interviews with key members of
personnel will identify the different stages of the production process, the commitment of
resources to each, processing times and bottlenecks.
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ANSWER 5

5. DESCRIBE various levels of activities under ABC.

SICOIRIER70LMIINEEISIHINIG

(3) Activity Definition: The activities must be defined clearly in the early stage in order to
manage the problems, if any, effectively. There might be overloading of information from
the new data, but the same is needed in codification.
(4) Activity Driver Selection: Cost driver for each activity shall be selected.

(5) Assigning Cost: A single representative activity driver can be used to assign costs from
the activity pools to the cost objects.

Level of Activities

Meaning

Example

1.Unit level activities

These are those activities for
which the consumption of
resources can be identified with
the number of units produced.

® The use of indirect
materials/consumables tends to
increase in proportion to the number
of units produced.

* The inspection or testing of every
item produced, if this was deemed
necessary or, perhaps more likely,
every 100th item produced.

2.Batch level activities

The activities such as setting up
of a machine or processing a
purchase order are performed
each time a batch of goods is
produced. The cost of batch
related activities varies with
number of batches made, but is
common (or fixed) for all units
within the batch.

e Material ordering—where an order is
placed for every batch of production

¢ Machine set-up costs—where
machines need resetting between
each different batch of production.

e Inspection of products where the
first item in every batch is inspected
rather than every 100th item quoted
above.

3. Product level
activities

These are the activities which are
performed to support different
products in product line

* Designing the product,

* Producing parts specifications
» Keeping technical drawings of
products up to date.

4.Facilities level
activities

These are the activities which
cannot be directly attributed to
individual products. These
activities are necessary to sustain
the manufacturing process and
are common and joint to all
products manufactured

* Maintenance of buildings
* Plant security
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6. STATE what are the benefits of ABC?
ANSWER 6

The main advantages of using Activity Based Costing are:

(i) More accurate costing of products/services.

(ii) Overhead allocation is done on logical basis.

(iii) It enables better pricing policies by supplying accurate cost information.
(iv) Utilizes unit cost rather than just total cost

(v) Help to identify non-value added activities which facilitates cost reduction.

(vi) It is helpful to the organizations with multiple products. (v) It highlights problem areas
which require attention of the management.

7. STATE what are the limitations of ABC?
ANSWER 7

The main limitations using Activity Based Costing are:

(i) It is more expensive, particularly in comparison with traditional costing system.
(i) It is not helpful to the small organizations.

(iii) It may not be applied to organizations with limited products.

(iv) Selection of the most suitable cost driver may not be easy/ may be difficult or
complicated.
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8. STATE what are the practical applications of ABC?
ANSWER 8

PRACTICAL APPLICATIONS OF ACTIVITY BASED COSTING
-- As a Decision-Making Tool

-- As Activity Based Management
-- Facilitate Activity Based Budgeting
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9. STATE what is Activity based Management? How does ABC help ABM?
ANSWER 9

Meaning of Activity Based Management
The term Activity based management (ABM) is used to describe the cost management
application of ABC.

The use of ABC as a costing tool to manage costs at activity level is known as Activity
Based Cost Management (ABM).

ABM is a discipline that focuses on the efficient and effective management of activities as
the route to continuously improving the value received by customers. ABM utilizes cost
information gathered through ABC.

Various analysis in Activity Based Management
The various types of analysis involved in ABM are as follows:

(1) Cost Driver Analysis: The factors that cause activities to be performed need to be
identified in order to manage activity costs. Cost driver analysis identifies the causal
factors.

(2) Activity Analysis.

(a) Value-Added Activities (VA): The value-added activities are those activities which are
indispensable in order to complete the process. The customers are usually willing to pay (in
some way) for these services. For example, polishing furniture by a manufacturer dealing
in furniture is a value added activity.

(b) Non-Value-Added Activities (NVA): The NVA activity represents work that is not
valued by the external or internal customer. NVA activities do not improve the quality or
function of a product or service, but they can adversely affect costs and prices. Moving
materials and machine set up for a production run are examples of NVA activities.
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(3) Performance Analysis: Performance analysis involves the identification of appropriate
measures to report the performance of activity centres or other organisational units,
consistent with each unit’s goals and objectives.

Activity Based Management in Business
Activity based management can be used in the following ways
(i) Cost Reduction: ABM helps the organisation to identify costs against activities and to

find opportunities to streamline or reduce the costs or eliminate the entire activity,
especially if there is no value added.
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(ii) Business Process Re-engineering: Business process re-engineering involves examining
business processes and making substantial changes to how organisation currently
operates. ABM is a powerful tool for measuring business performance, determining the
cost of business output and is used as a means of identifying opportunities to improve
process efficiency and effectiveness.

(iii) Benchmarking: Benchmarking is a process of comparing of ABC-derived activity costs
of one segment of company with those of other segments. It requires uniformity in the
definition of activities and measurement of their costs.

10. DEFINE Activity based Budgeting. STATE what are its key elements?
ANSWER 10

Meaning of Activity Based Budgeting (ABB)

Activity based budgeting analyse the resource input or cost for each activity. It provides a
framework for estimating the amount of resources required in accordance with the
budgeted level of activity. Actual results can be compared with budgeted results to
highlight both, in financial and non-financial terms, those activities with major
discrepancies from budget for potential reduction in supply of resources. It is a planning
and control system which seeks to support the objectives of continuous improvement. It
means planning and controlling the expected activities of the organization to derive a cost-
effective budget that meet forecast workload and agreed strategic goals. ABB is the
reversing of the ABC process to produce financial plans and budgets.

Key Elements of ABB

The three key elements of activity based budgeting are as follows:-
¢ Type of work to be done

4 Quantity of work to be done

4 Cost of work to be done
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Benefits of ABB
Few benefits of activity based budgeting are as follows:-

1. Activity Based Budgeting (ABB) can enhance accuracy of financial forecasts and
increasing management understanding.

2. When automated, ABB can rapidly and accurately produce financial plans and models
based on varying levels of volume assumptions.

3. ABB eliminates much of the needless rework created by traditional budgeting
techniques.
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Practical Problems

1. Woolmark Ltd. manufactures three types of products namely P, Q and R. The data
relating to a period are as under:

Particulars P Q R
Machine hours per unit 10 18 14
Direct Labour hours per unit | 4 12 8
Direct Material per unit (Rs.) | 90 80 120
Production (units) 3,000 | 5,000 | 20,000

Currently the company uses traditional costing method and absorbs all production
overheads on the basis of machine hours. The machine hour rate of overheads is Rs. 6
per hour. Direct labour hour rate is Rs. 20 per hour.

The company proposes to use activity based costing system and the activity analysis is as
under:

Particulars P Q R
Batch size (units) 150 | 500 1,000
Number of purchase orders per batch 3 10 8
Number of inspections per batch 5 4 3

The total production overheads are analysed as under:

Machine set up Costs......cccevvrrinnrnnisnninineessnnenes 20%
Machine operation costs......c..cceeerrineinnnrssecsnisensannes 30%
[[1 o=Tot 40T I ol 1) &3 40%
Material procurement related costs......c.ccccceeerernnnee. 10%
n
Required =

(i) CALCULATE the cost per unit of each product using traditional method of absorbing all
production overheads on the basis of machine hours.

(ii) CALCULATE the cost per unit of each product using activity based costing principles.
ANSWER 1

(i) Statement Showing “Cost per unit - Traditional Method”

Particulars of Costs P Q R
(Rs.) (Rs.) (Rs.)

Direct Materials 90 80 120

Direct Labour [(4, 12, 8 hours) x Rs. 20] 80 240 160
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Production Overheads [(10, 18, 14 hours) x Rs. | 60 108 84
6]
Cost per unit 230 428 364
(ii) Statement Showing “Cost per unit - Activity Based Costing”
Products P Q R
Production (units) 3,000 5,000 20,000
(Rs.) (Rs.) (Rs.)
Direct Materials (90, 80, 120) 2,70,000 | 4,00,000 24,00,000
Direct Labour (80, 240, 160) 2,40,000 | 12,00,000 32,00,000
Machine Related Costs @ Rs. 1.80 per hour 54,000 1,62,000 5,04,000
(30,000, 90,000, 2,80,000)
Setup Costs @ Rs. 9,600 per setup (20, 10, 20) | 1,92,000 | 96,000 1,92,000
Inspection Costs @ Rs. 4,800 per inspection 4,80,000 | 1,92,000 2,88,000
(100, 40, 60)
Purchase Related Costs @ Rs. 750 per 45,000 75,000 1,20,000
purchase (60, 100, 160)
Total Costs 12,81,00 | 21,25,000 67,04,000
0
Cost per unit (Total Cost + Units) 427.00 425.00 335.20
Workings
Number of Batches, Purchase Orders, and Inspections-
Particulars P Q R Total
A. | Production (units) 3,000 5,000 20,000
B. | Batch Size (units) 150 500 1,000
C. | Number of Batches (A+B) 20 10 20 50
D. | Number of Purchase Order per 3 10 8
batch g
E. | Total Purchase Orders [C x D] 60 100 160 320
F. Number of Inspections per batch | 5 4 3
G. | Total Inspections [C x F] 100 40 60 200
Total Machine Hours-
Particulars P Q R
A. | Machine Hours per unit 10 18 14
B. | Production (units) 3,000 5,000 20,000
C. | Total Machine Hours [A x B] 30,000 90,000 2,80,000
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Total Machine Hours = 4,00,000
Total Production Overheads-
=4,00,000 hrs. x Rs. 6 = Rs. 24,00,000

Cost Driver Rates-

Cost Pool % Overheads | Cost Driver | Cost Driver | Cost Driver Rate
(Rs.) Basis (Units) (Rs.)

Setup 20% 4,80,000 Number of | 50 9,600 per Setup
batches

Inspection 40% 9,60,000 Number of | 200 4,800 per Inspection
inspections

Purchases 10% 2,40,000 Number of 320 750 per Purchase
purchases

Machine 30% 7,20,000 Machine 4,00,000 1.80 per Machine Hour

Hours Hours

(i) General Supermarket Chains
(ii) Drugstore Chains

(iii) Chemist Shops

2. RST Limited specializes in the distribution of pharmaceutical products. It buys from the
pharmaceutical companies and resells to each of the three different markets.

The following data for the month of April, 2020 in respect of RST Limited has been

distribution channels.

The Activity analysis of RST Limited is as under:

In the past, RST Limited has used gross margin percentage to evaluate the relative
profitability of its distribution channels.
The company plans to use activity —based costing for analysing the profitability of its

reported:
General Drugstore Chemis
Supermarket Chains t Shops
Chains (Rs.) (Rs.) (Rs.) 5
Average revenue per delivery 84,975 28,875 5,445 -
Average cost of goods sold per delivery 82,500 27,500 4,950
Number of deliveries 330 825 2,750
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Activity Area Cost Driver

Customer purchase order processing | Purchase orders by customers

Line-item ordering Line-items per purchase order

Store delivery Store deliveries

Cartons dispatched to stores Cartons dispatched to a store per
delivery

Shelf-stocking at customer store Hours of shelf-stocking

The April, 2020 operating costs (other than cost of goods sold) of RST Limited are Rs.
8,27,970. These operating costs are assigned to five activity areas. The cost in each area
and the quantity of the cost allocation basis used in that area for April, 2020 are as

follows:
Activity Area Total costs in April, Total Units of Cost
2020 (Rs.) Allocation Base used in
April, 2020
Customer purchase 2,20,000 5,500 orders
order processing
Line-item ordering 1,75,560 58,520 line items
Store delivery 1,95,250 3,905 store deliveries
Cartons dispatched to 2,09,000 2,09,000 cartons
store
Shelf-stocking at 28,160 1,760 hours
customer store

Other data for April, 2020 include the following:

General Drugstore Chemist
Supermarket Chains Shops
Chains (Rs.) (Rs.) (Rs.) g
Total number of orders 385 990 4,125
Average number of line items per order | 14 12 10
Total number of store deliveries 330 825 2,750
Average number of cartons shipped per | 300 80 16
store delivery
Average number of hours of shelf- 3 0.6 0.1
stocking per store delivery

Required:

(i) COMPUTE for April, 2020 gross-margin percentage for each of its three distribution
channels and compute RST Limited’s operating income.
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activity areas.

ANSWER 2

(i)

ISIGOIRER70LBIINECOISIIINIG

RST Limited’s

distribution channel

(ii)) COMPUTE the April, 2020 rate per unit of the cost-allocation base for each of the five

(iii) COMPUTE the operating income of each distribution channel in April, 2020 using the
activity-based costing information. Comment on the results. What new insights are
available with the activity-based cost information?

(iv) DESCRIBE four challenges one would face in assigning the total April, 2020 operating
costs of Rs. 8,27,970 to five activity areas.

Statement of operating income and gross margin percentage for each of its three

particulars General Drugstore Chemist Total
Super Market | Chains Shops
Chains
Revenues: (Rs.) 2,80,41,750 2,38,21,875 1,49,73,750 6,68,37,375
(330 x Rs. (825 x Rs. (2,750 x Rs.
84,975) 28,875) 5,445)
Less: Cost of goods 2,72,25,000 2,26,87,500 1,36,12,500 635,25,000
sold: (Rs.) (330 x Rs. (825 x Rs. (2,750 x Rs.
82,500) 27,500) 4,950)
Gross Margin: (Rs.) 8,16,750 11,34,375 13,61,250 33,12,375
Less: Other operating 8,27,970
costs: (Rs.)
Operating income: 24,84,405
(Rs.)
Gross Margin 2.91% 4.76% 9.09% 4.96%
Operating income % 3.72

(i)

Computation of rate per unit of the cost allocation base for
each of the five activity areas for April 2020

(Rs.)

Customer purchase order processing
(Rs. 2,20,000/ 5,500 orders)

40 per order

Line item ordering
(Rs. 1,75,560/ 58,520 line items)

3 per line item order
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(Rs. 1,95,250/ 3,905 store deliveries)

Cartons dispatched 1 per dispatch
(Rs. 2,09,000/ 2,09,000 dispatches)
Shelf-stocking at customer store () Rs. 16 Per hour

(Rs. 28,160/ 1,760 hours)

(iii) Operating Income Statement of each distribution channel
in April-2020 (Using the Activity based Costing information)

General Super Drugstore Chemist
Market Chains Chains Shops
Gross margin (Rs.) : (A) 8,16,750 11,34,375 13,61,250
(Refer to (i) part of the answer)
Operating cost (Rs.): (B) 1,62,910 1,90,410 4,74,650
(Refer to working note)
Operating income (Rs.): (A—B) 6,53,840 9,43,965 8,86,600
Operating income (in %) 2.33 3.96 5.92
(Operating income/ Revenue) x 100

Comments and new insights: The activity-based cost information highlights, how the
‘Chemist Shops’ uses a larger amount of RST Ltd.’s resources per revenue than do the
other two distribution channels. Ratio of operating costs to revenues, across these markets
is:

General supermarket chains 0.58%
(Rs. 1,62,910/ Rs. 2,80,41,750) x 100
Drug store chains 0.80%
(Rs. 1,90,410/ Rs. 2,38,21,875) x 100
Chemist shops 3.17%
(Rs. 4,74,650/ Rs. 1,49,73,750) x100

150

Working note:
Computation of operating cost of each distribution channel:

General Super Drugstore Chemist Shops
Market Chains Chains
Customer purchase order processing 15,400 39,600 1,65,000
(Rs. 40 x 385 orders) | (Rs. 40 x 990 (Rs. 40 x4125
orders) orders)
Line item ordering 16,170 35,640 1,23,750
(Rs. 3 x 14 x 385) (Rs.3x12x990) | (Rs.3x10x4125)
Store delivery 16,500 41,250 1,37,500
(Rs. 50 x 330 (Rs. 50 x 825 (Rs. 50 x 2750
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Cartons 99,000 66,000 44,000

dispatched (1x 300 cartons x (Rs.1x 80 (Rs.1x16
300 deliveries) Rs. cartons x 825 cartons x 2,750

deliveries) deliveries)

Shelf stocking 15,840 7,920 4,400
(Rs. 16 x 330 (Rs. 16 x 825 (Rs. 16 x 2,750
deliveries x 3 Av. deliveries x 0.6 deliveries x 0.1 Av.
hrs.) Av. hrs) hrs)

Operating cost 1,62,910 1,90,410 4,74,650

(iv) Challenges faced in assigning total operating cost of 8,27,970: Rs.

- Choosing an appropriate cost driver for activity area.

- Developing a reliable data base for the chosen cost driver.

- Deciding, how to handle costs that may be common across several activities.
- Choice of the time period to compute cost rates per cost driver.

- Behavioural factors.

3. Family Store wants information about the profitability of individual product lines: Soft
drinks, Fresh produce and Packaged food. Family store provides the following data for
the year 2019-20 for each product line:

Soft drinks Fresh Packaged
produce food

Revenues Rs. Rs. Rs.

39,67,500 1,05,03,000 60,49,500
Cost of goods sold Rs. Rs. 75,00,000 | Rs.

30,00,000 45,00,000
Cost of bottles returned Rs. 60,000 Rs.0 Rs. 0
Number of purchase orders placed 360 840 360
Number of deliveries received 300 2,190 660 0
Hours of shelf-stocking time 540 5,400 2,700
Items sold 1,26,000 11,04,000 3,06,000

Family store also provides the following information for the year 2019-20:

Activity Description of activity | Total Cost Cost-allocation base

Bottles returns Returning of empty Rs. 60,000 Direct tracing to soft
bottles drink line

Ordering Placing of orders for Rs. 7,80,000 1,560 purchase orders
purchases

Delivery Physical delivery and Rs. 12,60,000 | 3,150 deliveries

receipt of goods
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Shelf stocking Stocking of goods on Rs. 8,64,000 8,640 hours of shelf-
store shelves and on- stocking time

going restocking
Customer Support Assistance provided to | Rs. 15,36,000 15,36,000 items sold
customers including
check-out

Required:

(i) Family store currently allocates support cost (all cost other than cost of goods sold) to
product lines on the basis of cost of goods sold of each product line. CALCULATE the
operating income and operating income as a % of revenues for each product line.

(ii) If Family Store allocates support costs (all costs other than cost of goods sold) to
product lines using and activity-based costing system, CALCULATE the operating income
and operating income as a % of revenues for each product line.

ANSWER 3

(i) Statement of Operating income and Operating income as a percentage of revenues for
each product line

(When support costs are allocated to product lines on the basis of cost of goods sold of
each product)
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Soft Fresh Packaged Total (Rs.)
drinks produce food
Revenues: (A) 39,67,500 | 1,05,03,00 |60,49,500 2,05,20,000
0

Cost of Goods sold (COGS): (B) 30,00,000 | 75,00,000 | 45,00,000 1,50,00,000
Support cost (30% of COGS): (C) | 9,00,000 22,50,000 | 13,50,000 45,00,000
(Refer working notes)
Total cost: (D) = {(B) + (C)} 39,00,000 | 97,50,000 | 58,50,000 1,95,00,000
Operating income: E= {(A)-(D)} 67,500 7,53,000 1,99,500 10,20,000 h
Operating income as a 1.70% 7.17% 3.30% 4.97%
percentage of revenues: (E/A) x
100)
Working notes:
1. Total support cost:

Bottles returns 60,000

Ordering 7,880,000

Delivery 12,60,000

Shelf stocking 8,64,000

Customer support 15,36,000

Total support cost 45,00,000
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2.Percentage of support cost to cost of goods sold (COGS):

Total support cost

= 100
Total cost of goods sold :

__ T45,00,000 _

= 71.50,00000 < 100 = 30%

3.Cost for each activity cost driver:

sold

Activity Total cost (Rs.) | Cost allocation | Cost driver rate
(2) (2) base (4)=[(2)=(3)]
3)
Ordering 7,80,000 1,560 purchase | Rs. 500 per
orders purchase order
Delivery 12,60,000 3,150 deliveries | Rs. 400 per
delivery
Shelf-stocking 8,64,000 8,640 hours Rs. 100 per
stocking hour
Customer support 15,36,000 15,36,000 items | Rs. 1 per item

sold

(ii)Statement of Operating income and Operating income as apercentage of revenues for
each product line
(When support costs are allocated to product lines using an activity-based costing system)

Soft Fresh Packaged Total (Rs.)
drinks produce food 0
Revenues: (A) 39,67,500 | 1,05,03,00 | 60,49,500 2,05,20,000
0
Cost & Goods sold 30,00,000 | 75,00,000 | 45,00,000 1,50,00,000
Bottle return costs 60,000 0 0 60,000
Ordering cost* 1,80,000 | 4,20,000 1,80,000 7,80,000
(360:840:360)
Delivery cost* 1,20,000 | 8,76,000 2,64,000 12,60,000
(300:2190:660)
Shelf stocking cost* 54,000 5,40,000 2,70,000 8,64,000
(540:5400:2700)
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Customer Support cost* 1,26,000 11,04,000 3,06,000 15,36,000

(1,26,000:11,04,000:3,06,0

00)

Total cost: (B) 35,40,000 | 1,04,40,00 | 55,20,000 1,95,00,000
0

Operating income C:{(A)- 4,27,500 63,000 5,29,500 10,20,000

(B)}

Operating income as a % of | 10.78% 0.60% 8.75% 4.97%

revenues

* Refer to working note 3

4. Alpha Limited has decided to analyse the profitability of its five new customers. It buys
bottled water at Rs. 90 per case and sells to retail customers at a list price of Rs. 108 per
case. The data pertaining to five customers are:

Customers
A B o D E

Cases sold 4,680 19,688 1,36,800 | 71,550 8,775
Listed Selling Price Rs. 108 | Rs. 108 Rs. 108 Rs. 108 Rs. 108
Actual Selling Price Rs. 108 | Rs. 106.20 | Rs. 99 Rs. 104.40 | Rs. 97.20
Number of Purchase orders | 15 25 30 25 30
Number of Customer visits 2 3 6 2 3
Number of deliveries 10 30 60 40 20
Kilometers travelled per 20 6 5 10 30
delivery
Number of expedited 0 0 0 0 1
deliveries ¥
Its five activities and their cost drivers are:

Activity Cost Driver Rate

Order taking Rs. 750 per purchase order

Customer visits Rs. 600 per customer visit

Deliveries Rs. 5.75 per delivery Km

travelled
Product handling Rs. 3.75 per case sold
Expedited deliveries Rs. 2,250 per expedited
delivery

Required:
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(i) COMPUTE the customer-level operating income of each of five retail customers now
being examined (A, B, C, D and E). Comment on the results.
(ii) STATE what insights are gained by reporting both the list selling price and the actual
selling price for each customer?
ANSWER 4
Working note:
Computation of revenues (at listed price), discount, cost of goods sold and
customer level operating activities costs:
Customers
A B C D E

Cases sold: (a) 4,680 19,688 1,36,800 71,550 8,775
Revenues (at listed 5,05,440 |21,26,304 | 1,47,74,400 | 77,27,400 | 9,47,700
price) (Rs.): (b)
{(a) x Rs. 108)}
Discount (): (c) Rs. - 35,438 12,31,200 | 2,57,580 94,770
{(a) x Discount per (19,688 (1,36,800 (71,550 (8,775
case} cases x Rs. | cases x Rs. cases x Rs. cases x Rs.

1.80) 9) 3.60) 10.80)
Cost of goods sold 4,21,200 17,71,920 | 1,23,12,000 | 64,39,500 7,89,750
(Rs.) : (d) {(a) x Rs. 90}
Customer level operating activities costs
Order taking costs 11,250 18,750 22,500 18,750 22,500
(Rs.):
(No. of purchase x
Rs.750)
Customer visits costs 1,200 1,800 3,600 1,200 1,800
(Rs.)
(No. of customer visits
x Rs. 600)
Delivery vehicles 1,150 1,035 1,725 2,300 3,450
travel costs (Rs.) (5.75 x (5.75x30 | (5.75x60x | (5.75x40x | (5.75x20x
(Rs. 5.75 per km) 10x 20) X 6) 5) 10) 30)
(Kms travelled by
delivery vehicles x Rs.
5.75 per km.)
Product handling costs | 17,550 73,830 5,13,000 2,68,313 32,906
(Rs.)
{(a) xRs. 3.75}
Cost of expediting - - - - 2,250
deliveries (Rs.)
{No. of expedited
deliveries x Rs. 2,250}
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Total cost of customer | 31,150 95,415 5,40,825 2,90,563 62,906

level operating

activities (Rs.)

(i) Computation of Customer level operating income

Customers
A B C D E

Revenues 5,05,440 21,26,304 1,47,74,400 77,27,400 9,47,700
(At list price)
(Refer to working
note)
Less: Discount - 35,438 12,31,200 2,57,580 94,770
(Refer to working
note)
Revenue 5,05,440 20,90,866 1,35,43,200 74,69,820 8,52,930
(At actual price)
Less: Cost of 4,21,200 | 17,71,920 1,23,12,000 64,39,500 7,89,750
goods sold
(Refer to working
note)
Gross margin 84,240 3,18,946 12,31,200 10,30,320 63,180
Less: Customer 31,150 95,415 5,40,825 2,90,563 62,906
level operating
activities costs
(Refer to working
note)
Customer level 53,090 2,23,531 6,90,375 7,39,757 274
operating income

customer A.

Comment on the results:
Customer D is the most profitable customer. D’s profits are even higher than C (whose
revenue is the highest) despite having only 52.30% of the unit volume of customer C. The
main reason is that C receives a discount of 9 per case while customer D receives only a
3.60 discount per case. Rs. Rs.
Customer E is the least profitable. The profits of E is even less than A (whose revenue is
least) Customer E received a discount of 10.80 per case, makes Rs. more frequent orders,
requires more customer visits and requires more delivery kms. in comparison with
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(i) Insight gained by reporting both the list selling price and the actual selling price for

each customer:

Separate reporting of both-the listed and actual selling prices enables Alpha Ltd. to
examine which customer has received what discount per case, whether the discount
received has any relationship with the sales volume. The data given below provides us with

the following information;

Sales volume Discount per case (Rs.)
C (1,36,800 cases) 9.00

D (71,550 cases) 3.60

B (19,688 cases) 1.80

E (8,775 cases) 10.80

A (4,680 cases) 0

The above data clearly shows that the discount given to customers per case has a direct
relationship with sales volume, except in the case of customer E. The reasons for 10.80
discount per case for customer E should be explored. Rs.

5. BABYSOFT is a global brand created by Bio-organic Ltd. The company manufactures
three ranges of beauty soaps i.e. BABYSOFT- Gold, BABYSOFT- Pearl, and BABYSOFT-
Diamond. The budgeted costs and production for the month of December, 2020 are as

follows:

BABYSOFT- Gold BABYSOFT- Pearl BABYSOFT- Diamond
Production of soaps 4000 3000 2000
(Units)
Resources per Unit: Qty Rate Qty Rate Qty Rate
60 ml Rs. 200 / 100 55 ml Rs.300 | 65 ml Rs. 300 / 100
- Essential Oils ml / 100 mi mli
20g Rs.200/100g |20 g Rs.200 |20g Rs. 200 / 100 &
- Cocoa Butter /100¢g g
30 mi Rs. 15 /100 ml | 30 mi Rs.15/ | 30ml Rs. 15/ 100
- Filtered Water 100 ml ml
10g Rs.30/100g |12g Rs.50/ |15¢g Rs. 60 / 100
- Chemicals 100 g g
30 Rs. 10 / hour 40 Rs.10/ | 60 Rs. 10 / hour
- Direct Labour minutes minutes | hour minutes
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Bio-organic Ltd. followed an Absorption Costing System and absorbed its production
overheads, to its products using direct labour hour rate, which were budgeted at Rs.
1,98,000.

Now, Bio-organic Ltd. is considering adopting an Activity Based Costing system. For this,
additional information regarding budgeted overheads and their cost drivers is provided

below:
Particulars (Rs.) Cost drivers
Forklifting cost 58,000 Weight of material lifted
Supervising cost 60,000 Direct labour hours
Utilities 80,000 Number of Machine
operations

The number of machine operators per unit of production are 5, 5, and 6 for BABYSOFT-
Gold, BABYSOFT- Pearl, and BABYSOFT- Diamond respectively.

(Consider (i) Mass of 1 litre of Essential Oils and Filtered Water equivalent to 0.8 kg and 1
kg respectively (ii) Mass of output produced is equivalent to the mass of input materials
taken together.)

You are requested to:

(i) PREPARE a statement showing the unit costs and total costs of each product using the
absorption costing method.

(ii) PREPARE a statement showing the product costs of each product using the ABC
approach.

(iii) STATE what are the reasons for the different product costs under the two

approaches?
ANSWER 5
(i) Traditional Absorption Costing
BABYSO | BABYSOF | BABYSOFT- | Total =
FT- Gold | T- Pearl Diamond
(a) Production of soaps (Units) 4,000 3,000 2,000 9,000
(b) Direct labour (minutes) 30 40 60 -
(c) Direct labour hours (a x b)/60 2,000 2,000 2,000 6,000
minutes

Overhead rate per direct labour hour:

= Budgeted overheads + Budgeted labour hours
=Rs. 1,98,000 + 6,000 hours

= Rs. 33 per direct labour hour
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Unit Costs:
BABYSOFT- Gold BABYSOFT- Pearl BABYSOFT-
Diamond
Direct Costs:
Direct 5.00 6.67 10.00
Labou (10=30" (10 =40 (10 =60
1 60 |} ! 60 ) \ e
- Direct 167.50 215.50 248.50
Material
(Refer working
notel)
Production 16.50 2200 2200
Owverhead: (33 =30 (33 =407 (33=60"
&0 J ! 60 / ! &0
Total unit costs 189.00 244 17 291.50
Mumber of units 24,000 3,000 2,000
Total costs 7.56,000 7.32.510 5.83,000
Working note-1
Calculation of Direct material cost
BABYSOFT- Gold | BABYSOFT- BABYSOFT-
Pearl Diamond
120.00 165.00 195.00
Essential oils (200><EOJ 300 =55 (300"55)
100 100 100
40.00 40.00 40.00
Cocoa Butter (200x20) (20'3}-:20] ( 2nnx20J
100 100 100
Filtered 4.50 4.50 4.50
water (15x30] [15:(30] (15x30)
100 100 100
Chemicals 3.00 6.00 900 3
(3nxm) [snxu] (ﬁoxﬁ)
100 100 100
Total costs 167.50 215.50 248.50
(ii) Activity Based Costing
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BABYSOFT- Gold BABYSOFT- BABYSOFT- Total
Pearl Diamond
Quantity (units) 4,000 3,000 2,000 -
Weight per unit (grams) 108 106 117 -
{(60x0.8)+20+30+10} | {(55%0.8)+20+30 | {(65x0.8)+20+3
+12} 0+15}
Total weight (grams) 4,32,000 3,18,000 2,34,000 9,84,000
Direct labour (minutes) 30 40 60 -
Direct labour hours 2,000 2,000 2,000 6,000
(4,000%30 /60 ) (3,000x40 /60 ) (2,000x60 / 60)
Machine operations per 5 5 6 -
unit
Total operations 20,000 15,000 12,000 47,000

Forklifting rate per gram = Rs. 58,000 + 9,84,000 grams = Rs. 0.06 per gram
Supervising rate per direct = Rs. 60,000 + 6,000 hours labour hour = Rs. 10 per labour hour
Utilities rate per machine = Rs. 80,000 + 47,000 machine operations operations
= Rs. 1.70 per machine operations

Unit Costs under ABC:

(iii) Comments: The difference in the total costs under the two systems is due to the
differences in the overheads borne by each of the products. The Activity Based Costs
appear to be more accurate
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BABYSOFT- Gold BABYSOFT- BABYSOFT-
Pearl Diamond

Direct Costs:
- Direct Labour 5.00 6.67 10.00
- Direct material 167.50 215.50 248.50
Production Overheads:
Forklifting cost 6.48 6.36 7.02

(0.06 x 108) (0.06 x 106) (0.06 x 117)
Supervising cost 5.00 6.67 10.00 3

(10x30/60) (10x40 /60) (10x60/60)
Utilities 8.50 8.50 10.20

(1.70 x 5) (1.70 x 5) (1.70 x 6)
Total unit costs 192.48 243.70 285.72
Number of units S 4,000 3,000 2,000
Total costs 7,69,920 7,31,100 5,71,440
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CHAPTER-6 COST SHEET

ILLUSTRATION 1
The following data relates to the manufacture of a standard product during the month of

April, 2020:
Particulars (Amount)
Raw materials Rs.

1,80,000

Direct wages Rs. 90,000
Machine hours worked (hours) 10,000
Machine hour rate (per hour) Rs. 8
Administration overheads (general) Rs. 35,000
Selling overheads (per unit) Rs.5
Units produced 4,000
Units sold 3,600
Selling price per unit Rs. 125

You are required to PREPARE a cost sheet in respect of the above showing:
(i) Cost per unit
(ii) Profit for the month

SOLUTION
(i) Cost Sheet Output: 4,000 units
Particulars Total Cost Cost per (unit)
(Rs.) (Rs.)
Raw materials 1,80,000 45.00
Direct wages 90,000 22.50
Prime cost 2,70,000 67.50
Add: Factory overheads (10,000 hrs x Rs. 8 per 80,000 20.00
hour)
Cost of Production 3,50,000 87.50
Less: Closing Stock of finished goods (4,000 — (35,000) --
3,600 units)
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Cost of Goods Sold 3,15,000 87.50
Add: Administration overheads (general) 35,000 9.72
Add: Selling Overheads (3,600 units x Rs. 5 unit) | 18,000 5.00
Cost of sales (total Cost) 3,68,000 102.22

(ii) Statement of Profit

Particulars Total Cost (Rs.)
Sales revenue (3,600 units @ Rs. 4,50,000

125)

Less: Cost of sales 3,68,000

Profit 82,000

ILLUSTRATION 2

the period from June 1 to June 30, 2020.

The following information has been obtained from the records of ABC Corporation for

OnJunel, On June 30, 2020 (Rs.)
2020 (Rs.)
Cost of raw materials 60,000 50,000
Cost of work-in-process 12,000 15,000
Cost of stock of finished goods 90,000 1,10,000
Purchase of raw materials during June 2020 4,80,000
Wages paid 2,40,000
Factory overheads 1,00,000
Administration overheads (related to 50,000
production)
Selling & distribution overheads 25,000
Sales 10,00,000

(a) Raw materials consumed;
(b) Prime cost;

(c) Factory cost;

(d) Cost of goods sold; and
(e) Net profit.

PREPARE a statement giving the following information:
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SOLUTION
Statement of Cost & Profit
(for the month of June 2020)

Amount

(Rs.)
Opening stock of raw materials 60,000
Add: Purchase of raw materials during | 4,80,000
June’ 2020
Less: Closing stock of raw materials (50,000)
(a) Raw materials consumed 4,90,000
Add: Direct wages 2,40,000
(b) Prime cost 7,30,000
Add: Factory overheads 1,00,000
Works cost 8,30,000
Add: Opening work-in-process 12,000
Less: Closing work-in-process (15,000)
(c) Factory cost 8,27,000
Add: Administration overheads 50,000
Cost of production 8,77,000
Add: Opening stock of finished goods | 90,000
Less: Closing stock of finished goods (1,20,000)
(d) Cost of goods sold 8,57,000
Add: Selling & distribution overheads | 25,000
Cost of sales 8,82,000
(e) Net Profit 1,18,000
Sales 10,00,000

ILLUSTRATION 3

Arnav Inspat Udyog Ltd. has the following expenditures for the year ended 31st March, &
2020:
Sl. No. Amount (Rs.) Amount (Rs.)
(i) Raw materials purchased 10,00,00,000
(ii) GST paid on the above 1,80,00,000
purchases @18% (eligible for
input tax credit)
(iii) Freight inwards 11,20,600
(iv) Wages paid to factory workers 29,20,000
(v) Contribution made towards 3,60,000
employees’ PF & ESIS
(vi) Production bonus paid to 2,90,000
factory workers
(vii) Royalty paid for production 1,72,600
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(viii) Amount paid for power & fuel 4,62,000
(ix) Amount paid for purchase of 8,96,000
moulds and patterns (life is
equivalent to two years
production)
(x) Job charges paid to job workers 8,12,000
(xi) Stores and spares consumed 1,12,000
(xii) Depreciation on:
Factory building 84,000
Office building 56,000
Plant & Machinery 1,26,000
Delivery vehicles 86,000 3,52,000
(xiii) Salary paid to supervisors 1,26,000
(xiv) Repairs & Maintenance paid 48,000
for:
Plant & Machinery
Sales office building 18,000
Vehicles used by directors 19,600 85,600
(xv) Insurance premium paid for:
Plant & Machinery 31,200
Factory building 18,100
Stock of raw materials & WIP 36,000 85,300
(xvi) Expenses paid for quality 19,600
control check activities
(xvii) Salary paid to quality control 96,200
staffs
(xviii) Research & development cost 18,200
paid for improvement in
production process
(xix) Expenses paid for pollution 26,600
control and
engineering & maintenance
g
(xx) Expenses paid for administration of factory work 1,18,600
(xxi) Salary paid to functional mangers:
Production control 9,60,000
Finance & Accounts 9,18,000
Sales & Marketing 10,12,000 28,90,000
(xxii) Salary paid to General Manager 12,56,000
(xxiii) Packing cost paid for:
Primary packing necessary to maintain quality 96,000
For re-distribution of finished goods 1,12,000 2,08,000
(xxiv) Interest and finance charges paid (for usage of 7,20,000
non- equity fund)
(xxv) Fee paid to auditors 1,80,000
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(xxvi) Fee paid to legal advisors 1,20,000
(xxvii) Fee paid to independent directors 2,20,000
(xxviii) Performance bonus paid to sales staffs 1,80,000
(xxix) Value of stock as on 1st April, 2019:
Raw materials 18,00,000
Work-in-process 9,20,000
Finished goods 11,00,000 38,20,000
(xxx) Value of stock as on 31st March, 2020:
Raw materials 9,60,000
Work-in-process 8,70,000
Finished goods 18,00,000 36,30,000

SOLUTION
Statement of Cost of Arnav Ispat Udyog Ltd. for the year ended 31st March, 2020:

Amount realized by selling of scrap and waste generated during manufacturing process —
Rs. 86,000/-
From the above data you are required to PREPARE Statement of cost for Arnav Ispat
Udyog Ltd. for the year ended 31st March, 2020, showing
(i) Prime cost, (ii) Factory cost, (iii) Cost of Production, (iv) Cost of goods sold and (v) Cost
of sales.

Sl. No. | Particulars Amount (Rs.) | Amount (Rs.)
(i) Material Consumed:

Raw materials purchased 10,00,00,000

Freight inwards 11,20,600

Add: Opening stock of raw materials 18,00,000

Less: Closing stock of raw materials (9,60,000) 10,19,60,600
(ii) Direct employee (labour) cost:

Wages paid to factory workers 29,20,000

Contribution made towards employees’ PF & ESIS | 3,60,000

Production bonus paid to factory workers 2,90,000 35,70,000
(iii) Direct expenses:

Royalty paid for production 1,72,600

Amount paid for power & fuel 4,62,000

Amortised cost of moulds and patterns 4,48,000

Job charges paid to job workers 8,12,000 18,94,600

Prime Cost 10,74,25,200
(iv) Works/ Factory overheads:

Stores and spares consumed 1,12,000

Depreciation on factory building 84,000

Depreciation on plant & machinery 1,26,000

Repairs & Maintenance paid for plant & 48,000

machinery

Insurance premium paid for plant & machinery 31,200
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Insurance premium paid for factory building 18,100
Insurance premium paid for stock of raw 36,000
materials & WIP
Salary paid to supervisors 1,26,000
Expenses paid for pollution control and 26,600 6,07,900
engineering & maintenance
Gross factory cost 10,80,33,100
Add: Opening value of W-I-P 9,20,000
Less: Closing value of W-I-P (8,70,000)
Factory Cost 10,80,83,100
(v) Quality control cost:
Expenses paid for quality control check activities 19,600
Salary paid to quality control staffs 96,200 1,15,800
(vi) Research & development cost paid for 18,200
improvement in production process
(vii) Administration cost related with production:
-Expenses paid for administration of factory work | 1,18,600
-Salary paid to Production control manager 9,60,000 10,78,600
(viii) Less: Realisable value on sale of scrap and waste (86,000)
(ix) Add: Primary packing cost 96,000
Cost of Production 10,93,05,700
Add: Opening stock of finished goods 11,00,000
Less: Closing stock of finished goods (18,00,000)
Cost of Goods Sold 10,86,05,700
(x) Administrative overheads:
Depreciation on office building 56,000
Repairs & Maintenance paid for vehicles used by | 19,600
directors
Salary paid to Manager- Finance & Accounts 9,18,000
Salary paid to General Manager 12,56,000
Fee paid to auditors 1,80,000
Fee paid to legal advisors 1,20,000
Fee paid to independent directors 2,20,000
(xi) Selling overheads:
Repairs & Maintenance paid for sales office 18,000
building
Salary paid to Manager- Sales & Marketing 10,12,000
Performance bonus paid to sales staffs 1,80,000 12,10,000
(xii) Distribution overheads :
Depreciation on delivery vehicles 86,000
(xiii) Packing cost paid for re-distribution of finished 1,12,000 1,98,000
goods
(xiv) Interest and finance charges paid 7,20,000
Cost of Sales 11,35,03,300

®+97-8334866777 or visit www.caraviagarwal.com. Subscribe Youtube Channel https://youtube.com/MissionCAwithCARaviAgarwal

JOIN CA RAVI AGARWAL’S MENTORING PROGRAM TO CRACK YOUR CA EXAMS IN ONE ATTEMPT

166


tel:8334866117
http://www.caraviagarwal.com/
https://youtube.com/MissionCAwithCARaviAgarwal

PAPER 3 - COST AND MANAGEMENT ACCOUNTING SIGORERZORNEGOSTRINIG

CA Ravi Agarwal’s
CA INTER COSTING MA COMPILER 4.0

Note:
GST paid on purchase of raw materials would not be part of cost of materials as it is eligible
for input tax credit.

MCQs based Questions

1. Generally, for the purpose of cost sheet preparation, costs are classified on the basis
of:

(a) Functions
(b) Variability
(c) Relevance
(d) Nature

ANSWER 1-A

2. Which of the following does not form part of prime cost:
(a) Cost of packing

(b) Cost of transportation paid to bring materials to factory
(c) GST paid on raw materials (input credit cannot be claimed)
(d) Overtime premium paid to workers.

ANSWER 2-A

167

3. A Ltd. received an order, for which it purchased a special frame for manufacturing, it is
a part of:

(a) Direct Materials
(b) Direct expenses
(c) Factory Overheads

(d) Administration Overheads
ANSWER 3-B

JOIN CA RAVI AGARWAL’S MENTORING PROGRAM TO CRACK YOUR CA EXAMS IN ONE ATTEMPT

®+97-8334866777 or visit www.caraviagarwal.com. Subscribe Youtube Channel https://youtube.com/MissionCAwithCARaviAgarwal



tel:8334866117
http://www.caraviagarwal.com/
https://youtube.com/MissionCAwithCARaviAgarwal

PAPER 3 - COST AND MANAGEMENT ACCOUNTING

CA Ravi Agarwal’s
CA INTER COSTING MA COMPILER 4.0

4. Salary paid to plant supervisor is a part of
(a) Direct expenses

(b) Factory overheads

(c) Quality control cost

(d) Administration cost

ANSWER 4-B

5. Depreciation of director’s laptop is treated as a part of:
(a) Administration Overheads

(b) Factory Overheads

(c) Direct Expenses

(d) Research & Development cost.

ANSWER 5-A

6. A manufacture has set-up a lab for testing of products for compliance with standards,
salary of this lab staffs

are part of:

(a) Works overheads

(b) Quality Control Cost

(c) Direct Expenses

(d) Research & Development Cost.
ANSWER 6-B

7. Audit fees paid to auditors is part of:
(a) Administration Cost

(b) Production cost

(c) Selling & Distribution cost

(d) Not shown in cost sheet.
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ANSWER 7-A

8. Salary paid to factory store staff is part of:

(a) Factory overheads

(b) Production Cost

(c) Direct Employee cost

(d) Direct Material Cost.

ANSWER 8-A

9. Canteen expenses for factory workers are part of:
(a) Factory overhead

(b) Administration Cost

(c) Marketing cost

(d) None of the above.
ANSWER 9-A

10. A company pays royalty to State Government on the basis of production, it is treated
as:

(a) Direct Material Cost
(b) Factory Overheads
(c) Direct Expenses

(d) Administration cost.
ANSWER 10-C

Theoretical Questions

1. DESCRIBE how costs are classified on the basis of function?
ANSWER 1

The following are the classification of costs based on functions:

(i) Direct Material Cost
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(ii) Direct Employee (labour) Cost

(iii) Direct Expenses

(iv) Production/ Manufacturing Overheads
(v) Administration Overheads

(vi) Selling Overheads

(vii) Distribution Overheads

(viii) Research and Development costs etc.

2. EXPLAIN the treatment of administration overheads.
ANSWER 2

Administrative Overheads:
It is the cost related with general administration of the entity. It includes the followings:

(a) Depreciation and maintenance of, building, furniture etc. of corporate or general
management.

(b) Salary of administrative employees, accountants, directors, secretaries etc.
(c) Rent, rates & taxes, insurance, lighting, office expenses etc.
(d) Indirect materials- printing and stationery, office supplies etc.

(e) Legal charges, audit fees, corporate office expenses like directors’ sitting fees,
remuneration and commission, meeting expenses etc.

170

3. STATE the advantages of a cost sheet
ANSWER 3

The main advantages of a Cost Sheet are as follows:

(i) It provides the total cost figure as well as cost per unit of production.

(i) It helps in cost comparison.

(iii) It facilitates the preparation of cost estimates required for submitting tenders.
(iv) It provides sufficient help in arriving at the figure of selling price.

(v) It facilitates cost control by disclosing operational efficiency.

JOIN CA RAVI AGARWAL’S MENTORING PROGRAM TO CRACK YOUR CA EXAMS IN ONE ATTEMPT

®+97-8334866777 or visit www.caraviagarwal.com. Subscribe Youtube Channel https://youtube.com/MissionCAwithCARaviAgarwal



tel:8334866117
http://www.caraviagarwal.com/
https://youtube.com/MissionCAwithCARaviAgarwal

PAPER 3 - COST AND MANAGEMENT ACCOUNTING SIGORERZORNEGOSTRINIG

CA Ravi Agarwal’s
CA INTER COSTING MA COMPILER 4.0

Practical Questions

1. The books of Adarsh Manufacturing Company present the following data for the
month of April, 2020:

Direct labour cost Rs. 17,500 being 175% of works overheads

Cost of goods sold excluding administrative expenses Rs. 56,000.

Inventory accounts showed the following opening and closing balances:

April 1 (Rs.) | April 30 (Rs.)
Raw materials 8,000 10,600
Work-in-progress 10,500 14,500
Finished goods 17,600 19,000
Other data are:
Selling expenses 3,500
General and administration expenses | 2,500
Sales for the month 75,000

You are required to:
(i) FIND out the value of materials purchased.

(ii) PREPARE a cost statement showing the various elements of cost and also the profit
earned.

ANSWER 1

171

(i) Computation of the value of materials purchased
To find out the value of materials purchased, reverse calculations from the given data
can be presented as below:

Particulars (Rs.)
Cost of goods sold 56,000
Add: Closing stock of finished goods 19,000
Less: Opening stock of finished goods (17,600)
Cost of production 57,400
Add: Closing stock of work-in-progress 14,500
Less: Opening stock of work-in-progress (10,500)
Works cost 61,400
Less: Factory overheads: [ ] x17,500100175Rs. (10,000)
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Prime cost 51,400
Less: Direct labour (17,500)
Raw material consumed 33,900
Add: Closing stock of raw materials 10,600
Raw materials available 44,500
Less: Opening stock of raw materials ( 8,000)
Value of materials purchased 36,500

(ii) Cost statement

Raw material consumed [Refer to statement (i) above] | 33,900
Add: Direct labour cost 17,500
Prime cost 51,400
Add: Factory overheads 10,000
Works cost 61,400
Add: Opening work-in-progress 10,500
Less: Closing work-in-progress (14,500)
Cost of production 57,400
Add: Opening stock of finished goods 17,600
Less: Closing stock of finished goods (19,000)
Cost of goods sold 56,000
Add: General and administration expenses 2,500
Add: Selling expenses 3,500
Cost of sales 62,000
Profit (Balance figure Rs. 75,000 — Rs. 62,000) 13,000
Sales 75,000

2. From the following particulars, you are required to PREPARE monthly cost sheet of
Aditya Industries:
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Amount (Rs.)

Opening Inventories:

- Raw materials 12,00,000
- Work-in-process 18,00,000
- Finished goods (10,000 units) 9,60,000

Closing Inventories:

- Raw materials 14,00,000
16,04,000

- Work-in-process

- Finished goods
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Raw materials purchased 1,44,00,000
GST paid on raw materials purchased (ITC 7,20,000
available)

Wages paid to production workers 36,64,000
Expenses paid for utilities 1,45,600
Office and administration expenses paid 26,52,000
Travelling allowance paid to office staffs 1,21,000
Selling expenses 6,46,000

Machine hours worked- 21,600 hours
Machine hour rate- Rs. 8.00 per hour
Units sold- 1,60,000

Units produced- 1,94,000

Desired profit- 15% on sales

ANSWER 2

Cost sheet of Aditya Industries for month of......
Units produced- 1,94,000
Units sold- 1,60,000

Particulars Amount (Rs.) Cost per unit (Rs.)
Raw materials purchased 1,44,00,000
Add: Opening value of raw materials 12,00,000
Less: Closing value of raw materials (14,00,000) on
Materials consumed 1,42,00,000 73.19 =
Wages paid to production workers 36,64,000 18.89
Expenses paid for utilities 1,45,600 0.75
Prime Cost 1,80,09,600 92.83
Factory overheads (Rs. 8 x 21,600 hours) 1,72,800
Add: Opening value of W-I-P 18,00,000
Less: Closing value of W-I-P (16,04,000)
Cost of Production 1,83,78,400 94.73
Add: Value of opening finished stock 9,60,000
Less: Value of closing finished stock (Rs. 94.73 x 44,000) (41,68,120)
Cost of Goods Sold 1,51,70,280 94.81
Office and administration expenses paid 26,52,000 16.58
Travelling allowance paid to office staffs 1,21,000 0.75
j 6 46 000 4 04
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Cost of Sales 1,85,89,280 116.18
Add: Profit 32,80,461 20.50
2,18,69,741 136.68

3. A Ltd. Co. has capacity to produce 1,00,000 units of a product every month. Its works
cost at varying levels of production is as under:

Level Works cost per unit (Rs.)
10% 400
20% 390
30% 380
40% 370
50% 360
60% 350
70% 340
80% 330
90% 320
100% | 310

Its fixed administration expenses amount to Rs.1,50,000 and fixed marketing expenses
amount to Rs.2,50,000 per month respectively. The variable distribution cost amounts to
Rs. 30 per unit.

It can sell 100% of its output at Rs.500 per unit provided it incurs the following further
expenditure:

(a) it gives gift items costing Rs. 30 per unit of sale;

(b) it has lucky draws every month giving the first prize of Rs. 50,000; 2nd prize of Rs.

25,000, 3rd prize of Rs. 10,000 and three consolation prizes of Rs. 5,000 each to
customers buying the product.

174

(c) it spends Rs.1,00,000 on refreshments served every month to its customers;

(d) it sponsors a television programme every week at a cost of Rs. 20,00,000 per month.
It can market 30% of its output at Rs.550 per unit without incurring any of the expenses
referred to in (a) to (d) above.

PREPARE a cost sheet for the month showing total cost and profit at 30% and 100%
capacity level.
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ANSWER 3

(a) Cost Sheet (For the month)

Level of Capacity 30% 100%
30,000 units 100,000 units
Per unit Total (Rs.) Per unit (Rs.) | Total (Rs.)
(Rs.)
Works Cost 380.00 1,14,00,000 310.00 3,10,00,000
Add: Fixed administration 5.00 1,50,000 1.50 1,50,000
expenses
Add: Fixed marketing expenses 8.33 2,50,000 2.50 2,50,000
Add: Variable distribution cost 30.00 9,00,000 30.00 30,00,000
Add: Special Costs:
- Gift items costs - - 30.00 30,00,000
- Customers’ prizes* - - 1.00 1,00,000
- Refreshments - - 1.00 1,00,000
- Television programme - - 20.00 20,00,000
sponsorship cost
Cost of sales 423.33 1,27,00,000 396.00 3,96,00,000
Profit (Balancing figure) 126.67 38,00,000 104.00 1,04,00,000
Sales revenue 550.00 1,65,00,000 500.00 5,00,00,000

*Customers’ prize cost:

Amount (Rs.)
1st Prize 50,000
2nd Prize 25,000
3rd Prize 10,000
Consolation Prizes (3 x Rs.5,000) | 15,000
Total 1,00,000
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CHAPTER-7 COST ACCOUNTING SYSTEMS

ILLUSTRATION 1
As on 31st March, 2020, the following balances existed in a firm’s Cost Ledger:

Dr. Cr.
(Rs.) (Rs.)
Stores Ledger Control A/c 3,01,435
Work-in-Process Control A/c 1,22,365
Finished Stock Ledger Control A/c 2,51,945
Manufacturing Overhead Control A/c 10,525
Cost Ledger Control A/c 6,65,220
6,75,745 | 6,75,745
During the next three months the following items arose:
(Rs.)
Finished product (at cost) 2,10,835
Manufacturing overhead incurred 91,510
Raw materials purchased 1,23,000
Factory Wages 50,530
Indirect Labour 21,665
Cost of Sales 1,85,890
Material issued to production 1,27,315
Sales returned at Cost 5,380
Material returned to suppliers 2,900
Manufacturing overhead charged to 77,200
production

You are required to PASS the Journal Entries; write up the accounts and schedule the
balances, stating what each balance represents.
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SOLUTION

Journal entries are as follows:

1. Finished stock ledger Control A/c Dr. | 2,10,835

To Work-in-Process Control A/c 2,10,835
2. Manufacturing Overhead Control A/c Dr. |91,510

To Cost Ledger Control A/c 91,510
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3. Stores Ledger Control A/c Dr. | 1,23,000
To Cost Ledger Control A/c 1,23,000
4. | (i) Wage Control A/c Dr. | 72,195
To Cost Ledger Control A/c 72,195
(ii) | Work-in-Process Control A/c Dr. | 50,530
To Wages Control A/c 50,530
(iii) | Manufacturing Overhead Control A/c Dr. | 21,665
To Wages Control A/c 21,665
5. | Cost of Sales A/c Dr. | 1,85,890 1,85,890
To Finished Stock Ledger A/c
6. Work-in-Process Control A/c Dr. | 1,27,315 1,27,315
To Stores Ledger Control A/c
7. | Finished Stock Ledger Control A/c Dr. | 5,380 5,380
To Cost of Sales A/c
8. Cost Ledger Control A/c Dr. | 2,900 2,900
To Stores Ledger Control A/c
9. Work-in-Process Control A/c Dr. | 77,200 77,200
To Manufacturing Overhead Control
A/c
COST LEDGERS
Cost Ledger Control Account
Particulars (Rs.) Particulars (Rs.)
To Stores Ledger Control A/c (return) 2,900 By Balance b/d 6,65,220
” 9,49,025 | ” Manufacturing OH Control A/c 91,510
Balance c/d
" Stores Ledger Control A/c 1,23,000
” Wages Control A/c 72,195
9,51,925 9,51,925
Stores Ledger Control Account
Particulars (Rs.) Particulars (Rs.) =
To Balance b/d 3,01,435 By Work in Process Control A/c 1,27,315
” Cost Ledger Control A/c 1,23,000 ” Cost Ledger Control A/c 2,900
” Balance ¢/d 2,94,220
4,24,435 4,24,435
Wages Control Account
Particulars (Rs.) Particulars (Rs.)

To Cost Ledger Control A/c 72,195 By Work in Process Control A/c 50,530
” Manufacturing OH Control A/c 21,665

72,195 72,195
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Manufacturing Overhead Control Account

Particulars (Rs.) Particulars (Rs.)
To Cost Ledger Control A/c | 91,510 By Balance b/d 10,525
" Wages Control A/c 21,665 ” Work in Process Control A/c | 77,200
”Balance c¢/d 25,450
1,13,175 1,13,175
Work-in-Process Control Account
Particulars (Rs.) Particulars (Rs.)
To Balance b/d 1,22,365 By Finished Stock Ledger Control A/c | 2,10,835
” Wages Control A/c 50,530 ” Balance c/d 1,66,575
"Stores Ledger Control A/c 1,27,315
”Manufacturing OH Control A/c | 77,200
3,77,410 3,77,410
Finished Stock Ledger Control Account
Particulars (Rs.) Particulars ’ (Rs.)
To Balance b/d 2,51,945 | By Cost of Sales Control A/c 1,85,890
” Work in Process Control A/c | 2,10,835 | ” Balance c/d 2,82,270
”Cost of Sales Control A/c 5,380
(Return at cost)
4,68,160 4,68,160
Cost of Sales Account
Particulars (Rs.) Particulars (Rs.)
To Finished Stock Ledger Control 1,85,890 | By Finished Stock Ledger Control 5,380
(Return)
”Balance c¢/d 1,80,510
1,85,890 1,85,890
Trial Balance
Particulars

Dr. Cr.
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Stores Ledger Control A/c 2,94,220

Work-in-Process Control A/c 1,66,575

Finished Stock Ledger Control A/c 2,82,270

Manufacturing Overhead Control A/c 25,450

Cost of Sales A/c 1,80,510

Cost Ledger Control A/c 9,49,025
9,49,025 9,49,025

ILLUSTRATION 2

2020 as follows:

Acme Manufacturing Co. Ltd. opens the costing records, with the balances as on 1st July,

(Rs.) (Rs.)
Material Control A/c 1,24,000
Work-in-Process Control A/c 62,500
Finished Goods Control A/c 1,24,000
Production Overhead Control A/c 8,400
Administrative Overhead Control A/c 12,000
Selling & Distribution Overhead Control A/c 6,250
Cost Ledger Control A/c 3,13,150
3,25,150 3,25,150

The following are the transactions for the quarter ended 30th September 2020:

(Rs.)
Materials purchased 4,80,100
Materials issued to jobs 4,77,400
Materials to works maintenance 41,200
Materials to administrative office 3,400
Materials to sales department 7,200
Wages direct 1,49,300 @
Wages indirect 65,000 -
Transportation for indirect materials 8,400
Production overheads incurred 2,42,250
Absorbed production overheads 3,59,100
Administrative overheads incurred 74,000
Administrative overheads allocated to production 52,900
Administrative overheads allocated to sales department 14,800
Selling & Distribution overheads incurred 64,200
Selling & Distribution overheads absorbed 82,000
Finished goods produced 9,58,400
Finished goods sold 9,77,300
Sales 14,43,000
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Make up the various accounts as you envisage in the Cost Ledger and PREPARE a Trial
Balance as at 30th September, 2020.

SOLUTION
Cost Ledgers Material Control A/c*
Particulars (Rs.) Particulars (Rs.)
To Balance b/d 1,24,000 By Work-in-process Control A/c 4,77,400
” Cost Ledger Control 4,80,100 ” Production OH Control A/c 41,200
A/c (purchase)
Admn. OH Control A/c 3,400
S&D OH Control A/c 7,200
Balance c/d 74,900
6,04,100 6,04,100

*Material Control A/c may also be written as Stores Ledger Control A/c

Wages Control A/c

Particulars (Rs.) Particulars (Rs.)
To Cost Ledger Control A/c | 2,14,300 By Work-in-process Control A/c | 1,49,300
” Production OH Control A/c 65,000
2,14,300 2,14,300

Production Overhead Control A/c

Particulars (Rs.) Particulars (Rs.)
To Balance b/d 8,400 By Work-in-process Control A/c 3,59,100
Cost Ledger Control A/c:
- Transportation 8,400
2,42,250 &
- Production OH -
Wages Control A/c 65,000
” Material Control A/c 41,200 ” Balance c/d 6,150
3,65,250 3,65,250
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Administrative Overhead Control A/c

Particulars (Rs.) Particulars (Rs.)
To Cost Ledger Control A/c 74,000 By Balance b/d 12,000
” Material Control A/c: 3,400 ” Finished Goods Control A/c | 52,900
” Balance c¢/d 2,300 ” Cost of sales A/c 14,800
79,700 79,700

Work-in-Process Control A/c

Particulars (Rs.) Particulars (Rs.)
To Balance b/d 62,500 By Fin