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HOW TO USE THIS PROGRAM

PURPOSE OF THE PROGRAM

       The instruction which leads you to an understanding of cost accounting and creative cost control, with new knowledge, skills and attitudes.. Make it fun to learn !
        The program leads you from simple to complex ideas in a gradual fashion, like a ladder and the parts of the program are like the rungs in a ladder.  You cannot reach the top of a ladder unless you have first used all the lower steps.  The same things apply to your knowledge of accounting.

        In the program you will find  humorous references to accounting and accountants which are designed to give you confidence, relaxation and have fun, as you learn efficiently (doing things right) and effectively (doing the right things). Almost all the fun comes from experienced practicing accountants, not afraid to laugh at themselves, as they give a "grain of truth", for you to find e.g.

    Question:  What is an accountant?


Answer:    
Someone who solves a problem you didn't know you had, in a way 

                       and a language, that you don’t understand.
CONTENTS

          This book has five chapters.  Chapter I is a brief key introduction.  Chapters II-V are the main learning. Each consists of several “sets” with exhibits.  There is also a  a glossary, exercises and two summary lectures,  a 30 minute audio tape and  a quiz,. At the end is an instant relaxation exercise to put your mind into focus for learning efficiently and effectively.

ROUTINE

      The routine for a student to follow in using the program is as follows:

 1.
Work quickly. Do the IRT. 

2. Study each set summary (and exhibits) very carefully, using the glossary as needed.
3. Then do the set exercises and check with the answers. Do quiz for the set..
4. Read the summary of the set again and make notes on key learning points that surprised you.

5. Complete all the sets and do the total quiz
6. Then play the audio tape many times to “absorb” the learning instinctively 

7. Finally do the exercises and minicases and then do the quiz again, and  surprise yourself.

WRITING NOTES

        Writing notes all over the book is essential to the learning process.  

Question:  In business what is MORE important profit or cash.

Answer:  Cash!!! ... to survive?"

LANGUAGE

       In the program we have used a simple set of standard words in place of highly technical terms.  The glossary that accompanies this book defines each word used in the book and other words used in practice.

Question: 
What is more boring than accounting?

 Answer:
Accountants - ask their wives! 

And now read quickly
through Chapter I:

“Introduction”
IMPORTANT NOTE
In the front of each set is a summary with exhibits of technical terms and ideas to be learned from the set and exercises and quiz. Study very carefully as you figure out how it all works and  keep notes of things you need to remember.. 
Chapter I

INTRODUCTION TO COST ACCOUNTING

Estimated time 10 minutes (twice) (Read at beginning and end of the programme)

Study the following paragraphs. Study them again when you have completed the whole program.  The fun bits are in heavy type and yet often refer to hard (unspoken) realities:
             UNFORGETTABLE STORY TO ANCHOR THE LEARNING

An economist died and was carried by angels to heaven.  St Mathew, the tax collector, greeted him and took him on a tour beyond the Pearly Gates.  Off in the distance, the economist spotted an imposing wall beyond a moat filled with menacing creatures. "What's beyond the wall?" he whispered.  "Oh that," replied St Matthew.  "That's where we put the Chartered and Certified Accountants ... they think they're the only ones here."

1. Accounting Language
        Accounting has been called the language of business and, like any language, it can never express our thoughts with absolute precision and clarity.  Many of the words used in accounting mean almost, but not quite, the same as they mean in everyday life.  Think of words in the accounting, rather than their popular, meaning, and you will be able to guess the meaning of all other terms commonly used in practice.  Frequent repetition and writing of the standard accounting terms reinforces your basic grasp of the accounting language.

2. Rules and Principles
        In any language there are some rules or principles that are definite and some others that are not definite.  Accountants have different opinions just as grammarians have different opinions.  In this program we have tried to describe the elements of good accounting practice and to indicate some of the areas where there are differences..

As language changes to meet the needs of communication in a society, so accounting changes to meet the needs of business.

Question: What is more important in accounting, peanuts (small money) or        

                  coconuts?

    Answer:     Coconuts! Leave the peanuts to the monkeys!

         IAS - International Accounting Standards are the hope of the future for reliable financial reporting internationally.  At this time (2008) some countries simply still use the poor tax law as their accounting standard (France, Germany, Switzerland) and some countries have few enforceable accounting standards (Africa, India, China, Russia etc.) and independent professional auditors.  Thus IAS becomes essential for reliable reporting.  
3. Uncertainty
         Accounting deals with the facts about a business that can be expressed in money.  However, many important business facts, i.e. the health of the management, the morale of the workers, the state of the market, etc., cannot be expressed in money.  Accounting must necessarily therefore provide only a limited picture of a business.

        Even when a fact may be expressed in money, the amount of money may be difficult to estimate accurately and we must rely upon the judgment of the accountant to choose the most appropriate alternative from the various possible values that might be adopted.  

        Again, many business transactions may be incomplete at the end of an accounting period and it can then be difficult to determine whether a profit has or has not been realized.  For example, does a business actually realize a profit, when it buys goods for resale, or when it receives a customer’s order, or when it delivers the goods to a customer, or when the customer pays for the goods?  

        The accountant must decide these alternatives and he normally chooses to treat the profit as realized when the goods are shipped.

 Question:   What is estimated in accounting?

      Answer:     Almost everything - but very very carefully.. because there are always 

                          seven alternatives to every financial problem. Find them all before  

                          you  make that key decision.  

4. Conservatism
         In the past, management has accepted accounting as a necessary evil that is not useful for day-to-day business decisions.  To avoid a false impression to management, accountants tend to be ultra conservative and to understate rather than overstate the financial position of a business.

Accounting takes profits only when they are reasonably certain, and yet by contrast to provide for losses as soon as they are known or anticipated.  Conservatism could lead us to mis-statement of the financial position of a business.  By contrast “Good Accounting” tries to present a ‘true and fair’ view of a business, as far as possible this impossible world. .

Question:   Why did the accountant cross the road?

Answer:      To open up a very profitable tax/consulting practice on the other side! 

5. Consistency and Comparability
          Accounting figures become significant, not in themselves, but when they are compared with other figures for a similar, previous period, budget estimate, or even another business.

The accountant, therefore, despite the problems of uncertainty and conservatism, tries to be consistent in his judgment so that the figures he produces are comparable from one period to another.

6. Accounting Period

           The accounting period and the date, therefore, are vital information which affects the significance of an accounting report.

          The basis of all profit is the period (accounting period) during which the profit is realized.  Thus 10,000 a week is not the same as 10,000 for a whole year.  Again, the financial position of a business is related to a particular date.  Thus the picture at January 1st may not be the same as the picture as at June 30th.  

7. Cost Concept
         Accounting generally values assets at cost and not at their resale values.  Otherwise accounting reports would show a business to make a profit by simply buying goods for resale and not by actually selling them.

There are two exceptions:

i. Where it is known that goods purchased for resale will fetch less than their cost.  We then value the goods at resale (market value) thereby recognizing the loss, and 

ii. Where goods are purchased for retention and use in the business and not for resale (fixed assets) we value them at cost (not market value).  This cost of the fixed assets will be “depreciated” over the working life of the assets.  Depreciation allocates the cost over the working life; it does not attempt to value the assets at their resale value.  The market value of all fixed assets is too difficult to calculate at every accounting date and is therefore not normally used in accounting.

8. Creative Accounting
         Despite IAS - International Accounting Standards and professional auditing, there are still many opportunities for “Creative accounting” (manipulation) to support the management need to keep profits and thus share price high) but may not be realistic economic reporting for the current accounting year.

         Six key areas are worthy of careful study of the validity of costs and profits for each year, because alternative computations may be available to accountants:

1.   Stock options given out as management compensation, as cost to the company      

      which may reduce profits, according to the timing of the options and the relevant  

      market price of company shares..

2. Contingent liabilities for: legal damage losses in overseas associated   

      companies, guarantees for product repair and replacement, employee pensions     

      and health care benefits in future years etc.  which may reduce profits.

3.   Profit taken on products delivered to customers, which could later be returned 

      for full credit, thus reducing profits.

 4.  Forex (foreign exchange) commitments which could involve losses which may 

      reduce  profits.

5.   Transfer pricing policies between associated companies to reduce income tax    

      liabilities, which could be overturned, and thus may reduce profits.

6. Losses and profits, concealed by transfer to overseas associated legal entities,   

     which may be concealed and may reduce profits.

7. Inventory and debtor values. Contingent or real liabilities.

8. Legal entities in strange places to avoid disclosure.    

Thus further study will always be needed in the future.

9. Health of a Company

       Determine the financial health of a company, with the LAPP system of financial analysis.    

       Compare key ratios against industry averages and budget, as follows:       

              Liquidity & Gearing ‑ quick ratio (1.5 to 1!), current ratio (2 to1), E:D ratio (2 to1). 

              Activity ‑ sales/assets, cost of goods sold/ Inventory, days of payables/receivables. 

              Profitability ‑ gross profit/sales, net income/sales, net income/owners equity.       

              Potential ‑  sales orders, products, markets, facilities, finance, contingencies, 

              management  etc.
10. Financial Accounting

Financial accounting generally relates to the records, and to the concepts necessary to prepare balance sheets and income statements (profit and loss accounts) showing a true and fair overall position of a business.

11. Cost Accounting

Cost accounting is concerned not with the overall results of the business but with the efficiency of the various sections of the business and with the cost of a unit of production. 

The cost is not in not a scientific fact but depends upon the judgment of the cost accountant. This book shows how the cost of a unit of production may be calculated and the key assumptions underlying this calculation. 

You should therefore appreciate not only the advantages of cost accounting but also some of its limitations. Now read “Peanuts & Coconuts” in the glossary!! Then briefly review appendices

11. Actual and Standard Cost

The program deals with historical or actual cost accounting. A separate program will deal with the technique of standard cost accounting. The latter involves the setting of standards as measures of performance against which to measure actual cost and efficiency of operations in terms of variances of price, quantity and volume.

12. Other Applications

       Appendix B also includes exercises in cost reduction, ABC, JIT, 

        standard costing, waste reduction, strategic cost management, summary 

        lectures and mini-cases.  

13. Language

Language is the key to learning! In the program we have used a simple set of standard words in place of highly technical terms. The glossary at the end of the book defines each word used in the book and other words used in practice.

Now please start the program

at Chapter II, Set 1

Chapter ii

MEANING OF COST
Set 1 CALCULATING THE COST
Estimated time   20 minutes
SUMMARY
In financial accounting we compute for an accounting period the sales, cost and profit for the whole business. However, in cost accounting we analyse costs and compute the cost of each unit of production.

Cost depends upon the judgment of the cost accountant in each situation.
The cost of a product purchased for resale, is the price we pay. But if we buy material to make a product for resale, then the cost of the product includes the material, labour and overhead.
The cost of those units of a product sold is not the same as the total cost of materials, labour and overhead, since some of those costs may relate to unsold units.
If we buy goods for $4 and sell half of them for $6, our profit to date is $4 (provided the goods left over are still worth $2).
Chapter ii

MEANING OF COST
Set 1 CALCULATING THE COST
Exhibit 1 Financial Accounting Report
INCOME STATEMENT

Year ended December 31, Year 1

	
	
	$

	Sales
	
	120

	Less Costs
	
	  100*

	
Profit
	
	
	20
	


* Relates to four different products produced and sold during the year.
Chapter ii  Set 1
CALCULATING THE COST
Exhibit 2 Cost of one product: Product X

	
	
	
$

	Material 3 tons @ $5 per ton
	
	15

	Labour 5 hours @ $1 per hour
	
	5

	
	
	20

	Overhead 5 hours @ $2 per hour
	
	10

	Total cost
	
	30


Chapter II SET 1
CALCULATING THE COST
Exhibit 3 Importance of the cost of Closing Stock (Inventory)
	
	
	 $

	Purchases 5 @ $5 each

Sales 3 @ $9 each
	
	 25
 27

	Apparent profit to date

Cost of goods left unsold (closing stock) 2 @ $5 each

	
	
  2

10

	Actual profit to date
	
	12


Set 1 Exercise questions
1.
Prepare an income statement from the following data:

	Cost paid in cash
	20.00

	Sales in cash
	20.00

	Expenses not yet paid in cash
	10.00

	Sales not yet paid in cash
	20.00


2.
Prepare an income statement from the following data:

	
	000

	Sales
	2,500

	Purchases
	1,500

	Expenses
	500

	Stock unsold
	250


3.
Compute the cost of product from the following data:

	Labour
	2 hours

	Material
	6 lbs.

	Labour cost
	1.00 per hour

	Overhead cost
	3.00 per hour

	Material cost
	2.00 per lb.


4.
What is the profit to date from the following

	Purchase
	10 units at 2.00 each

	Sales
	6 units at 10.00 each.


5.
If we buy 10 items for 100.00 and sell S of them for 100.00

(a)
What is the profit to date?

(b)
Would your answer be different if you knew that the remaining items unsold could never be sold?

Set 1 Exercise answers

1.
Income Statement

	Sales
	40.00

	Costs
	20.00

	Expenses
	10.00
	30.00

	Profit
	10.00


2.
Income Statement
	Sales
	2,500

	Costs
	1,250             1,250

	Expenses
	500

	Profit
	750

	Stock unsold
	250


3.
Cost of Product A

	Labour 2 hrs. at 1.00
	  2

	Material 6 lbs. at 2.00
	12

	
	14

	Overhead 2 hrs. at 3.00
	  6

	Total cost
	20


4.
Computation of Profit to Date

	Sales 6 at 10.00
	60

	Cost 6 at 2.00
	12

	Profit to date
	48

	Unsold inventory 4 at 2.00
	8


5.
Computation of Profit to Date

	Sales 5 at 20.00
	100

	Cost 5 at 10.00
	50

	Profit to date
	50

	Unsold stock 5 at 10.00
	50

	Sales 5 at 20.00
	100

	Cost 10 at 10.00
	100

	Profit to date
	0

	Unsold Stock 5
	No Value


Chapter II  Set 2 
ORGANIZATION, OBJECTIVES AND METHODS
Estimated time 20 minutes
SUMMARY
The organization of a manufacturing business provides the basis for cost analysis into:

1.
Manufacturing—cost of direct labour, direct material and manufacturing overhead. Overhead expenses are indirect costs and include: indirect labour, indirect material, occupancy, repairs, maintenance, internal transport, factory supervision, etc.
2.
Sales and distribution—cost of salesmen’s salaries, sales office expenses, advertising, promotion, packaging, dispatch and carriage outwards, etc.
3.
Administration—cost of accounting, office services and general management.

The objectives of cost accounting are to:

1.
Estimate the cost of each product (as an aid to pricing).

2.
Compute the cost of work in process so that the profit may be properly calculated.

3.
Control costs by associating costs with centres of responsibility, comparing actual with planned cost and taking corrective action.

The cost accounting method to achieve these objectives should be appropriate to the business organization and its products. Alternative methods available include: job, contract, batch, output and process costing.

Chapter II  Set 2
ORGANIZATION, OBJECTIVES AND METHODS

Exhibit 1 Organization Chart of a Manufacturing Business
	
	
	managing director
	
	

	
	
	
	
	
	

	
	
	
	
	
	
	
	

	manufacturing
department
	
	sales
department
	
	administrative
department

	120
employees
	
	20
employees
	
	10
employees


     Direct labour
             Sales overhead:
         Administrative overhead:
     Direct material
         Salesmen’s salaries
         Directors’ fees
     Manufacturing overhead:        Advertising
               Office salaries
     Indirect labour
         Travelling
              Auditor’s fees
     Occupancy
         Sales promotion
              Stationery
     Repairs

              Accounting
     Maintenance

              General administration
    Internal transport
    Supervision
    Indirect material

Exhibit 2 Objectives of cost accounting

1.
Estimate cost and possible selling price of each product.

2.
Compute the cost of work in process.

3.
Control costs.
Chapter II  Set 2
ORGANIZATION, OBJECTIVES AND METHODS

Exhibit 3 Cost, selling price and profit of products A, B and C.
	
	Product

	
	A
	  B
	C

	
	$
	  $
	$

	Cost

Selling price
	5
8
	 10

 10
	15

20

	Profit
	3
	 Nil
	 5


Chapter II  Set 2
ORGANIZATION, OBJECTIVES AND METHODS

Exhibit 4 Computing the cost of work in process
	
	Total
cost
incurred
	Cost of

goods

finished
	Cost
goods still
in process
(unfinished)

	
	$
	$
	$

	Costs:

Labour

Material

Overhead
	
200
(X)250

200
	150
100
150
	 50
150
 50

	
	
	650
	
	
	400
	
	
	250
	

	
	Total

Units
	Complete

Units
	Work in

Process

Units

	Units:
Completed

In process
	100
150
	100

—
	—

150

	
	
	250
	
	
	100
	
	
	1501500
	


Chapter II  Set 2
ORGANIZATION, OBJECTIVES AND METHODS

Exhibit 5 Cost control report of the sales department—August
Responsible person: Sales Manager
	
	Actual
	Budget
	Difference
over (under)

	
	$
	$
	$

	Salaries

Travel expenses
Office expenses

Advertising

Sales literature
	230

15
10
25
15
	235

20
12
 5

8
	(5)

(5)
(2)

20
 7


	Total
	295
	280
	        15
	


Exhibit 6 Examples of different units of cost or production


Unit
Cost Accounting Method     

                                                            (system)

1. One job
Job costing


2. One contract
Contract costing


3. One process
Process costing


4. One unit of output
Output costing


5. One batch of units
Batch costing

Set 2 - Questions

6.
State whether or each of the following costs is manufacturing, sales, distribution or administrative overhead.

(Note : Some items may apply to more than one heading or none).









M
S
D
A
1.
Direct labour

2.
Sales salaries

3.
Accounting

4.
Indirect material

5.
Advertising

6.
Transport out

7.
General management

8.
Promotion of sales

9.
Occupancy

10.
Maintenance

11.
Packaging

12.
Despatch

13.
Sales office

14.
Direct material

15.
Insurance

7.
Which of the following is not an objective of cost accounting:
1.
Compute selling prices

2.
Control costs

3.
Prepare income statement

4.
Value work in process

5.
Estimate cost to assist in fixing selling price

6.
Reduce time

7.
Cut overhead

8.
Reduce selling prices

9.
Improve sales

10.
Efficient administration.

-8.
The cost of a manufactured unit is

	Labour
	200.00

	Material
	500.00

	Overhead
	400.00

	
	         1100.00


Compute the work in process cost of a unit half manufactured.

9.
What unit of cost would you select for the following costing methods :

1.
Job costing, ,        2.
Contract costing   3.
Batch costing

4.
Output costing     5.
Process costing

Set 2 – Answers

6.
M
S
D
A
1.
–
–
–
–
Direct cost

2.
–
(
–
–

3.
(
–
–
–

4.
(
(
(
(
5.
–
(
–
–

6.
–
–
(
–

7.
–
–
–
(
8.
–
(
–
–

9.
(
(
(
(
10.
(
(
(
(
11.
(
–
(
–
Direct cost

12.
–
–
–
–

13.
–
(
–
–

14.
–
–
–
–
Direct cost

15.
(
(
(
(
7.
1

3

6

7

8

9

10

8.
Cost of work in process


Labour
 50 %
100.00


Material
100 %
500.00


Overhead
50 %
200.00

Total

800.00


9.
1.
One job

2.
One contract

3.
One batch of products

4.
One unit of output

5.
One process

Chapter II  Set 3

DIRECT AND INDIRECT COSTS
Estimated time   10 minutes
SUMMARY
Direct costs are conveniently associated with a unit of production. They are:
1. Direct labour which is direct operating labour. It normally excludes: storemen, foremen, transport drivers, office clerks, salesmen, inspectors, managers and other indirect labour.

or
2.
Direct material which forms part of the product sold. It normally excludes: oil, grease, machine repairs, rags and other indirect material.

or
3.
Direct services which are special costs for particular jobs only, e.g. hire of machines.
All other costs are indirect costs known as overheads, which may be analysed in various ways:
1.
Manufacturing, selling or administrative.

2.
Fixed or variable (with the volume of production or sales).

The elements of cost may now be set out as follows:
	Direct labour

Direct material
	
$
xx

xx

	
prime cost
Manufacturing overhead
	xx xx

	
manufacturing cost
Selling and administrative overhead
	xxx

xx

	
total cost
	  xxx


Note: Manufacturing costs incurred in one accounting period are for goods finished and partly finished. In the cost of finished production, we adjust costs incurred during the period for work in process brought forward from the previous period and work in process carried forward.
Chapter II  Set 3
DIRECT AND INDIRECT COSTS
Exhibit 1 List of expenditures analysed into direct costs, indirect costs and special items
	Norm

F or V
	Description
	Direct costs
	Indirect costs
	Special items (not costs)

	
	
	
	Manufac- turing overhead
	Sales ooverhead
	Admini-strative overhead
	

	v

v

f
	Direct labour

Direct material

Indirect labour
	x

x
	X
	
	
	

	v
v
v
	Indirect material

Factory rent and rates

Lighting and heating
	
	x
x

x
	
	
	

	f

f

v
	Foremen’s wages

Storemen’s wages

Power
	
	x

x

x
	
	
	

	f

f

f
	Machine depreciation expense

Office expenses

Office salaries
	x
	
	x
x
	

	f
f

v
	Sales salaries

Advertising

Sales travelling expense
	
	x

x

x
	
	

	f

f

—

—
	Auditor’s fees

Solicitor’s fees

Income tax

Dividends
	
	
	
	x

x
	x

x


* Note: Normal effect of changes in the volume of production:
F—not affected (fixed costs) V—affected (variable costs)

Exhibit 2 Elements of cost of Iob A and Iob B
	
	
	
	* Classification

	
	
	A
	B
	

	
	
	$
	$
	

	Direct labour

Direct material
	
	20

10
	10
20
	D

D

	
Prime cost
Manufacturing overhead


(100% of direct labour)
	30

20
	30

10
	I

	
Manufacturing cost

Selling and administrative overhead


(20% of manufacturing cost)
	50
10
	40
8
	I

	
Total cost
	
	60
	48
	


* Note: D Indicates Direct cost 
I  Indicates Indirect cost.

Chapter II Set 3

DIRECT AND INDIRECT COSTS
Exhibit 3 Cost of all finished production and cost of finished goods sold 
during one month
	(In thousands of pounds)

	
	
	
	$

	Direct labour

Direct material

Manufacturing overhead
	
	
	2
3
5

	
Manufacturing cost incurred

Work in process: opening
	plus
	
	10
1

	Work in process: closing
	minus
	
	11
2

	
Cost of finished goods produced

Finished goods: opening inventory
	plus
	
	9
5

	Finished goods; closing inventory
	minus
	
	14

3

	
Cost of finished goods sold
	
	
	11


	
Note: Alternatively you may think of this calculation as:

	
	
	$000
	

	
Work in process:


Opening inventory


Cost incurred
	
	1
10
	

	
Closing inventory
	
	11

2
	

	
Goods finished (below)
	
	9
	

	
Finished goods : 


Opening inventory


Goods finished (above)
	
	$000
5

9
	

	
Closing inventory
	
	14

3
	

	
Cost of finished goods sold
	
	11
	


Chapter II  Set 3
DIRECT AND INDIRECT COSTS
Exhibit 4 Effect of variable costs and fixed costs at different volumes of production and sales
	
	No. of units of sales

	
	
1


$
	
100

$
	500
$
	1,000

$

	Variable costs

Fixed costs
	
1

1,000
	
100

1,000
	   500
1,000
	1,000

1,000

	
Total costs

Sales
	1,001


3
	1,100


   300
	1,500

1,500
	2,000

3,000

	
Profit (loss)
	(998)

Loss
	(800)
loss
	nil

break-even
	1,000
profit

	Total cost per unit
	$1,001
	$11
	$3
	$2


	
Note: The basic data for this statement is:


1. Variable cost per unit
$1


2. Selling price per unit
$3


3. Fixed overhead 
$1,000

4. No inventory changes.


Set 3 - Questions
10.
Compute for job X prime cost, manufacturing cost and total cost:

Labour
200.00

Material
400.00

Manufacturing overhead 100 % of direct labour.

Sales and administrative overhead 25 % of manufacturing cost.

11.
Compute for the XYZ Company

1.
Manufacturing cost incurred

2.
Cost of finished goods produced

3.
Cost of finished goods sold

from the following data:

Manufacturing overhead
6,000.00

Direct Labour
2,000.00

Work in process – opening
1,500.00


closing
2,500.00

Direct material
4,500.00

Finished goods – opening
3,000.00


closing
5,000.00

12.
Compute the sales, cost and profit from the following data for sales of:

a.
1 unit

b.
100 units

c.
600 units

d.
1,000 units


Data:


Fixed costs

Manufacturing
2,000.00

Administrative
1,000.00


Variable costs

Manufacturing
4.00 per unit


Sales price
9.00 per unit


What is the break-even point ?

Set 3 – Answers

	10.
	Job X


	
	

	
	Labour 

Material

Prime cost 

Manufacturing overhead 

Manufacturing cost 

Sales and admin. ovd. 
Total cost


	
	200

400

	
	
	
	600

200

	
	
	
	800

200

	
	
	
	1,000

	11.
	Cost of finished goods sold

Direct labour 

Direct material

Manufacturing overhead

Manufacturing cost incurred 

Work in proc. opening 

Work in process - closing

Cost of finished goods


produced

Finished goods - opening

Finished goods - closing

Cost of fin. goods  sold

	
	2,000

4,500

6,000

	
	
	
	12,500

1,500

	
	
	
	14,000

2,500

	
	
	
	11,500

3,000

	
	
	
	14,500

5,000

	
	
	
	9,500

	
	
	
	


	Sales

Variable Costs


Contribution

Fixed costs


Profit (Loss)


	Units sold

	
	1
	100
	600
	1.000

	
	9

4

-

5

3,000
	900

400

----

500

3,000
	5,400

2,400

------

3,000

3,000
	9,000

4,000

------

5,000

3,000

	
	(2,995)
	(2,500)
	-
	2,000

	
	Loss


	Loss
	Break-Even
	Profit


Chapter ii

Set 4 COST ESTIMATES AND SELLING PRICES
Estimated time   20 minutes
SUMMARY

In deciding the cost and possible selling price of a job, the direct costs of labour and material are easy to identify. The main problems arise in charging appropriate amounts for overhead and profit.
To determine a fair manufacturing overhead for a job we find a relationship between the total manufacturing overhead cost and some known direct cost. For example:
                  Total Costs
Possible Manufacturing

of a Recent or Future Period
Overhead Rates

          $
Direct labour
      600
200% of Direct Labour

Direct material
      1,800
Prime cost
      2,400
50% of Prime Cost

Manufacturing overhead       1,200

To the direct costs of the job we add first manufacturing overhead, and then sales, distribution and administrative overhead, to arrive at total job cost.

We may then add a profit percentage to total cost, to compute an estimated selling price. However, the customer and the market for the product decide the actual selling price of the job.
The excess of selling price over total cost, is the profit from making and selling that particular job. The contribution of a job is the excess of selling price over variable costs. It contributes a margin for fixed costs and profit.
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COST ESTIMATES AND SELLING PRICES
Exhibit 1 Estimated cost and selling price of job no. 1234

$

Direct labour
5 hours @ $1 per hour
5


Direct material
3 tons @ $5 per ton
15


Prime cost
20

Manufacturing overhead
?


Manufacturing cost
?

Sales and administrative overhead
?


Total cost
?

Profit
?


Estimated selling price of the job
?

Exhibit 2 Results of operations on all jobs for a recent period
	
	$
	
	

	Direct costs:
	
	
	

	Labour                                             
	         5
	
	

	Material
	 15
	
	

	Prime cost
	       20
	
	

	Indirect costs:
	
	
	Manufacturing overhead

	Manufacturing overhead                          
	10   
	
	rates:  

	
	
	
	50% of prime cost, or

	
	
	
	200% of direct labour cost

	Manufacturing cost
	  30      
	
	

	Sales and administrative
	
	
	Sales and administrative overhead

	overhead                                                6

	6
	
	rate: 20 % manu. cost


	
	
	
	

	Total cost
	36
	
	

	Profit
	  9
	
	Profit: 25% of total cost

	Sales
	45
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COST ESTIMATES AND SELLING PRICES

Exhibit 3 Revised cost and estimated selling price of job no. 1234
	
	$

	Direct labour

Direct material
	5
15

	Prime cost
	20

	Manufacturing overhead (50% of prime cost)
	10

	Manufacturing cost

Selling and administrative overhead (20% of


manufacturing cost)
	30

6

	Total cost

Profit (25% of total cost)
	36

9

	Estimated selling price
	45


Exhibit 4 Computation of the contribution of job no. 1234
	
	
	$

	ESTIMATED SELLING PRICE
	
	45

	
	$
	

	Less variable costs:
	
	

	
Direct labour
	5
	

	
Direct material
	15
	

	
Variable manufacturing overhead
	3
	

	
Variable sales and administrative overhead
	4
	27

	CONTRIBUTION
	
	18

	Less fixed costs:
	
	

	
Fixed manufacturing overhead
	7
	

	
Fixed sales and administrative overhead
	2
	9

	ESTIMATED PROFIT (per Exhibit 3)
	
	9


	
Note: To compute the contribution we must first analyse the overhead as  follows:

	
	

	
	
	Total
	Fixed
	Variable
	

	
	
	$
	$
	$
	

	
Manufacturing
	
	10
	7
	3
	

	
Sales & Admin. administrative
	
	  6
	2
	4
	

	
	
	
	16
	
	
	9
	
	
	7
	
	

	


Set 4 - Questions
13.
Compute the two sales prices of product X using a manufacturing

overhead rates based on:

(a)
Prime cost

(b)
Direct labour

Data - Product X


Labour
20.00


Material
10.00


Data - Results of recent period


Labour
           2,000


Material
           4,000


Manufacturing overhead
           6,000


Manufacturing cost                      12,000


Sales and Administrative                  4,000


overhead


Total cost                                    16,000


Profit                                                 4,000


                                                   ---------


Sales Price                                 20,000

                                                                             ---------

14. From the following data, which job, A, B or C, contributes the most fixed overhead   

      and profit?

	Labour

Material

Variable manu. overhead.
Fixed manu. overhead
             Manufacturing. cost
Fixed sales & admin. ovhd.

.  

             Total cost

 Sales price
Profit (Loss)


	Job A

10

10

10

20
	Job B

20

10

20

60
	Job C

20

20

20

40

	
	50

10
	110

20
	100

20

	
	60

70
	130

140
	120

130

	
	10
	10
	10


15.
Compute the sales price of Contract B :


Labour
10.00


Material
20.00

Rates:  Manufacturing overhead 400 % of direct labour, sales and administrative 
overhead 30 % of manufacturing cost  profit 20 % of total cost.
Set 4 – Answers 
	13.
	Sales Price of Product X
	
	

	
	
	Prime Cost Overhead Rate
	Direct Labour Overhead 

Rate

	
	Labour

Material

    Prime cost

Manufacturing overhead:

100 % of prime cost
300 % of direct labour

    Manufacturing cost

Sales and administrative overhead - 33 1/3 %

    Total cost
    Profit 25%

Sales price
	20

10
	20

10

	
	
	30

30


	30

60

	
	
	60

20

80

20
	90

30
120

30



	
	
	80


	120



	
	
	
	

	
	
	
	

	4.
	Contribution
	Job A
	Job B
	Job C

	
	Variable Costs :


Labour


Material


Overhead


Total


Sales Price


Contribution
	10

10

10
	20

10

20
	20

20

20

	
	
	30

70
	50

140
	60

130

	
	
	40
	90
	70

	
	
	
	
	

	15.
	Sales Price - Contract B
	
	

	
	Labour

Material

Manufacturing overhead

Sales and admin.. ovhd.
Total cost

     Profit 20 %

Sales Price
	
	10

20
	
	

	
	
	
	40
21
	
	

	
	
	
	91
18
	
	

	
	
	
	109
	
	

	
	
	
	109
	
	

	
	
	
	
	
	


Chapter III

MANUFACTURING OVERHEAD

Set 5 COST CENTRES

Estimated time  25 minutes

SUMMARY

Analysis of manufacturing overhead by cost centres enables us to replace one overall manufacturing overhead rate with specific overhead rates for each cost centre. Thus one hour in cost centre I may be costed differently from one hour in cost centre II.

Manufacturing overhead cost centres may be:

1.
Productive cost centres directly engaged in. manufacturing   

      operations.

2.
Service cost centres for factory services such as: power house, maintenance, internal transport, general factory overhead, etc.

The routine for analysis of manufacturing overhead by cost centre is:

1.
Charge specific costs (foreman’s salary, indirect labour, etc.) to productive or service cost centres.

2.
Charge general costs (factory manager’s salary, etc.) to a special service cost centre called general factory overhead.

3.
Charge non-specific costs to productive or service cost centres on an appropriate basis (floor space, units used, number of workers, etc.).

4.
Recharge all service cost centre costs on appropriate bases to productive cost centres to arrive at a revised total overhead cost for each productive cost centre.
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COST CENTRES
Exhibit 1 General overhead rate
	
	Total
Overhead
	Total direct labour cost
	Overhead as %

of direct labour

cost

	Manufacturing,


Selling and


Administrative
	$100,000
	$40,000
	250%


Exhibit 2 Overhead rates, distinguishing between manufacturing, selling 

and administrative overhead
	
	Total

overhead
	Total direct

labour cost
	Overhead as %

of direct labour

cost

	
	$
	$
	

	Manufacturing

Selling and


Administrative
	80,000
20,000
	
	200%

50%

	
	100,000
	40,000
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COST CENTRES

Exhibit 3 Manufacturing overhead rates, distinguishing between cost centres
	Productive cost centre
	Manufacturing overhead
	Direct labour

cost
	Overhead as %

of direct labour

cost

	
	$
	$
	

	No. 1
	10,000
	  5,000
	200%

	No. 2
	15,000
	  6,000
	250%

	No. 3
	25,000
	20,000
	125%

	No. 4
	30,000
	 9,000
	333%

	Total
	
	80,000
	
	
	40,000
	
	
	
	



Note: This analysis is explained in Exhibit 7.
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COST CENTRES
Exhibit 4 Bases for charging manufacturing overhead to cost centres
	
	Possible Basis of Analysis

	Manufacturing

Overhead
	No. of workers
	Floor

area
	Units

used
	Technical estimate
	Actual cost

	Specific costs:
	
	
	
	
	x

	Non-specific costs:
	
	
	
	
	

	
Rent
	
	x
	
	
	

	
Lighting and heating
	
	
	x
	
	

	
Cleaners’ wages
	
	x
	
	
	

	
Supervision
	x
	
	
	
	

	
Repairs  and  maintenance
	
	
	
	
	x

	
Personnel dept. costs
	x
	
	
	
	

	
Timekeeper’s wages
	x
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cost centres

Exhibit 5 Partial analysis of manufacturing overhead by cost centre
	
	Basis

for
analysis
	Total

cost
	Productive cost centres
	Service cost centres

	
	
	
	I
	II
	III
	IV
	A
	B
	General

	
	
	$
	$
	$
	$
	$
	$
	$
	$

	Specific costs
	Actual
	50,000
	3,000
	2,000
	10,000
	14,000
	2,000
	1,000
	18,000

	Non-specific costs
	Various
	30,000
	2,000
	6,000
	10,000
	10,000
	1,000
	1,000
	—

	Sub-total
	
	80,000
	5,000
	8,000
	20,000
	24,000
	3,000
	2,000
	18,000

	Recharge of general manufacturing service cost centre
	No. of employees
	—
	3,000
	5,000
	4,000
	3,000
	2,000
	1,000
	(18,000)

	Sub-total
	
	80,000
	8,000
	13,000
	24,000
	27,000
	5,000
	3,000
	—

	Recharge of service cost 
centres:


A


B
	
	
	
	
	
	
	
	
	

	TOTAL COSTS BY PRODUCTIVE COST CENTRE 
	
	
	
	
	
	
	
	
	

	DIRECT LABOUR COST 
OVERHEAD   RATE 
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COST CENTRES
Exhibit 6 Recharge of service cost centre costs to productive cost centres
	
	Service

cost centre
	Service
cost centre

	
	A
	B

	
	$
	$

	Specific costs
	2,000
	1,000

	Non-specific costs
	1,000
	1,000

	
	3,000
	2,000

	General manufacturing service cost centre
	2,000
	1,000

	Total cost to be recharged to

productive cost centres (exhibit 5)
	5,000
	3,000

	
	
	

	Basis of recharging
	Units

Used
	Floor

Area

	
	$
	$

	Productive cost centre I
	1500
	   500

	
”
”
”
II
	1,000
	1,000

	
”
”
”
III
	  600
	   400

	
”
”
”
IV
	1,900
	1,100

	Total (Exhibit 7)
	5,000
	3,000
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cost centres

Exhibit 7 Completed analysis of manufacturing overhead by cost centre
	
	Basis

for
analysis
	Total

cost
	Productive cost centres
	Service cost centres

	
	
	
	I
	II
	III
	IV
	A
	B
	General

	
	
	$
	$
	$
	$
	$
	$
	$
	$

	Specific costs
	Actual

Various
	50,000
	3,000
	2,000
	10,000
	14,000
	2,000
	1,000
	18,000

	Non-specific costs
	
	30,000
	2,000
	6,000
	10,000
	10,000
	1,000
	1,000
	—

	
Sub-total
	
	80,000
	5,000
	8,000
	20,000
	24,000
	3,000
	2,000
	18,000

	Recharge of general manufacturing service cost centre
	No. of

employees
	—
	3,000
	 5,000
	 4,000
	 3,000
	2,000
	1,000
	(18,000)

	    Sub-total
	
	80,000
	8,000
	13,000
	24,000
	27,000
	5,000
	3,000
	—

	Recharge of service cost 
centres:


A


B
	units used

floor area
	—

—
	1,500

   500
	1,000

1,000
	600

400
	1,900

1,100
	*(5,000)

—
	—

*(3,000)
	—

—

	TOTAL COSTS BY PRODUCTIVE COST CENTRE
	
	**80,000
	10,000
	15,000
	25,000
	30,000
	—
	—
	—

	DIRECT LABOUR COST 
OVERHEAD RATE
	
	**40,000


	 5,000

200%
	6,000

    250%
	20,000

125%
	 9,000

  333%
	—
	—
	—


Note:  *Figures in brackets denote deductions.   ** See Exhibit 3.
Set 5 - Questions

16.
From the following data, compute overhead rates for three productive cost centres, I, II and III.


Cost
Production C.C.
Service C.C.


I
II
III
A
B
C


Specific
500
1,000
1,600
400
600
1,100


Non-specific
180
380
580
200
280
480


680
1,380
2,180
600
880
1,580


Service A





B



C
              Direct
labour
900
5,200
2,900


Overhead rate
200 %
50 %
100 %


Service cost centres analysed :

Cost


Centre
Service Cost Centre


        A
B
C

Productive
             I
         20%
50%
25%



            II
         20%
10%
50%



           III
         20%
10%
25%


Service
            A                        -
–
–



            B
         20%
–
–



            C
         20%
30%
–

17.
Give a first and a second basis for analysing the following costs between manufacturing cost  centres :


1.
Rent of whole factory

2.
Foreman’s salary

3.
Cleaning

4.
Power House

5.
Lighting and Heating

6.
Repairs

7.
Depreciation

8.
Insurance

9.
Personnel department costs

10.
Timekeeper


From the following possible bases


A.
No. of workers


B.
Space occupied


C.
Technical estimate


D.
Units used

Set 5 - Answers

16.
Cost
Production C.C.
Service C.C.


I
II
III
A
B
C


Specific
500
1,000
1,600               400
600
1,100


Non-specific
180
380
580
200
280
480


680
1,380
2,180
600
880
1,580


Service A
120
120
120
(600)
120
120


B
500
100
100
-           (1,000)
300


C
500
1,000
500
-
                (2,000)


  1,800
 2,600
 2,900


Direct
labour      900
         5,200
  2,900


Overhead rate
 200 %   
50 %
   100 %

17.
Basis of analysis:

	
	First Choice
	Second Choice

	1

2

3
	B

C

B
	A

A

A

	4

5

6
	D

D

C
	C

C

A or B

	7

8

9
	C

C

A
	B

A

C

	10
	A
	C
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OVERHEAD RATES
Estimated time 15 minutes
SUMMARY
To determine the manufacturing overhead rate for a cost centre:

1. Compute total overhead cost for the cost centre      

2.
Select a measure of activity.

3.
Divide the overhead cost by the measure of activity to compute the overhead rate.

Measures of activity for overhead rates are:


1.
Direct labour cost.


or
2.
Direct labour hours.


or
3.
Machine hours.


or
4.
Prime cost.
Manufacturing overhead rates may be computed separately for individual cost centres or departments or for the whole business.

The estimated level of activity selected to compute the overhead rate significantly affects the rate and the accuracy of the job costs.
 If the actual activity is less than estimated, there will be a balance of overhead not charged to jobs. This is known as undercharged overhead. Conversely if the actual activity exceeds estimate there will be overcharged overhead.
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OVERHEAD RATES
Exhibit 1 Computation of three possible overhead rates for a cost centre
	
	            Measure of Activity

	
	Basis 1
	Basis 2
	Basis 3

	Overhead Cost
	$40,000
	$40,000
	$40,000

	
	
	
	

	Measure of activity:
	
	
	

	
Direct labour—cost
	$10,000
	
	

	
Direct labour—hours
	
	20,000 hours
	

	
Machine hours
	
	
	40,000 hours

	
	
	
	

	Overhead rates based on:
	
	
	

	
Direct labour cost
	400%
	
	

	
Direct labour hours
	
	$2 per hour
	

	
Machine hours
	
	
	$1 per hour


Exhibit 2 Effect of changing levels of activity on overhead charged
Estimated overhead
$40,000

Estimated direct labour cost
$20,000

Overhead rate
200% of direct labour
	
	Case 1
	Case 2
	Case 3

	
	High

Activity
	Estimated

Normal

Activity
	Low

Activity

	
	
	
	

	
	$
	$
	$

	Actual direct labour cost
	30,000
	20,000
	10,000

	Overhead charged to job costs
	60,000
	40,000
	20,000

	Actual overhead cost
	40,000
	40,000
	40,000


	Overhead over- (under-) charged to job costs
	20,000
	—
	(20,000)

	
	over
	Nil
	under

	
	
	
	


Note:
(1)
In job costs, overhead is charged at 200% of the direct 
                 labour for the job.


(2)
If there is a large amount of overhead over-charged or 
                 under-charged, the job costs do not then reflect fair 
                 overhead charges.
(3) The accuracy of the overhead charges in the job costs 
       therefore depends upon the amount of overhead under- or 
       over-charged.

Set 6 - Questions

18.
Calculate overhead rates based on:


(a)
Labour hours


(b)
Labour costs


(c)
Machine hours


From the following data:

Overhead
12,000

Labour hours
24,000

Labour cost
6,000

Machine hours
8,000

19.
Use these rates to calculate the overhead cost and total cost of the following job

Material
75.00

Labour (200 hours)
100.00

Machine hours
     150

20.
From the following data prepare a break-even chart and find the break-even point

Units
Fixed
Variable
Sales

Output
Cost
Cost

500
1,000
500
1,000


800
1,000
800
1,600


1,200
1,000
1,200
2,400


1,500
1,000
1,500
3,000

21.
Compute overhead under / over-charged in the following case:


Data:
   Actual direct labour
500.00

Actual overhead
2,000.00


If we had used an overhead rate of:

(a)
400 %


(b)
300 %


(c)
500 %

22.
Production costs for the period are budgeted as follows:

Material
800.00

Labour
1,600.00

Overhead
1,200.00

Labour hours
4,000

Machine hours
3,000

            Calculate three overhead rates and apply them to compute the cost of Job A.

Job A

Material
12.00

Labour
9.00

Labour hours
   24

Machine hours
  16

Set 6 - Answers

18.
Overhead rates based on:


A.
Labour hours
-
5.00 per hour


B.
Labour cost
-
200 % per hour


C.
Machine hours
-
1.50 per hour

19.
Cost of job:


A
B
C


Material
75
75
75


Labour
100
100
100


Overhead
100
200
225


Total cost
275
375
400

20.
Data:

Fixed cost
1,000.00

Variable cost
1.00 per unit

Sales price
2.00 per unit

Break-even point
1,000.00 = 1,000 units


2.00 - 1.00

21.
Overhead

Actual
Charged
Over
Under



to jobs
charged
charged


(a)
2,000
2,000
  –
  –


(b)
2,000
1,500
  –
500


(c)
2,000
2,500
500
  –


22.
Overhead rates:

1.
Labour cost
75 %

2.
Labour hours
0.30 per hour

3.
Machine hours
0.40 per hour.


Job A Cost
Basis


1
2
3

Material
12
12
12


Labour
  9
  9
  9


Overhead
  7
 7
  6



28
28
27

Chapter IV

COSTING METHODS

Set 7 CONTRACT, JOB AND BATCH COSTING

Estimated time  10 minutes

SUMMARY

In contract costing the unit of cost is one contract. Labour and materials and some other costs are direct contract costs. General overhead is charged to contracts on an appropriate basis.

In job costing we associate cost with a job. Labour and material are direct costs. Manufacturing overhead is charged on an appropriate basis. Sometimes selling and administrative overhead is charged to job costs, as a percentage of manufacturing cost, to compute total job cost.

The actual cost of the contract or job may subsequently be compared with the original estimate as a control on the:


1.
Profitability of the job.


2.
Efficiency of production operations, and
      3.
Accuracy of the estimating procedures.

The conservative practice is to ignore profit to date on jobs or contracts not yet completed. However, for contracts lasting several years it is customary to take credit for part of the profit each year, to avoid profit fluctuation.

Batch costing is job costing for a group or batch of identical products.
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CONTRACT, JOB AND BATCH COSTING

Exhibit 1 Contract cost
	Contract No. 1

	
	
	$

	Estimated selling price

    Less: Estimated total cost
	
	150,000

100,000

	   Estimated total profit
	
	50,000

	Actual cost to date:
	
	

	Labour
	
	20,000

	Material
	
	26,000

	Direct services
	
	14,000

	Total direct cost
	
	60,000

	Overhead charged
	
	20,000

	Total cost to date
	
	80,000

	
	

	Proportion of profit earned to date
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	$40,000


Note:
By taking a proportion of the profit of long term contracts each 
          year we avoid wide fluctuation of profits.

However there may be unexpected losses on the remainder of   

the contract and it is not conservative to take the whole of the 
calculated $40,000 profit to date as profit in the income 
statement this year.
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Exhibit 2 Batch costing—estimated cost
	Estimated 

	
	Cost

	
	$

	Labour:
                               $
	

	
Dept. A
                              15
	

	
Dept. B
                              5
	 20

	Material
	 10

	Manufacturing Overhead:
	

	
Dept. A
45 (300%)
	

	
Dept. B
5 (100%)
	 50

	
Manufacturing Cost
	 80

	Selling and administrative overhead
	

	
(10%)
	   8

	
Total Cost
	 88

	Profit
	 12

	
Selling price
	100


Note: A “batch” is a group of identical products.
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Exhibit 3 Batch costing—actual cost
	
	Actual

Cost
$

	Labour


Dept. A
10


Dept. B
5
	15

	Material

Manufacturing overhead:


Dept. A
30 (300%)


Dept. B
5 (100%)
	20
35

	Manufacturing Cost

Selling and administrative


overhead (10%)
	70

  7

	
Total cost

Profit
	77

23

	
Selling price
	100


Set 7 - Questions

23.
Calculate estimated cost and selling price of contract 1234:


Labour
20,000


Material
26,000


Direct expenses
16,500


Overhead


20 % of prime cost


Profit


25 % of contract cost

24.
The costs of the above contract to date were:


Labour
10,000


Material
10,000


Direct expenses
5,000


How much profit have we earned to date ?

25.
Compute cost of job A from the following data :


Labour
-
Cost Centre I
15




Cost Centre II
25


Material


50


Overhead
-
Cost Centre I
300 %




Cost Centre II
100 %


Sales and Administrative Overhead
10 %

Set 7 – Answers

23.
Contract 1234

	Labour
	20,000

	Material 
	26,000

	Direct Services
	16,500

	Overhead
	62,500

	
	12,500

	Profit 25%
	75,000

	
	18,750

	Sales Price
	93,750


24.
Profit earned to date :


Cost incurred

	Labour
	10,000

	Material 
	10,000

	Direct Services
	  5,000

	Overhead
	25,500

	
	  5,000

	
	30,000
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25.
Cost of Job A

	Labour
	40

	Material 
	50

	Manu. overhead.
	

	 I
	45
	
	

	
II
	25
	
	70

	
	
	
	160

	Sales & admin. overhead.
	

	
	16

	Sales Price
	176


Chapter IV  Set 8

OUTPUT COSTING

Estimated time  10 minutes 

SUMMARY

For a factory producing only one product, detailed costs pf manufacturing, slaes and administration may be summarized and directly compared with the output volume of the product for the period. In This way a per unit cost may be calculated for each item of cost incurred.

To measure the efficiency of current operations, the actual unit cost may be compared with previouscost or budget
.

Output costing, or some modification of it, is often used in:

                       Industry          Unit of Cost

Mining
per ton


Railways
per ton-mile


Buses
per passenger-mile


Brick works
per thousand bricks


Oil
per barrel of oil
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OUTPUT COSTING

Exhibit 1 Output costing—month and year to date
	
	
	
	 Unit cost per ton
	

	
	Total cost

this

month
	This
mmonthh
	Last
month
	This

year

to date
	Last

year

to date

	
	$
	$
	$
	$
	$

	Labour

Material
	100

200
	 1.0
 2..0
	 1.5
 2.0
	 2.0
 2.0
	
1.0


2.0

	Overhead
	400
	 4.0
	 3.4
	 3.8
	
3.5

	Total cost
	               700
	
	
	7.0
	·
	
	
	69
	
	
	7.8
	
	
	.6.5
	

	
	
	
	
	
	

	Output quantity—tons
	100
	     140
	800
	      1,000

	Total cost—per ton
	7·0
	6·9
	 7.8
	
      6.5


Set 8 – Questions

26.
Compute detailed costs of production per 1,000 bricks from the following data:


Material
2,000


Labour
800


Expenses
200


Works overhead
1,000
                            Total


 5,000
27.
Compute cost of sales and profit from the above data and the following information:


Stocks brought forward
1,000.00


Unsold stock                                            50,000 bricks


Sales and administrative costs
250.00


Sales
6,000.00

28.
Computer cost per ton / mile of transport company:


Bus depreciation
5,000


Wages
7,000


Operating costs
8,000


Miles covered
200,000


Ton carried
1,000



Set 8 – Answers

26.
Cost of 1,000 bricks – Production 400,000 bricks

	
	Total Cost
	
	Per 1,000
	

	Material
	
	2,000
	
	
	
	5.00
	
	
	

	Labour
	
	800
	
	
	
	
	
	

	Expenses
	
	200
	
	
	
	.50
	
	

	Overhead
	
	1,000
	
	
	
	2.50
	
	

	
	
	4,000
	
	
	
	10.00
	
	


27.
Cost of sales and profits
	       Sales
	
	
	
	
	
	6,000
	
	
	

	       Cost of goods sold
	
	
	
	
	
	
	
	

	Stock – opening
	
	1,000
	
	
	
	
	
	

	Production
	
	4,000
	
	
	
	
	
	

	Stock - closing 50 x 10.0
	
	5,000
	
	
	
	
	
	

	
	
	500
	
	
	
	4,500
	
	

	       Gross Profit
	
	
	
	
	
	1,500
	
	

	       Sales & admin 

.
	
	
	
	
	
	250
	
	

	Profit
	
	
	
	
	
	1,250
	
	


28.
Costs per passenger / mile
	Costs
	
	
	
	
	
	
	
	
	

	Depreciation
	
	
	
	
	
	5,000
	
	

	Wages
	
	
	
	
	
	7,000
	
	

	Operating
	
	
	
	
	
	8,000
	
	

	
	
	
	
	
	
	20,000
	
	

	
	
	
	
	
	
	
	
	

	Mils covered
	200,000 - per mile
	
	
	
	
	.10 
	
	

	Tons carried
	1,000 per ton
	
	
	
	
	200,000
	
	

	Per ton / mile
	
[image: image3.wmf]1,000

20,000

20,000

´


	=
	
	
	
	0.0001
	
	


Chapter IV  Set 9
PROCESS COSTING
Estimated time  10 minutes
SUMMARY

Process costing is used by companies having a continuous flow of similar products (e.g. chemical works, paper mills, etc.) where the final products result from a sequence of operations or processes. The output of one process is the input of the next.

Costs are collected by period for each process. The unit of cost of each process is computed by dividing total process cost by the output.

This system is in effect output costing for each process in a series of processes which together form a production cycle.

The measure of efficiency for process costing is the same as for output costing, i.e. comparison of actual cost with previous cost, standard, or budget.

Chapter IV  Set 9

PROCESS COSTING

Exhibit 1 Process cost accounting—month of December

	
	
	
	PROCESS
	
	
	PROCESS
	
	
	PROCESS

	
	
	
	A
	
	
	B
	
	
	C

	ANALYSIS BY COST
	
	
	$
	
	
	$
	
	
	$

	Labour
	
	
	
90
	
	
	
16
	
	
	
20

	Material
	
	
	
40
	
	
	
4
	
	
	
10

	Overhead
	
	
	
20
	
	
	
20
	
	
	
30

	
Process cost
	
	
	
150
	
	
	
40
	
	
	
60

	Input from previous process
	
	
	
—
	
	
	
100(X)
	
	
	
120

	
Total cost
	
	
	
150
	
	
	
140
	
	
	
180

	Output to next process
	
	
	
100
	
	
	
120
	
	
	
160

	
Work in process at end of month
	
	
	
$50
	
	
	
$20
	
	
	
$20

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	ANALYSIS BY

QUANTITY
	Actual units
	Equiv. units
	Unit Price

$
	Actual units
	Equiv. units
	Unit Price

$
	Actual units
	Equiv. units
	Unit Price

$


	Input
	220
	—
	
40
	100(X)
	100
	
100
	60
	60
	
120

	Output
	100
	100
	
50
	
60
	 60
	
120
	40
	40
	
160

	In process
	100
	 50
	
50
	
20
	  10(Y)
	
20
	10
	5
	
20

	
	200
	150
	
150
	
80
	 70
	
140
	50
	45
	
180

	Waste
	 20
	
	
	
20
	
	
	10
	
	

	
	220
	150
	
$150
	
100
	 70
	
$140
	60
	45
	
$180

	
	
	
	
	
	
	
	
	
	

	Per unit:
	
	
	
	
	
	
	
	
	

	
Cumulative cost
	
	$1
	
	
	
	$2
	
	
	$4

	
Cost by process
	
	$1
	
	
	
	$1
	
	
	$2


Set 9 - Questions
29.
Prepare process cost accounts for production of cups from Pottery :


Processes –


I Mixing
II Moulding
III Firing

Material
57.00
–
–


Labour
130.00
150.00
40.00


Overheads
10 % labour
20 % labour
50 % labour


Wastage
10 %
16 2/3 %
10 %

30.
From the following data :


Units
Cost

Opening stock
10
200.00


Material
90
200.00


Labour
–
200.00


Overhead
–
400.00


Production completed
60
–


Closing stock
20
–


Compute :


(a)
Units wasted


(b)
Cost of process A per complete unit.

Set 9 - Answers

29.
Cost of Finished Production - Cups
	
	
	I
	
	II
	
	III
	

	Material
	
	57
	
	–
	
	–
	

	Labour
	
	130
	
	150
	
	40
	

	Overheads
	
	13
	
	30
	
	20
	

	
	
	200
	
	180
	
	60
	

	
	
	
	200
	
	
	

	
	
	
	380
	
	380
	

	Cost of finished production
	440
	


30.
Cost of Process A
	A.
	Computation of units wasted
	
	

	
	Stock-opening
	
	10
	

	
	Put into production
	
	90
	

	
	
	
	100
	

	
	Completed and passed to next process
	
	60
	

	
	Stock – closing
	
	40
	

	
	
	
	20
	

	
	Wastage
	
	20
	


	B.
	Process A
	    Costs
	    Units
	Per Unit

	
	Material
	
	
200
	
	
	90
	
	
	
	

	
	Labour
	
	
200
	
	
	
	
	
	
	

	
	Overhead
	
	
400
	
	
	
	
	
	
	

	
	Total

Stock opening
	
	
800
	
	
	90
	
	
	20
	

	
	
	
	
200
	
	
	
10
	
	
	20
	

	
	Sub-total

Wastage
	
	   1,000
	
	
	        100
	
	
	10
	

	
	
	
	
–
	
	
	
20
	
	
	
–
	

	
	Stock closing
	
	      250
	
	
	20
	
	
	
12.5
	

	
	
	
	
	
	
	

	
	
	

	

	
	
Completed
	
	
750
	
	
	
60
	
	
	
12.5
	


Chapter V

INTERPRETATION OF DATA

SET 10 COST REPORTS
Estimated time  20 minutes
SUMMARY
  Cost statements or reports for management should be prepared and submitted quickly. 
 Generally, rough figures presented rapidly are more useful than accurate figures which are only available after serious delay.*
Cost statements may show the:

1.
Cost of each job, or unit of production, or product group.

2.
Overhead cost of one section or department.

3.
Cost of the whole business.

4.
Operating results of a division or the whole business.

To use cost statements effectively we ask the following questions:

1.
What are the significant (more important) figures?

2.
How do the figures compare with a standard of performance (budget 
or 
     previous  period)?

3.
What are the causes of the significant differences?

4.
Who is responsible?
5.
What action should be taken?

* Note: More than  three days after the month end may be generally considered as a serious delay.
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COST STATEMENTS
Exhibit 1 Estimated cost compared with actual cost for a job
	
	Estimated
	Actual
	Differences*

	
	$
	$
	
$

	Direct labour

Direct material
	
4,000


2,200
	
	
3,000


3,000
	
	
(1,000)

800
	

	Manufacturing overhead —


(150% of direct labour cost)
	
6,000
	
	
4,500
	
	
(1,500)
	

	
Manufacturing cost
	12,200
	
	10,500
	
	(1,700)
	

	Selling and administrative


overhead — 10%
	
1,220
	
	
1,050
	
	
(  170)
	

	
Total cost
	
13,420
	
	
11,550
	
	
(1,870)
	

	Selling price
	
14,000
	
	
14,000
	
	
—
	

	
Profit
	580
	
	
2,450
	
	(1,870)
	


* Actual figures over (under) estimated figures.
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COST STATEMENTS
Exhibit 2 Overhead costs—engineering section
	
	This month
	Year to date

	
	Actual
	Budget
	Variance
	Actual
	Budget
	Variance

	
	$
	$
	$
	$
	$
	$

	Controllable costs:
	
	
	
	
	
	

	
Salaries
	500
	200
	300
	2,500
	2,000
	500

	
Travelling
	120
	100
	  20
	
850
	
800
	
50

	
Indirect materials
	  40
	  50
	(10)
	
430
	
600
	(170)

	
	660
	350
	310
	3,780
	3,400
	380

	Non Controllable costs:
	
	
	
	
	
	

	
Occupancy
	  20
	  20
	—
	
400
	
200
	200

	
Depreciation
	  45
	  40
	
5
	
450
	
400
	
50

	TOTAL COSTS
	725
	410
	315
	4,630
	4,000
	630


chapter V  Set 10 

COST STATEMENTS
Exhibit 3 Statement of total cost for the year ($000)
	
	$000
	$000

	Direct charges:
	
	

	
	Labour
	
246
	

	
	Materials
	
500
	

	
	Prime cost
	
	
746

	Indirect charges:
	
	

	  Manufacturing overhead:
	
	

	
	Supervision
	
110
	

	
	Indirect wages
	
130
	

	
	Motive power
	
40
	

	
	Repairs and maintenance
	
50
	

	
	Plant depreciation
	
166
	
496

	
	Manufacturing cost
	
	
1,242

	Sales and distribution overhead:
	
	

	
	Salesmen’s salaries
	
100
	

	
	Salesmen’s commission
	
35
	

	
	Travelling expenses
	
100
	

	
	Advertising
	
50
	

	
	Finished warehouses—wages and upkeep
	
51
	
336

	
	
	
1,578

	Administration overhead:
	
	

	
	General office salaries
	
151
	

	
	Directors’ fees
	
10
	

	
	Professional charges
	
62
	
223

	
	Total cost $000
	
	
1,801
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COST STATEMENTS
Exhibit 4 Summary of operating results for the month
	
	Grand Total
	Product A
	Product B

	
	
	Amount
	per unit
	Amount
	per unit

	
	$
	$
	$
	$
	$

	Direct costs:
	
	
	
	
	

	
Materials used


Labour (wages)
	20,600

15,300
	17,500

  5,500
	35

11
	
3,100
10,800
	  3
12

	
Prime cost

Indirect costs:


Factory overhead
	35,900

18,000
	23,000

  7,500
	46

15
	13,900


9,500
	15

11

	
Manufacturing cost


Selling and distribution


overhead
	53,900

5,800
	30,500

  4,000
	61

  8
	23,400


1,800
	26

  2

	
Total cost

Profit
	59,700

  4,800
	34,500

  3,000
	69
  6
	25,200


1,800
	28
  2

	Sales
	64,500
	37,500
	75
	27,000
	30

	Quantity of sales
	  1,400

 units
	
500


    units
	
	
900

     units
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COST ESTIMATES
Exhibit 5 Statement of monthly operating results compared with budget
	
	Actual

$000
	Budget

$000
	Variance

$000

	Sales
	600
	875
	(275)

	Variable costs:
	
	
	

	
Direct labour


Direct material


Variable overhead
	270

  35

  65
	470

  65

  90
	(200)

 (30)

 (25)

	
Total variable costs
	370
	625
	(255)

	Contribution
	230
	250
	(20)

	Fixed costs:
	
	
	

	
Manufacturing fixed overhead


Sales fixed overhead


Administrative fixed overhead
	  75

  50

  25
	  75

  55

  30
	—

(5)

(5)

	
Total fixed costs
	150
	160
	(10)

	Net profit
	  80
	  90
	(10)

	Investment (assets employed)
	800
	720
	—

	Returns on investment
	10%
	12½%
	2½%
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COST STATEMENTS
Exhibit 6 Comparisons (by percentage of sales) of the Operating Results of a company with the National Average for the Industry
	
	Company
	Industry Average
	Differences Favourable (Unfavourable)

	Sales
	100%
	100%
	—

	Labour

Material

Manufacturing overhead
	24


40

20

	
	14

40

15

	
	
(10)


—


(5)
	

	
	84

	
	69

	
	
(15)
	

	Gross profit
	16%
	
	31%
	
	
(15) %
	

	Sales overhead

Administrative overhead
	4


8

	
	12


6

	
	
8

(2)
	

	Net profit
	4%
	
	13%
	
	
(9) %
	


Chapter V  Set 11
RELEVANT COSTS
Estimated time  20 minutes
SUMMARY
Cost data usually relates to a specific purpose. The cost accountant cannot supply appropriate cost data unless he knows how the data will be used.

Although the total cost of one unit of production includes labour, material, manufacturing, selling and administrative overhead, the relevant cost of producing one more unit of production may be only labour and material, if overheads remain unchanged. Furthermore if the labour force costs become fixed, only material may remain as the variable and relevant cost.

The interpretation of cost data depends not upon total cost incurred, but upon the cost relevant to each particular decision or situation.

In using cost figures we should always ask:
1.
What assumptions are made in the data?

2.
Are those assumptions valid for our purpose?

3.
What costs are relevant to our decision?

4.   What tine frame/ Months? Years? 

      Note: This is an elementary analysis of relevant cost problems. However, in a more sophisticated analysis our general theme remains: get the figures right and relevant, before you consider non-quantative factors.
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RELEVANT COSTS
Exhibit 1 Relevant cost of replacing an old machine with a new machine
Problem: Does it pay to replace the old machine?
	
	Old Machine
	New Machine

	
	Cost p.a.
	Costs p.a.

	Cost of Machines

Working life—years

Depreciation per annum

Other operating costs per annum
Fixed overhead per annum

	*$6,000


4
	*$4,000


4

	
	$1,500

$1,500
	$1,000

$1,000

	
	$3,000

$1,000


	$2,000

$1,000



	Total cost of operating the machines
	$4,000
	$3,000

	Annual saving (? ?)

Investment

Return on investment
	
	$1,000

$4,000
25%

	Note: * Assumes no salvage or resale value.


Exhibit 2 Relevant cost of operating a car for a year

Problem: Does it pay to use the car?

	
	$

	1. Annual cost of operating a car:
	

	
Depreciation
	500

	
Repairs, tax and insurance
	100

	
	600

	
Petrol and oil
	125

	
Total cost
	725

	
Annual usage: 10,000 miles
	

	
	$

	2. Annual cost of hiring a car:


Mileage 10,000 miles at $·05 per mile
	500

	
	$

	3. Relevant costs of travel by car for 10,000


miles per annum depends upon the


situation:


	

	
Situation 1: We have no car and we would have to  buy 
         one     

         
	725

	
Situation 2: We have a car, but do not use it
	225



	
Situation 3: We have and use a car
	125
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RELEVANT COSTS
Exhibit 3 Relevant cost of doing a job or subcontracting

Problem: Does it pay to make or buy?

	
	$

	1. Cost of own manufacture (100 units):
	

	
Direct material
	4,000

	
Direct labour
	1,000

	
Prime cost
	5,000

	
Variable manufacturing overhead
	2,000

	
Variable cost
	7,000

	
Fixed manufacturing overhead
	1,000

	
Manufacturing cost
	8,000

	
Fixed administrative cost
	2,000

	
Total cost
	10,000

	
	Total

	
	$

	2. Alternative cost of subcontracting
	7,600

	
	$

	3. Relevant costs:
	

	
If we are operating at full capacity
	7,000

	
If we are operating at partial capacity
	7,000

	
If we are operating at very low capacity
	

	
but decide not to dismiss direct
	

	
labour
	6,000


Exhibit 4 Relevant cost of hand or machine operation

Problem: Does it pay to buy a machine to do a manual job?
	
	Manual cost
	Machine cost
	Different

	
	$
	$
	$

	Direct labour
	 2,000
	1,000
	(1,000)

	Direct material
	 3,000
	3,000
	—

	Manufacturing overhead (500%

of direct labour)
	10,000
	5,000
	(5,000)

	
Manufacturing cost
	15,000
	9,000
	(6,000)

	Selling and administrative overhead 
(10% of manufacturing cost)
	  1,500
	   900
	(600)

	
Total cost
	16,500
	9,900
	(6,600)

	Note: Assuming we would have to buy the machine.


APPENDIX A - GLOSSARY

ABC

See Activity Based Costing
Absorbed  overhead

See overhead charged

Accounting 

Technique of preparing accounting reports from books and other records. Based on concepts and principles such as: true and fair, money, cost, conservatism, consistency, comparability, entity, going concern, recognition of profit etc. Dependent upon IAS (International Accounting Standards).

Accounting period

Period of time between one balance sheet and the next. Period of the income statement. Usually a month, quarter or year.

     Activity Based Cost Accounting (ABC) 


ABC recognises that with increasing automation, direct labour may be only 10% of manufacturing cost and  thus other "cost drivers" (engineering, set-up, handling, quality and waste control etc.)  can be used to allocate overhead, to  get a more useful product cost.  


ABC motivates managers to  reduce "non-value-added" activiities in: design, purchasing, receiving, storage,  handling,  inspection, process ing etc. using "bench-marking" and  re-engineering techniques.

ABC is justified when management is not motivated by other cost control systems and there is significant variation in: product volume, mix, size, complexity, materials, set-up, parts etc. such that direct labour or machine hours are not good "cost drivers".

      Activity  Based Management


 Using ABC to  make continuous mprovement of operations  using the "kaizen"      

      philisophy by reducing  "non-value -added " activities..


 Activity Cost  Pool

      ABC grouping of overhead costs by: design, engineering, purchasing,  

      set-up,, processing, inspection, shipping etc.

Administrative overhead
Cost of directing and controlling a business. Indirect cost. Administrative expense. Includes: directors fees, office salaries, office rent, legal fees, auditors fees, accounting services etc. Not research, manufacturing, sales or distribution overhead.

Allocated overhead
See overhead charged

Balance Sheet
Statement of assets and how they are financed from liabilities and owners equity. Not an income statement.

Batch

Group of identical product of jobs

Batch costing

Cost system where the unit of cost is a batch. Similar to job costing

     Benchmarking

     Continuous search for the most effective method of accomplishing a task, by     

     comparing exisiing methods and performance with other organizations or+ 

     units.  The "best practrices" of other organizations may be deceptive and         

     thus may require  carefufl research before being accepted. 

     Coconuts

     See Materiality.

     Contract costing 

Cost system where the unit of cost is one contract. For long term contracts a proportion of the profit to date may be taken each year

     Contribution

Excess of selling price over variable cost. Contributes to fixed overhead and profit. Also used in make or buy decisions, as the excess of purchase price over relevant cost of making.

Controllable cost

Cost for which some person may prepare a budget and he held responsible for the variance between actual cost and budget.

Cost

Several meanings:

a.   Expenditure on a given thing

b.   To compute the cost of something

c.   Direct cost or indirect cost (indirect cost is overhead expense)

Cost accounting

Recording of cost data and preparation of cost statements. Objectives to:

a. compute the cost of a product as an aid to pricing

b. value work in process

c. control costs

d. motivate managers 

Cost allocated

Cost charged. Cost analysed. (Some cost accountants use the word allocation to mean charge of whole items of cost as distinct from apportionment which covers analysis of proportions of an item of cost). *

Cost apportioned

Cost charged. Cost analysed (Some cost accountants use the word "apportionment" to mean analysis of proportions of items of cost. See also cost allocated)

Cost centre (pool

Centre for analysis of overhead into smaller cost sections. Used to compute more precise overhead rates. Better cost control. Productive and service cost centres.

Cost charged

See cost allocated

Cost classification

Grouping of costs by common characteristics

Cost code

Series of alphabetical or numerical symbols to represent descriptive title in cost classification

Cost control

Objective of cost accounting. Achieved by:

a. Setting of budget or standard cost

b. Recording of actual cost

c. Comparison of standard and actual cost to computed variances       (differences)

d. Investigation of cause of variances

e. Action by responsible management

Cost driver

An  event, cost or activity that directly relates to overhead costs being incurred. Always an estimate based upon assumptrions to be carefully checked. Used in both manufacturing and service industries e.g. hospitals.

Drivers are used to allocate overhead to product cost. Traditional cost accounting used as "drivers", direct labour or materials or prime cost for a whole factory or for each department.  However with highly automated processes,  direct labour may be minimal and thus a direct labour hour overhead rate may be as high as 300-1,000%, quite unrelated to the real cost of different product volume and set-up costs. 

Thus  ABC has been developed to use new drivers related to: design, engineering, purchasing, handling, set-ups,  processing, inspection, shipping etc,  which more closely "drive" costs and an provide more useful ESTIMATES of product cost.  Not "true" cost. Not scientific.  More useful and less misleading than traditional drivers. 

As an alternative to changing a whole costing system, ABC data can sometimes be obtained ONLY when needed, by making careful estimates from a good  data bank of cost Information.   

Costing

     Two meanings:

             a. To estimate costs

              b. Cost accounting

Cost manual

Manual of responsibilities, routines, forms and reports in a cost system

Cost of capital

Not all real cost. It is the reward to each type of capital used by a business i.e. creditors (nil) loans (interest), preference shares (dividends), ordinary shares (dividends)

Cost of sales

Cost of goods actually sold. Labour, material and manufacturing overhead adjusted for changes in inventory of raw material, work in process and finished goods

Cost reduction
A key objective of cost accounting an control, with new CCI's (Cost Control Initiatives) becoming continually evident. Every cost can be reduced over time by: economy, technological advance, cutting operations and planning. 

Cost report

Cost statement

Cost statement

Statement of cost and/or operating results of all or part of a business. Prepared promptly with reasonable accuracy. Contains comparative data..

     Cost structure
     Key to cost control.  Analysis of  product or process cost in terms of  variable and    

     fixed labour, materials and overhead , to concentrate cost control efforts on the        

     "coconuts"  NOT the peanuts!!

Cost unit

Unit of cost. Unit of product chosen as focus of cost accounting. Contract, job, batch, product or process.

Current cost

Actual cost. Not estimated cost. Not standard cost.

Depreciation

Allocation of the cost of a fixed asset (building, equipment, vehicles., etc.) over its working life. Measure of the cost of using the fixed asset. (Land does not normally depreciate.) Methods: straight line, diminishing balance, sum of the digits.

Direct costing

Cost system for variable costs only. All fixed costs charged to income statement and not to product or job cost accounts.

Direct costs

Costs conveniently associated with a unit of product. Normally direct labour, direct material, direct services (e.g. hire of equipment for one specific job). All other costs are indirect costs known as overhead expenses. (Some cost accountants also use the term "direct" for specific costs. i.e. overhead expenses which are clearly identifiable with a overhead cost centre but not with a unit of product).

Direct expenses
Direct costs which may be conveniently associated with unit of product. Direct services. See direct costs.

Direct labour
Labour conveniently associated with a unit of product.

Direct wages
Direct payroll. Covers all operating labour. Does not normally include inspectors wages, foreman's salary, indirect labour, wages paid to persons normally employed on production for time spent on other work, etc. See direct costs. 

Direct material
Direct cost. Conveniently associated with a unit of product. Material that forms part of the product sold. Not indirect material. Not manufacturing overhead.

Direct services

Direct expenses. Direct costs

Direct wages

Direct labour

Distribution overhead

Cost of packing and distributing the product. Indirect cost. Overhead.  Often grouped with sales overhead and charged to jobs as a percentage of manufacturing cost.

Elements of cost
Basic analysis of cost to compute overhead rates: direct labour plus direct material plus direct services equals PRIME COST;prime cost plus manufacturing overhead equals MANUFACTURING COST; Manufacturing cost plus sales, distributive and administrative overhead equals TOTAL COST.

Expenditure

Money paid for cost, expense, asset or other purposes

Expense

Indirect cost. Overhead. Manufacturing, selling or administrative overhead. Not a direct cost. Not conveniently associated with a unit product. Fixed or variable. 

Expense analysis sheet

Record of expenses for analysis

Finished goods stock

Inventory or stock of finished goods. Valued at lower of cost (of labour, material and manufacturing overhead) or market value. Sometimes valued at direct cost only.

FIFO - First in first out
Method of costing material issues assuming that first goods received are first issued 

Fixed assets

Assets such as land, buildings, plant and equipment acquired for long term use in the business and not for resale. Valued at costs less accumulated 

depreciation not at market value. Depreciation charged to overhead expense periodically. (Exception: land is not normally depreciated). Where the cost less accumulated depreciation of a fixed asset is completely unrelated to its current value, then as an exceptional operation all assets may sometimes be restated for all accounting purposes, at current values.

Fixed cost

Cost not affected by variations in the volume of production. Not a variable cost. Overhead may be fixed or variable cost.

General manufacturing overhead service cost centre

Cost centre used to accumulate general manufacturing overhead item. Subsequently recharged on an arbitrary basis to all cost centres. Covers such items as the factory manager's salary and office costs. 

Historical costing

Accumulation of past costs. Actual not standard costs.

Income statement

Statement of sales, costs, expenses and profit for an accounting period. Profit and loss account. Not a balance sheet.

Indirect cost

Cost which cannot conveniently be associated with a unit of product. Overhead expense. Indirect expense. Not a direct cost.

Indirect expense

See indirect cost

Indirect labour
Labour that cannot be conveniently associated with a unit of production. Indirect cost. Overhead. Not a direct labour but does include the non‑productive time and activity of normally direct workers.

Indirect material
Material used which does not form a measurable part of the product sold. Not conveniently associated with unit of production Includes: oil, rags, factory supplies, etc. Indirect cost. Usually manufacturing overhead. Sometimes direct material for very low value is treated as indirect material to save clerical costs.

Indirect wages

Indirect labour

Inventory (stock of goods)

Raw material, work in process, finished goods. Valued at the lowest of manufacturing cost or market value. Sometimes valued at direct cost only.

Investment centre

Unit of organisation where the performance is measured by return on assets employed (not cost or profit alone). Motivates managers to be "investment-

oriented". Dependent upon the "transfer price" for internal transactions. 

JIT 

See "Just In Time" inventory control. 

Job card
Record of work done by direct labour

Job

Unit of cost. Single job, order or contract

Job costing

Cost system based on one job as the unit of cost

Just in time Inventory Control (JIT)
JIT inventory control seeks to reduces inventory holding and material handling charges, through managed supplier relationships. Inventory levels of two weeks supply are often been reduced to the level of four hours, with sub-contracted parts moving from transport directly to production lines. 

Labour hour rate

Worker rate of pay per hour

Labour time record

Time card. Clock card

Last in first out (LIFO)
Method of costing material issues assuming that the last item received is the first item issued. Conservative in time of rising prices. Little used except to avoid taxation.

Limitations of cost data


Data for one purpose may not be relevant for other purposes. Costs often meaningless unless prepared quickly and presented with comparative data against which to measure performance. Cost depends upon the judgement of the cost accountant.

Machine hour rate

Two meanings:

a. Overhead rate for manufacturing overhead based on machine hours  

worked on each job. Suitable for machine sections. Not suitable for     assembly work.

       b.    Rate for operating a machine for one hour

Maintenance cost
Maintenance and repair of machines and buildings. Overhead. Indirect cost. May be manufacturing sales or administrative.

Manufacturing overhead

Indirect cost of running the factory. Includes rent, rates, lighting, power foreman, maintenance, repairs, insurance, etc. Does not include the full costs of machines, only machine depreciation. 

Marginal cost

Relevant cost of producing one more unit

Marginal costing

See marginal cost. Sometimes variable cost only. Sometimes used to mean direct costing

Material cost

Cost of material used. See direct material and indirect material.

Material issue analysis sheet
Record summarising and analysing material issues by jobs, contracts, products or overhead accounts. 

      Materiality

      Nothing to do with materials!  Key concept in cost control.  Concentrate attention 

      on the large amounts of  money ("coconuts") and leave the peanuts to the+ 

      monkeys!   But don''t forget the  effect of volume  i.e.  one  dollar per part for a   

      million parts, is  one million  dollars!!

Material requisition

Stores or stock requisition. Issue ticket

Objectives of cost accounting

See cost accounting

Occupancy


Cost of occupying a building. Includes rent rates, lightning, heating, cleaning, maintenance, etc. Sometimes accumulated as a service cost centre and recharged to other cost centres on the basis of floor space occupied. Avoids apportionment of each individual cost to each cost centre separately.

Operating cost

Cost of providing a service

Opportunity cost

Not a cost at all. The value of a particular alternative course of action.

Organisation (for cost accounting)

Definition of authority and responsibility in a business in order to design the appropriate cost accounting system. Cost analysis follows the organisation plan. Manufacturing, sales and administrative costs may be analysed for the business as a whole, or for each division or product group.

Output costing


Cost system for a business or department with only one output of identical products.

Overhead absorbed

See overhead charged

Overhead allocated

See overhead charged

Overhead expense

Indirect cost. Overhead. Fixed or variable with the volume of production. See manufacturing, sales, distributive and administrative overhead. Not direct cost.

Overhead

Indirect cost. Cannot be conveniently associated with a unit of product. Expense. Manufacturing, sales or administrative. Not direct cost.

Overhead charged

Overhead allocated or absorbed or recovered. Overhead charged to a contract, job or product using an overhead rate.

Overhead rate

Rate for charging out overhead to jobs, contracts or products. 

Routine:

1. Compute amount of overhead

2. Estimate measure of activity

3. Compute overhead rate

Measures of activity may be: direct labour cost, direct labour hours, prime cost or machine hours. Overhead rate may be for the whole factory or for each cost centre.

Overhead recovered

See overhead charged

Overhead under or over charged

Overhead under or over absorbed, allocated, recovered. Difference between overhead incurred and overhead charged to contracts or jobs using an overhead rate.

Overcharge indicates that actual activity exceeded estimated activity. Credit or profit in the income statement because job costs charged with too much overhead. Undercharge indicates that actual activity was less than estimated activity. Loss in the income statement because job costs charged with too little overhead.

Applied to manufacturing overhead. Not sales or administrative overhead. 

Payroll

Wages sheet. Wages. Labour

Payroll allocation

Wages analysis

Payroll analysis

Wages analysis

      Peanuts

      See Matreriality .

Pre‑determined cost

Cost estimate. Standard cost

Primary costs

Analysis of costs into labour, material and overhead. See elements of cost.

Prime cost

Direct labour plus direct material plus direct services. Direct cost. Cost system for a sequence of operations where the unit of cost is one process.

Productive cost centre

Cost centre engaged in direct manufacturing or productive operations; machine shops, assembly shops, etc. Not a service cost centre.

Product group

Group of products classified for cost analysis.

Profit and loss account

Income statement. Not a balance sheet.

Profit centre
Unit of organisation where the performance is measured by profit (not cost) a against budget. Motivates managers to be "profit-oriented". Dependent upon the  "transfer price"  

Relevant cost

That part of total cost that is relevant to a particular decision or course of action. Refers more to variable rather than fixed costs. May change over time.

Research cost

Cost of research., Separate overhead or part of manufacturing overhead. Indirect cost. Not normally direct cost.

Salary cost

Not normally conveniently associated with a unit of product. Usually manufacturing sales or administrative overhead.

Sales overhead


Cost of promoting sales and retaining custom. Indirect cost. Overhead expense. Not a manufacturing or administrative overhead. Includes: advertising, sales literature, sales salaries, travelling expenses, depreciation of sales cars etc.

Service cost centre

Cost centre for activities not engaged in direct productive operations. Includes: power‑house, maintenance, internal transport, production control. Not a productive cost centre. Manufacturing overhead. Recharged to appropriate cost centres.

Specific cost

Indirect cost clearly associated with a specific cost centre. Not direct cost. Overhead.

Standard cost
Predetermined standard of performance against which to measure actual t. Standard cost as opposed to actual or historical costing.

Standard rate

Rate which is set at the beginning of an accounting period. Not the actual rate. Simplifies clerical work in cost accounting.

Stock (inventory)
Inventory of goods on hand. Stores. Raw material, work in process or 

finished goods. Valued at the lower of manufacturing cost or market value.

Stock requisition

Material requisition

Stores requisition

Material requisition

Stores
Location for keeping stock or inventory. Stock. Inventory.

Straight line depreciation

Depreciation method charging of the cost of a fixed asset equally over the years of its working life.

Strategic cost management (SCC)

SCC starts with the cost structure of the enterprise in terms of fixed and variable costs to identify and reinforce only those activities that "add value" to the operations of the enterprise. SCC seeks motivating "cost drivers" for these critical "added value" activities thereby seeking "competitive advantage" for the enterprise in the market.

Target costing

Market based product design to motivate engineers to find creative ways to achieve "impossible" cost targets!  With time,  technology and motivation,  they do in fact achieve  these "impossible" results!  Quote: "Nobody is smart enough to be pessimistic about the furture!"

Under-absorbed overhead
See overhead undercharged

Unallocated overhead

See overhead undercharged

Uncontrollable cost

See controllable cost

Unit of cost

Unit of production for cost accounting. Contract, job, batch, process.

Unit of product

Unit of cost for cost accounting

Unit of output


Unit of product

Variable cost

Cost which varied with the volume of production or sales.

Variable expense

Variable cost. Variable overhead

Variance


Difference between actual and the standard of performance i.e. budget, standard cost or previous cost. Sometimes analysed into: price, efficiency, seasonal and volume variances.

Wages

Payroll. Pay of workers. Labour cost

Wages analysis


Payroll analysis. Record analysing labour cost by contract, job, batch, process or overhead account.

Wages sheet

Payroll. Record to compute gross and net pay.

Waste reduction audit (WRA)
Audit which investigates material inputs and outputs for each process, to identify waste and achieve cost savings by waste reduction, re-use and recycling. Highly cost effective. Improved housekeeping is a major cost reduction.

Work in process

See stock. Work partially completed. Valued at lower of manufacturing cost or market value.

 APPENDIX B - EXERCISES 1-10
1. SUMMARY

Cost reduction is a key objective of cost accounting an control, with new CCI's (Cost Control Initiatives) becoming continually evident. 


Every cost can be reduced over time by: economy, technological advance, cutting operations and planning. Compare activity five years ago with today, to indicate the past potential for cost savings. Then treat cost saving as a normal part of management.


Costs grow "naturally" unless controlled. Managers should not be "happy" but "motivated towards increasing efficiency. Set up cost reduction teams using such tools as: O & M, operations research, ABC, JIT, standard cost accounting, strategic cost management  etc.


Activity based costing (ABC) recognizes that with increasing automation, direct labour may be only 10% of manufacturing cost and thus other "cost drivers" should be used to allocate overhead cost to products.


Just In Time (JIT) inventory control by major companies reduces inventory holding and handling charges, through managed supplier relationships.


Standard cost accounting (SCA) provides engineering standards of product cost and allows variances with actual cost to be associated with price, efficiency and volume analysis. "Backflush" accounting uses standards to simplify accounting for work in progress and finished goods, and relies heavily on physical controls of efficiency e.g. number of defective parts, waste quantities etc.


Waste reduction audits (WRA) investigate material inputs and outputs for each process, to identify waste and achieve cost savings by reduction, re-use and recycling.


Strategic cost control (SCC) starts with the cost structure of the enterprise in terms of fixed and variable costs to reinforce only those activities that "add value" to the operations of the enterprise. It creates "environmental motivation" within the organization which motivates managers to seek higher levels of cost efficiency and effectiveness.


The key to cost accounting, control and reduction is "management motivation".  IRT helps us to learn efficiently and effectively.
2.  COST REDUCTION PROGRAMMES


Every cost can be reduced over time by: economy, technological advance, cutting operations and planning. Compare activity five years ago with today to indicate the past potential for cost savings. Then treat cost saving as a normal part of management. Costs grow "naturally" unless controlled. Managers should not be "happy" but "motivated towards increasing efficiency.


Develop attitudes for cost  control and reduction every year. Budget for cost reduction every year. Examine each area of operations for possible: elimination, combination, changing sequence and simplification. Revise standards to enforce technical improvements every year. 


Set up cost reduction teams using such tools as: O & M, operations research, ABC, JIT, standard costs, strategic cost management  etc. to cut costs. Use a creative approach to avoid routine blocks; use lateral thinking and brain storming to develop new ideas for cost control problem solving.


Other cost reduction techniques include:


1.
New standard costs - related to market needs rather than engineering, thus requiring simplification and change in: materials, number of parts, number of set-ups, processes, products, packaging etc.


2.
Direct labour and overhead cutting by adopting increased automation.


3.
Development of profit centers for manufacturing, marketing and sales units, with transfer prices to motivate "profit orientation"


4.
Strategic purchasing management to get benefit from "make v buy" opportunities from design to distribution of all products.


Cost reduction may use the "six C's" approach involving:


1.
Controls - timely reporting of actual and against target


2.
Compensation - reward and punishment systems that provide economic incentives


3.   
Change process - welcome for change in materials, processes, plant, products, marketing, distribution and disposal of products


4.
Continuous education for management to stimulate new ideas and ways of thinking about problems


5.
Champions - publication of results by specific units that achieve exceptional results.


6.
Commitment - to cost reduction every year as a normal task of every operating manager


Cost accounting should be action-oriented with "timely data" to support cost reduction by: score-keeping, focussing attention on critical areas and providing relevant data to assist in problem solving. 


Such timely "feedback" motivates cost reduction by change of: goals, methods, forecasts, processes, rewards and it stimulates managers to find new alternatives (CCI's).


Financial crises may require "crash" programmes whereby: less essential departments are eliminated, staff are reduced by a flat 20% to force managers to rethink activities that "add value".


Action teams get specific targets to perform "miracles" of cost cutting, and a strategy of "cost surgery" cuts rapidly and clearly so as to quickly re-establish confidence in the organization.


For cost reduction programmes the routine cost accounting reports are never adequate; thus special relevant cost studies and reports must be prepared to help with decision-making.


Write down and justify the answers to following questions (true/false):


1.
Cost reduction is much harder in older industries.


2.
Standards set by good engineers should not be changed by market considerations.


3.
The five C's are: compensation, champions, change process, continuous training, controls and commitment. 


4.
Waste reduction benefits the environment and company profits.


5.
Management training for cost reduction is "cost-effective" in all industries.


6.
All fixed costs are variable over time.


7.
Cost reduction under financial crisis must be perceive by management as fair.


8.
All costs grow naturally over time.


Answers: F T T   T F T   T T  
3.  ACTIVITY BASED COSTING (ABC)


ABC recognizes that with increasing automation, direct labour may be only 10% of manufacturing cost and thus other "cost drivers" should be used to allocate overhead cost to products.


ABC is justified when management is not motivated by other cost control systems and there is significant variation in: product volume, mix, size, complexity, materials, set-up, parts etc. such that direct labour or machine hours are not good "cost drivers".


ABC starts by defining the critical activities that "add value"; it then defines "cost categories" and "cost drivers" to allocate overhead to product cost. Product cost then changes from: direct material plus direct labour plus overhead, to material plus a series of conversion costs.


This avoids the traditional overhead allocation based on direct labour or machine hours, and tries to focus management attention on activities that "add value" to the product, with a series of "cost drivers e.g. number of parts, number of set-ups, automated operation per part, manual operation per part etc.

Simple example:


Labour based cost:
ECU

Direct materials per unit                                                                400

Direct labour                                                                                  100


Manufacturing  overhead. @ 250% DL                                        250


Manufacturing  cost per unit                                                         750

            Activity based cost (ABC):


  


                                                                                                       ECU



Direct materials per unit                                                                  400


Materials handling
70 parts
@ ECU  .30                                   21


Machining
2 hours 
@ ECU
34.00                              68

Assembly
70 parts
@ ECU
 1.90                             133


Inspection
1 unit
@ ECU
20.00                              20


             Manufacturing cost per unit
                                     642


In highly automated manufacturing direct labour may be only 5% of manufacturing cost and thus inappropriate for overhead allocation.


Where different products and volumes require special set-ups, direct labour based cost drivers tend to:



under-cost small complex runs (many different parts) and



over-cost simplified (standardized parts) high volume products.


Write down and justify the answers to the following questions (true/false):


1.
Part No. 111 costs ECU 10 and can be used for only one product, is cheaper than part No. 112, which costs ECU 12 but can do the same job in all of the product range.


2.
JIT and ABC always go together. 


3.
For most manufacturing enterprises ABC is now better than labour based cost accounting.


4.
For relevant cost analysis ABC probably gives better data than labour based cost accounting.


5.
Cost reduction is motivated by ABC.


Answers: F F F T T

4. JUST IN TIME (JIT) INVENTORY CONTROL


JIT inventory control seeks to reduces inventory holding and material handling charges, through managed supplier relationships. Inventory levels of four weeks supply are often been reduced to the level of four hours, with sub-contracted parts moving from transport directly to production lines.


JIT systems require stable suppliers and delivery systems to avoid shut-downs due to lack of parts. This involves special selection of major and back-up suppliers and quality control arrangements, to enable delivery within hours. Thus distant suppliers unable to deliver within fixed time limits (say 48 hours) may be excluded.


JIT may well force suppliers to hold the inventory levels formerly held by their major client companies.


JIT usually leads to simplification of parts, materials handling, packaging and quality control procedures as well as cutting inventory levels.


Write down and justify the answers to the following questions (true/false):


1.
In  2007 every company should adopt JIT systems.


2.
The major cost reduction of JIT systems is savings in interest on inventory levels.


3.
The major cost reduction of JIT systems is savings in material handling.


4.
JIT requires a new costing system.


5.
The major risk of JIT is shut-down due to lack of parts.

Answers: F F T F T 

5. STANDARD COST ACCOUNTING


Standard cost accounting provides engineering standards of product cost and allows variances with actual cost to be associated with price, efficiency and volume analysis. "Backflush" accounting uses standards to simplify accounting for work in progress and finished goods.


The best performance target should be the standard cost from engineering studies on a "Standard Cost Sheet" indicating:



1.  standard hours at standard labour rate



2.  standard material quantities at standard material costs



3.  standard overhead allocations


The standard cost system is only as good as the standards set each year. Product cost is standard cost. Standards are set by the engineering department together with purchasing, personnel and operating managers. They are not normally changed during the year.

 
Variances are developed not by products but by departments responsible 
for    

           operations, in terms of:


1.
price - difference in actual and standard price for the actual quantity purchased


2.
efficiency - difference between actual quantity of material and labour used


3.
volume - difference in fixed overhead due to actual volume being more or less than standard.


Do not change standards too frequently: associate variances with managers responsible; control the "material" (significant) variance very carefully.


Some multi-nationals are beginning to set revised (lower) standard costs every year, with "market" pressures for lower costs" rather than from what engineers say is "necessary"; this is to motivate engineers and managers towards continuing efforts in cost reduction, every year!


Standard cost reports show total sales, standard cost of sales, standard gross profit, variances (price, efficiency and volume), to show actual gross profit.


Departmental reports analyze operational inefficiencies in terms of price, efficiency and volume. Variances may also be due to: poor standards, poor accounting, changes in product mix.

           "Backflush" cost accounting is a new development, which use simplifies accounting for work in progress and finished goods, and relies heavily on physical controls of efficiency e.g. number of defective parts, waste quantities etc. Product cost then becomes direct material plus conversion costs, to achieve the finished product.


Now write down and justify the answers to the following questions (true/false):


1.
Every manufacturing enterprise could have better cost accounting with standard costs.


2.
Price variances are usually due to purchasing inefficiencies.


3.
Standards should be changed frequently to ensure that the are accurate.


4.
Standards may well tend to reflect engineering values rather than competitive market needs.


5.
Standard cost accounting enables variances to be analysed into price, efficiency and volume causes.


6.
Backflush accounting is more complex than normal standard cost accounting.

           Answers:  T F F T T F

6. WASTE REDUCTION AUDIT


Waste reduction audit (WRA) investigates material inputs and outputs for each process, to identify waste and achieve cost savings by waste reduction, re-use and recycling.


WRA is essentially a "materials balance" conducted at an individual industrial facility, to see what comes into the plant, to see what goes out, and to make sure that resources are not being wasted.  


The "materials balance" demonstrates the opportunities for reducing the use of resources: water, chemicals, materials, gases, energy etc.


Waste and cost reduction is achieved by: changes in materials, processes, products, recycling and on/off-site disposal arrangements, and above all by better "housekeeping". 


WRA is a highly cost-effective technique which follows material inputs into the production process and accounts for them quantatively, in any form (solid, liquid, air) to identify losses due to waste which can then be reduced.


The "Phases" of a WRA are described in Exhibit X (which follows).


In a new area start with pilot project with five enterprises, and carefully DEMONSTRATE that WRA can be cost effective and profitable to both the "highly efficient" and "less efficient" companies.


Advantages - often immediately profitable for the enterprise and most appropriate at plant level.


Disadvantages - some changes may require excessive capital investment at high risk; not a substitute for annual external environmental compliance auditing.


Exhibit X       

                     PHASES OF WASTE REDUCTION AUDIT


A.
PHASE 1 - PRE-ASSESSMENT:


 1.
Audit focus and preparation.


 2.
Listing unit operations


 3.
Constructing process flow diagrams


B.
PHASE 2 - MATERIAL BALANCE: PROCESS INPUTS AND OUTPUTS

  
 4.
Determining inputs


 5.
Recording water usage


 6.
Measuring current levels of waste reuse/recycling


 7.
Quantifying process outputs


 8.
Accounting or waste water


 9.
Accounting for gaseous emissions


10.
Accounting for off-site wastes


11.
Assembling input and output information for unit operations


12.
Deriving a preliminary material balance for unit operations


13.
Evaluating the material balance


14.
Refining the material balance


PHASE 3 - SYNTHESIS


15.
Examining obvious waste reduction measures


16.
Targeting and characterizing problem wastes


17.
Segregation


18.
Developing long term waste reduction options


19.
Environmental/economic evaluation of waste reduction options


20.
Developing and implementing an action plan: reducing wastes and increasing production efficiency


Write the answers to the following questions (true/false):


1.
WRA confirms the environmental concept that pollution prevention always pays.


2.
Many multi-national companies are achieving significant cost savings through continuous WRA's.


3.
Cost reduction in WRA is achieved by changes in materials, processes, products, and recycling.


4.
Significant waste and cost reduction can be achieved with improved "housekeeping".


5.
When governments introduce PPP (polluting party pays) legislation, then WRA will be profitable both for business and environment.


Answers: F T T T T

7. STRATEGIC COST MANAGEMENT


Strategic cost management (SCC) starts with the cost structure of the enterprise in terms of fixed and variable costs to identify and reinforce only those activities that "add value" to the operations of the enterprise. 


SCC seeks motivating "cost drivers" for these critical "added value" activities thereby seeking "competitive advantage" for the enterprise in the market.


Under SCC cost accounting should be action-oriented with "timely data" to support cost reduction by: score-keeping, focussing attention on critical areas and providing relevant data to assist in problem solving.


Such timely "feedback" motivates cost reduction by change of: goals, methods, forecasts, processes, rewards and it stimulates managers to find new alternatives (CCI's).


SCC sets a clear organization structure of cost, profit and investment responsibility centers.  It sets standards and reporting with a "free-flow information system" whereby information is not "filtered" before it reaches all levels of management, but goes directly from the controller to the managers concerned. 


SCC creates "environmental motivation" within the organization which motivates managers to seek higher levels of cost efficiency and effectiveness. In SCC the key to cost accounting, control and reduction is "management motivation". 


Special studies of the cost structure of a product may reveal useful data for management decision-making, such as the cost analysis which tries to associate all costs (from research to distribution) very directly with a particular product or product group:


 
Variable
Fixed      Total


R & D  -  ECU
  20 
 60              80



Design  
  15  
 35              50

 
Manufacture
  90 
 30            120


Marketing   
  30   
 15              45


Distribution   
  25
 10              35


Total product cost  
 250
170           400



Write down and justify the answers to the following questions (true/false):


1.
The critical issue in strategic cost accounting is to identify the critical activities that add-value. 


2.
Under SCC cost control reports may have to be delayed until six weeks after the month end, to ensure that they are "absolutely accurate" because "inaccurate cost data is dangerous".  


3.
Company buys containers but the normal supplier quotes price increases of 25%; the company now has at least eight alternatives courses of action.


4.
Under SCC the analysis of the cost structure of an enterprise, may indicate whether ABC would be more appropriate than labour based cost accounting.


5.
Strategic cost accounting requires both routine cost reports and special cost analyses for particular purposes.


Answers: T F T T T

8. SUMMARY LECTURE - PART I

11.1
FINANCIAL AND COST ACCOUNTING

Financial accounting deals with the business as a whole and results in an Income Statement and a Balance Sheet covering generally all the business activities for the period.

Cost accounting concentrates on the computation and control of costs for products and specific activities.

11.2
TYPES OF COSTS

Cost is precisely what we define it to be. It is never “true” or “correct” but only a “useful estimate” relevant for specific purposes.

Cost has thirty-five possibilities :

Labour, material or overhead

Manufacturing, selling or administrative

Direct or indirect

Controllable or non-controllable

Fixed or variable

Specific or allocated

Engineered, managed or committed

Product or product group or department

Relevant or non-relevant

Book or opportunity (value)

Past or future

Actual or standard

Unit or total

Job, batch, contract, output, process, etc.

Cost must be useful to management not merely to accountants.

11.3
COST SYSTEMS

(a)
Define the unit of production to “focus” the cost system, (i.e. Job? Batch? Contract? Output? Process?) and then define the standard which measures efficiency.

(b)
Define the reports and data that management want from the system now and later? Routine and special?

(c)
Define responsibility centres in the organisational structure. Set appropriate productive and service cost centres. Try to establish Profit Centres and Investment Centres, not merely Cost Centres.

(d)
Define the extent to which the system will use standard costing techniques for labour, material and overhead rates.

(e)
Regularly evaluate the system by relating objectives to actual achievements.

11.4
DIRECT AND INDIRECT COSTS

Direct costs can be conveniently associated with a unit of production without arbitrary allocations and assumptions. They are definite and reliable ... but incomplete.

11.5
OVERHEAD RATES

To develop an overhead rate:

(a)
Set the estimated overhead amount.

(b)
Decide upon the activity measure : direct labour cost, direct labour hours, prime cost, factory cost, machines hours, sales price, etc.

(c)
Fix the estimated volume of the activity measure for the accounting period.

(d)
Divide the overhead by the activity volume to compute the rate. COMPUTE ANNUAL, NOT MONTHLY RATES !!!

Allocate the overhead to products or cost centres. For each period there will normally be a balance of overhead over or under-allocated. Do not re-allocate this difference to product cost because it would change all the product costs for the year. Take the difference direct to the income statement as “loss” or “profit”.

Product costs containing overhead allocations must be used with care … the under / over-allocations of overhead may be significant!

Use one or a number of overhead rates according to the number of cost centres. Don’t have too many cost centres!

Any complications of the cost system must be justified by the usefulness of the results to the management, i.e. are more precise cost computations really useful? For what?

Ask : What can we do with the data?

11.6
INVENTORY EFFECTS

Costs incurred for the year must always be adjusted for inventory changes.

Thus the materials actually used in the period are not the purchase but:

Opening inventory plus purchase less

closing inventory.

Similarly adjustment must be made for inventory of work in process and finished goods.

11.7
COST, PROFIT AND INVESTMENT CENTRES

Choose centres which clearly associate actual performance against a standard with a responsible manager.

Get managers to be concerned not merely with cost and profit but also the assets employed in the operation ... in terms of return on investment. This is a most effective way to control costs.

Design responsibility centres as part of the organisation structure.

Get profit orientation as low down in the organisation as possible.

11.8
BREAK-EVEN ANALYSIS

Key analysis of costs into Variable Cost (per unit) which is incurred for every unit, as apart from Fixed Cost which exists regardless of the volume of units produced.

Break-even analysis aids understanding of cost and profit in relation to volume; it indicates regions of loss or profit, but is valid only for a limited volume … fixed costs increase at higher volume levels.

In the long run all costs are variable. Define the “horizon” (time period) when defining variable costs.

Full cost may sometimes approximate long-run variable cost (but not always).

11.9
MEASUREMENT OF PERFORMANCE

Set a standard, compare actual against standard, compute the variance and associate it with a manager responsible.

11.10
RELEVANT COST ANALYSIS

(a)
Define the problem and the relevant factors

(b)
List all the alternatives

(c)
Set criteria for decision

(d)
Consider the quantitative data and the non-quantitative factors

(e)
Evaluate each alternative in terms of Q and NQ factors

(f)
Decide and justify

(g)
PFD … provide for disaster (contingency plans for when assumptions prove to be invalid)

NOTE :
Normally only variable costs are relevant, but the relevant variable costs change with each specific decision. Allocated costs are normally fixed and not relevant.

11.11
CONTROL CONCEPTS

Control may relate to a product or an operation.

It involves a continuous, rhythmic and integrated process of comparing actual performance against a standard followed by corrective action.

Top management support is a key requirement for any control system. The system relates management objectives to organisation and the key profit-making features of the industry.

11.12
MATERIALITY

Materiality concept is the key to all cost and profit control.

Large amounts are very important.

SMALL AMOUNTS ARE OF NO IMPORTANCE AND SHOULD BE COMPLETELY IGNORED (unless multiplied by large volume).

Data should not appear to be more accurate than the assumptions underlying it.

Rough estimates now are almost always more valuable than so called “correct” Figures much later. Don’t let the accountant pretend to be too accurate.

Show quantitative data as an estimate! Control the big costs - leave the peanuts to the monkeys!

Cost control and reduction is more a problem of attitudes than technique.

11.13
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9. SUMMARY LECTURE - PART 2
12.1
SPECIFIC OBJECTIVES

a)
Understand the language and concepts of cost accounting and control.

(b)
Evaluate cost systems and analyse product cost and overhead cost.

(c)
Develop skills in using cost data for practical cost control and decision-making.

(d)
Communicate effectively with cost control specialists.

(e)
Motivate further study in the future.

12.2
COST

Cost is exactly what we define it to be.

Key analysis of cost is into:

(a)
Variable or fixed.

(b)
Book or opportunity cost (value).

(c)
Relevant or non-relevant.

(d)
Actual or standard.

(e)
Past or future.

12.3
STRUCTURE OF COST

Cost may be analysed into

Direct cost

Labour
XX

Material
XX

Services
XX


--------



XXX

Indirect cost

Manufacturing overhead
XX


--------


Total manufacturing cost

XXX

Indirect cost:

Selling and administrative


Overhead
XX


--------


Total Cost (ESTIMATED)
XXX

--------

12.4
COST SYSTEMS

(a)
Systems relate to the unit of cost :

Job cost

Contract cost

Batch cost

Process cost

Output cost

(b)
Systems relate to the analysis of cost :

Direct cost

Full cost

(c)
Systems relate to the control of costs :

Actual - compared with estimated cost.

Standard - compared with actual cost.

12.5
STANDARD COST SYSTEM

All cost systems may use some standard rates for labour, material and overhead and thus simplify the computation work.

“Actual” or average rates are only estimates - standards are more useful and less trouble.

Standard costing starts with setting good engineering standards for labour and material quantities, and for the volume of activity.

Standard quantities are priced at standard rates on a Standard Cost Sheet for each part, sub-assembly and assembly and finished product.

Cost of the product is the standard cost from the summary standard cost sheet. (Unless the standards are wrong).

Variances between actual and a good standard are due to inefficiency of the operations NOT the product. Blame the department not the product.

Variances between actual and standard cost is computed and reported not by product but by operation in terms of price, efficiency and volume.

12.6
OVERHEAD RATES

(a)
All full cost systems use overhead rates which are estimates based upon assumptions for each cost centre:

overhead amount

measure of activity

activity volume.

(b)
Overhead may be allocated by:

direct labour hour

direct labour cost

direct material

machine hour

prime or manufacturing cost

sales price, etc.

(c)
Whatever basis is chosen it should be appropriate to the use that management makes of the data. Rates that are “high” should be investigated - perhaps the wrong activity measure it being used.

(d)
Allocating a fixed cost does not make it variable !! - and does not control it. Only budgets by responsibility control costs.

12.7
RELEVANT COST ANALYSIS

Cost and revenue decisions require special analysis of data relevant to each specific decision.

Generally historical cost reports are not relevant. Variable cost and contribution (selling price - variable cost) are more relevant than full cost and profit, especially in the short-term!

Break-even analysis is a useful technique for understanding profit, cost and volume relationships.

Direct costing helps segregate variable costs from period costs.

12.8
REPORTING ESSENTIALS

(a)
Design - serve user needs, signal variances, minimum data with maximum information.

Note :
Every report can be designed to fit one sheet of paper with supporting detail on following pages. Thus each page is complete in itself. Complex reports are NOT unavoidable … just poor design and low creativity.

(b)
Speed-rapidly changing situations need quick decisions and rapid reporting. Conversely, when nothing can be done, no rapid reporting. Increased speed “trade-off” for less accuracy. Timeliness of decisions affected by delay in reporting.

(c)
Frequency - changing situations need reporting but too many reports restrict the manager and are “disfunctional”.

(d)
Clarity - reports absolutely clear to the user - without undue effort and with proper training. Significant data only.

(e)
Signals - managers need signals of key items. They do not need all the information all the time. Distinguish routine from special reporting.

NOTE :
All figures are estimates based on assumptions. Excessive accuracy is wasteful, ridiculous,… fraudulent. Rough accuracy is generally fast and effective.

12.9
CONTROL OF COST

Cost may be controlled by product, department or the whole company.

Control results by comparison of actual against a standard to produce variances, by price, efficiency and volume for which specifi managers are responsible.

Good standards, effective reporting and top management support are vital for control.

12.10
COST REDUCTION

Cost reduction is an attitude of mind. It is a continuous process of improvement by creative thinking in terms of:

(a)
eliminating activities

(b)
combining activities

(c)
changing the sequence of activities

(d)
simplifying the activities.

12.11
ORGANISATIONAL ENVIRONMENT

Top management and the controller set the organisational environment which is key to the effectiveness of the cost control and budget system.A defensive environment encourages managers to : set low targets, show little initiative, be reluctant to make decisions and to settle for safe. plans.

A creative environment (whereby managers feel secure yet motivated) encourages managers to : set high achievable targets, .make confident, bold decisions, use resources creatively, take ba1nced risks and achieve both personal and corporate goals.

NOTE : How is your organisational environment?

12.12
LEARNING PATTERNS
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12.13
CONCLUSIONS

(a)
Cost is only what we define it to be: Control cost by setting a target and holding a manager responsible for achieving it :

(b)
Cost must relevant and useful to the specific management decision to be made. No cost is relevant to all decisions.

(c)
Cost systems produce routine date and leave a “trail” for preparing of special data when required.

(d)
Distinguish the cost data we use all the time from the data we need some of the time.

(e)
Move all cost systems towards standard costing by using standard rates. No profitable expanding business is too small for standard costing.

(f)
Cost systems are for managers not accountants.

(g)
Cost control systems become inefficient and ineffective naturally over time. Like machines and people they need constant maintenance and review and periodic complete rethinking.

(h)
Cost reports shou1d be simple; they should not merely contain information but should communicate it to managers.

(i)
The test of cost is not is it true or correct but is it useful to you now.

(j)
Cost control helps profitability – but sometimes efforts towards a bigger total contribution may be more profitable than cost reduction.

(k)
Cost reduction and control is continually possible with the right attitude and creative thinking.

(1)
In an increasingly competitive market, effective and continuous cost reduction may be the key to survival of the business.

(m)
Cost control is really more a human than a technical problem – can we motivate people to make it important for them!

FINAL NOTES

THIS ENDS OUR COURSE. WE HOPE IT HAS INSPIRED YOU TO DEVELOP YOUR SKILLS BY PRACTICAL APPLICATION. WE THANK YOU FOR YOUR INTEREST AND HARD WORK. KEEP YOUR GLOSSARY AS A DAILY REFERENCE FOR COST CONTROL LANGUAGE AND CONTINUE YOUR STUDIES. WE HOPE YOU HAVE ENJOYED THE AGL EXPERIENCE 

10. MINICASES
INSTRUCTION: WRITE DOWN ANSWER TO EACH MINICASE …BEFORE … YOU CHECK  WITH OUR ANSWER … AT THE END … PLEASE:
A.     LIZA MANUFACTURING COMPANY

        The 2007 financial forecasts indicate a doubling of sales but a stable inventory and a gross profit increasing from 32 to 37%. 


Question: Is this a reasonable expectation?  Why?

B.
   LYNN ONE/TWO COMPANY

Company introduced a costing system to compute "full cost" of each product for the first time in five years of successful operations as manufacturer of office furniture. Accountant now suggests that all products being sold at a loss, be dropped. What should be done? 
Question: What data is relevant?

C.
   BILLOIL COMPANY

Company buys containers but normal supplier quotes price increase of     25%.  
Question: List eight cost reduction alternatives available to the company.

D.    SUTHERLAND COMPANY

Old established company has a problem with increased inventory                                   investment. 
Question: List ten ideas for improvement.

E.    JOHNSON COMPANY

Heating contractor used contract costing and took profit only when the contract was completed. However in 1995 most of the work was for one long term contract which would not be completed for two years; thus no profit this year. 
Question: What to do?

F.
MILLARD COMPANY  

The installation of a new cost reduction program in a large textile mill is resisted by old line managers. They have resisted change for several years and have been a constant source of embarrassment to the CEO.

The informal leader of the old line managers is presently on vacation. The CEO believes this may be an opportune time to rapidly force the change through. What win-win solution?

Question: Do you agree with the CEO's strategy? 

G.
PAT PIPPER COMPANY

Company manufactures industrial tools in a variety of sizes and patterns. It's "actual" costing system uses labor and manufacturing overhead rates computed each month. These rates are also used to estimate for new jobs. Costs are not available until four weeks after the month end and this delays cost reports and job estimates. Furthermore in slack months the overhead rate is very high and customers complain about widely different estimates based on "cost" for the same type of job in different months. 
Question: What should be done?

    H.
 DAVE RAVE COMPANY

 The company accountant set up a new costing system but could not decide   

 what was "direct labor" for operating departments producing and assembling a 
 variety of small machines.

Foremen?

Inspectors?

Machine operators processing parts?

Assembly workers? 

Inventory control clerks?

Storekeepers?

Question: Is it direct labor? What do you advise?

I.
BOB ACTION COMPANY

Company produced  automotive parts. There was heavy competitive pressure to cut costs and prices as the manufacturing processes became more automated  with great variation in  product volumes, set-ups, quality control  etc. 

Product  cost  was computed  for labor, materials and a general rate for manufacturing overhead  based on 500% of direct labor. 

As a cost reduction program, consultants were asked to classify the products on criteria of:  market,  quality and  cost.  Class I products would continue to be  manufactured, Class II  would be reviewed  every quarter and Class III would be out-sourced.

Product X  which was about 33%  of  the total sales, was classified as Class III.

Question:  Is this a good decision?  What effect on the cost of other products?  What do you suggest for the future?

J.
BRONGOLF TRUCK COMPANY

Company manufactured truck bodies to order. Each job was similar but had differences to suit customer preferences. Job cost system used. Control by comparing actual against estimate. Main competitor was using standard costing. 
Question: Why change?

K.
HEAVY MAC COMPANY

Company was experiencing very heavy losses due to fall-off in the market and subsequent low production levels. Cost reduction program was instituted and each manager was asked to suggest maximum cost savings which could be conveniently made now. Managers responded with savings of about 2%. 
Question: What to do about cost reduction?

L.
ALLAN SOLO COMPANY

Contract completed at far above the estimate, and the manager held the foreman responsible. Foreman blamed material prices - responsibility of purchasing. Purchasing blamed production control for high overhead rates due to low capacity working. Production control blamed marketing due to lack of orders and low prices. Marketing blamed the Controller for the new costing system. 
Question: To what extent can we hold the foreman responsible?

M.
KEITH COMPANY

Accountant refuses to release the monthly cost reports until four weeks after the month end, to ensure that they are "absolutely accurate", on the ground of previous criticism that his "inaccurate costs" are a dangerous.
Question:  Is he right?

N.
LEEMAC PRODUCTION COMPANY

Accountant insists that controller department salaries are "fixed costs" and will always be fixed costs. 
Question: How could you best convince him that he may not be right?

O.
OPARKO COMPANY

The CEO is anxious to make a major cost reduction and organisational change that will affect three key departments in the organisation. Department A is the largest in the organisation. Department B while smaller than A is also a larger department. Department C is the smallest and acts as a co-ordinating and operational department between A and B. The employees in Department are young with broad operational responsibility.

Question: How should the CEO bring about change? Which department will be the most resistant? What win-win solution?

P.
ANDREMER COMPANY

Company set up a standard costing systems only three years ago and (June 1995) discovers rather high variances in price, efficiency and volume. Manager want to revise all the standards now and continue to change them each month until the year end in December 31, 1995, so that variances become insignificant. 
Question: Should the Company change its standards now?

10. MINICASES - ANSWERS 

A.      ELIZA MANUFACTURING COMPANY

     ANSWER: 
     No. Cannot expect inventory to remain stable when sales double. Need to justify such low inventory levels by operatIons research studies.  Gross profit increase by 5% Also requires specific justification in terms of prices. costs. customers. etc. Overall financial forecast is difficult to accept without considerable explanation?

B.
  LYNN ONE/TWO COMPANY

ANSWER:
 Full costing is not appropriate for the decision to eliminate products. We need direct costing and contribution for each product. Never eliminate products making a positive contribution, which would be lost. Need to keep products with positive contribution until they can be replaced with other products to provide a better contribution. Need to forecast future costs and prices and volumes.   

C.
   BILLOIL COMPANY

ANSWER: 
Creative thinking:

1.
Get alternative quotations.

2.
Force supplier to reduce his quote.

3.
Offer supplier other benefits  (volume, continuity, other work etc.)

4.
Re-design the container.

5.
Eliminate the container.

6.
Change the container.

7.
Manufacture the container.

8.
Improve supplier's efficiency.

       9. Import container from overseas.

     10. Eliminate the product.

     11. Re-use containers from customers.

D.   SUTHERLAND COMPANY 

 ANSWER:  
 Ten suggestions for reducing inventory:

 1.
Ageing of the inventory.

 2.
Identify high value items.

 3.
Identify slow moving items.

 4.
Dispose of obsolete items.

 5.
Standardisation to reduce the number of parts.

 6.
Operations research inventory computations.

 7.
JIT systems.

 8.
Reduce production volume.

 9.
Benchmarking with other companies.

10.
Get production, marketing and finance to own the problem.

E.   JOHNSON COMPANY

ANSWER:

Profit on contracts need not be taken only at the end. Take profit as work progresses but provide adequate reserves for possible losses.

   F.
MILLARD COMPANY  

ANSWER:

Yes. if the old line managers have a reputation and record for resistance to change it is unlikely that further discussion with them will be of any benefit. The absence of the informal leader presents an opportunity that may not occur for some time. If the change is forced the through now the other old line managers may give in and accept the installation. 

G.
PAT PIPPER COMPANY

ANSWER:

Do not calculate monthly rates for labour and overhead. Use standard annual rates for the whole year. Eliminate changes in job estimating due to heavy or light activity in a particular month. Avoid excessively "pseudo-accurate" cost data. Speed up the monthly cost data. Use special rates for estimating on new jobs. Price should depend finally on the market not the cost.

      H.    
DAVE RAVE COMPANY

ANSWER:

Direct labour can conveniently be associated a unit of production without arbitrary allocation. Items 3 and 4 are clearly direct labour; the others are overhead.  Particular production systems and a limited product range may allow other solutions.

I.
BOB ACTION COMPANY

ANSWER:

No. Cost  data  based on 500% overhead rate is not valid for make v buy decisions.   Need  to compute the contribution of Product X  before  outsourcing  since fixed costs will be loaded on to other products.  Need ABC for better cost data. Fire the consultants! 

J.
BRONGOLF TRUCK COMPANY

ANSWER:

Definitely yes! First standardise production parts and sub-assemblies as far as possible (what are competitors doing?). Then introduce standard rates for labour and materials. ducts do not have to be the same for standard costing. Work up standard cost sheets for each product before introducing the system. Standard costing provides better data for both management control and estimating. Variances between actual and standard are best analysed by: price, efficiency and volume.

K.
HEAVY MAC COMPANY

ANSWER:

Analyse the structure of costs to set a target of potential savings. Cost reduction in crisis situations can never be entirely "voluntary". Set cost reduction targets of 20% to 40% to indicate the kind of "cost cut" required from each manager, and then let him decide how to achieve it.  Be firm. Mangers tend to allow and protect activities that are not at all absolutely necessary, due to EI (emotional investment). They need pressure to keep operations efficient. Change some managers too?

L.
ALLAN SOLO COMPANY

ANSWER:

Failure to reach target may be due to: poor estimating, price variances, volume variances, efficiency variances, poor reporting, poor selling of products - foreman has only limited responsibility for efficiency - unless he operates as a profit centre.
M.
KEITH COMPANY

          ANSWER:

Fast rough cost figures on time within four days of the month end, are far more useful to management than "so called accurate cost reports" later. Manager must decide what he needs in terms of accuracy not the accountant - manager is the "customer" of the accountant!!  There are no absolutely accurate costs; only costs that are useful for a purpose based upon assumptions.

N.
LEEMAC PRODUCTION COMPANY

ANSWER:

Fire him!!

O.
OPARKO COMPANY

ANSWER:

The small department with liaison authority is likely to be the most influential. These are the people that would normally act as change agents and would be most helpful in bringing about change. The large department with many employees will have vested interest in the existing system and will resist change. The success of the change will depends largely on the small influential department's ability to win over the other two departments.

P.
ANDREMER COMPANY

ANSWER:

Do not change the standards until the end of the year. In the meantime control the variances very carefully. Changing standards involves a lot of effort and is not justified more than once a year. Maybe variances really do reveal production inefficiencies. However, when using standard costs for decision-making, remember to consider the effect of significant variances on product cost. 
APPENDIX C – QUIZ
 TEST OF KNOWLEDGE, SKILLS AND ATTITUDES  ACQUIRED FROM THE PROGRAMME
Estimated time 30 minutes
Note: Mark only the “most correct” answer to each question.
1.
If we buy a whole live pig for $1, the cost of one of the pig’s ears:

a.
may be computed scientifically
b.
is related to the selling price of the pig
c.
depends upon why we buy the pig
d.
is nil
2.
Cost Accounting is a technique for calculating the:

a.
overall profit or loss of a business
b.
price at which a business could be bought
c.
selling price of a product
d.
cost of a unit of production
3.
If we buy goods for $4 and sell half of them immediately for $6, retaining the remainder for sale later, our profit to date is:

a.
$2
b.
$4
c.
$8
d.
impossible to compute
4.
If we manufacture 5½ units (one only half completed) for $55 and sell five units for $100, our profit to date is:

a 
$45
b.
$50
c.
$55
d.
$100
5.
In computing the profit of a manufacturing business, the stocks (inventory) of raw material, work in process, and finished goods left at the end of the period should be:

a.
valued at selling price less profit margin
b.
valued at selling price
c.
ignored
d.
valued at cost or lower
6.
Cost accounting divides costs into:

a.
direct material, selling and manufacturing overhead
b.
direct material and labour, selling and administrative overhead
c.
direct labour and direct material, manufacturing, selling and administrative overhead
d.
direct labour and overhead
7.
The system of cost accounting chosen for a particular business should:

a.
be the same as that for other firms in the same industry
b.
relate to the product
c.
relate to the organization of the business
d.
relate to the product and the organization of the business
8.
One objective of cost accounting is to compute:

a.
the true selling price of the product
b.
the scientific cost of the product
c.
the fair cost of the product
d.
the company’s total costs
9.
A cost centre is:

a.
the middle of the cost accountant

b.
a section of the business which can be used conveniently for accumulating costs, so that all work done in that cost centre may be charged for on a uniform basis

c.
an intermediate—as opposed to a high or a low—cost

d.
something else

10.
The purpose of valuing work in process is:

a.
to assist in the calculation of profit

b.
to provide a basis for fixing selling prices

c.
to find out how much work has still to be done

d.
something else

11.
Cost reports may be more useful in controlling costs if such reports are    

         submitted:
a.
annually with absolute accuracy

b.
semi-annually

c.
monthly with absolute accuracy

d.
rapidly with reasonable accuracy
12.
Job costing is similar to:

a.
standard costing
b.
marginal costing
c.
batch costing
d.
process costing

13.
For cost accounting purposes, the overhead costs of a business    

         organization are normally divided into:

a.
management and workers
b.
manufacturing, selling, distribution and administrative costs
c.
buying and selling
d.
direct and indirect costs

14.
The direct labour and material cost of a job may be:

a.
computed scientifically
b.
more easily computed than the overhead for that job
c.
allocated on a time basis
d.
the basis for computing administrative overhead for that job

15.
When valuing work in process, distribution costs should be:
a.
included
b.
excluded
c.
partially included
d.
deducted from the selling price
16.
The charging of assembly shop overhead to a product may be based on 

          the:
a.
amount of selling and administrative overhead
b.
quantity of direct material
c.
amount of direct labour cost
d.
number of machine hours
17.
To charge manufacturing overhead to jobs, the overhead rate is best 

          computed:
a.
monthly, based on actual data for a past month
b.
annually, based on data for a future period
c.
annually, based on data for a past year
d.
on some other basis
18.
The total profit computed in cost accounting for all the jobs completed 
     during the period will be:
a.
absolutely accurate
b.
equal in total to the amount on the balance sheet
c.
equal to the total profit of the income statement
d.
reconcilable with the profit of the income statement
19.
To determine what is “direct labour”, as opposed to “indirect labour”, we 

          must ask the question:
a.
does the labour work regularly?
b.
is the labour employed in the machine shop?
c.
can the labour be conveniently associated with a unit of production?
d.
is the labour done by a worker or by an engineer?

20.
If there is uncharged manufacturing overhead at the end of the year:
a.
job costs will show too little charge for overhead
b.
job costs will show too much charge for overhead
c.
overhead was definitely abnormally high
d.
actual activity was definitely greater than the estimated activity
21.
In computing the cost of a unit of production, normally:
a.
direct costs are fairly definite and overhead costs depend upon allocations and assumptions
b.
all costs depend upon broad assumptions
c.
the indirect costs are more definite than the direct costs
d.
once the overhead rate is fixed, the direct costs may be calculated
22.
In computing the profit of a manufacturing business:
a.
closing work in process and finished goods may be ignored
b.
closing work in process must be valued at cost and finished goods must be valued at selling price
c.
closing work in process and finished goods are not relevant to cost and profit calculations
d.
closing work in process and finished goods must both be valued at cost or less
23.
The cost of the foreman’s salary is normally:
a.
direct labour
b.
manufacturing overhead
c.
administrative overhead
d.
indirect material
24.
The cost of factory heat and power is normally:
a.
direct labour
b.
manufacturing overhead
c.
selling and administrative overhead
d.
indirect material

25.
The cost of sales literature is normally:
a.
direct labour
b.
manufacturing overhead
c.
selling and administrative overhead
d.
indirect material

26.
The total cost of a new machine purchased during the year is normally:
a.
direct material
b.
manufacturing overhead
c.
selling and administrative overhead
d.
something else
27.
The depreciation of the managing director’s motor car is normally:
a.
direct material
b.
manufacturing overhead
c.
selling and administrative overhead
d.
indirect material

28.
The directors’ fees are normally:
a.
non-productive labour
b.
manufacturing overhead
c.
selling and administrative overhead
d.
indirect labour
29.
Dividends and income tax payable by a company are normally:
a.
direct labour
b.
manufacturing overhead
c.
selling and administrative overhead
d.
something else
30.
If a cost centre has direct labour of $2,000 against specific overhead of 

         $4,000 and   a share of general manufacturing overhead of $1,000, the 

         overhead rate for the cost centre is:
a.
100% of direct labour cost
b.
200% of direct labour cost
c.
250% of direct labour cost
d.
40% of direct labour cost
31.
In computing the total cost of each productive cost centre, we must take 

          the cost of each service cost centre and allocate it to all:
a.
productive cost centres equally
b.
all productive cost centres on a fair basis
c.
cost centres equally
d.
appropriate cost centres on a fair basis
32.
The objectives of cost accounting are:
a.
simply to compute a fair cost
b.
to set selling prices
c.
to do both of these things
d.
something more
33.
The wages of an inspector of production in a factory should be treated 

         as:
a.
direct labour
b.
part of material cost
c.
indirect labour, unless conveniently associated with a unit of production
d.
manufacturing overhead, even if it can be conveniently associated with a unit of production
34.
Selling prices depend on the:
a.
cost of the product
b.
efficiency of the sales force
c.
amount that potential customers are prepared to pay
d.
efficiency of the cost accounting system
35.
Output cost accounting is similar to:
a.
process costing
b.
batch costing
c.
contract costing
d.
marginal costing
36.
The elements of cost of a company making only one product are direct 

         labour $10,000, direct material $60,000, variable manufacturing 

         overhead $12,000, fixed manufacturing overhead $15,000, variable 

         selling and administrative overhead $13,000, and fixed selling and 

         administrative overhead $14,000. If the company produced and sold 

        10% more items, what would be the total cost?
a.
$124,000
b.
$126,700
c.
$133,500
d.
something else
37 
Salaries and indirect wages are:
a.
direct labour
b.
recorded on job cards
c.
manufacturing overhead
d.
manufacturing, sales or administrative overhead

38.
Direct labour on specific jobs or on overhead accounts is re corded on:
a.
attendance cards
b.
wages sheets
c.
job time cards
d.
something else
39.
Direct workers’ time not spent directly on manufacturing the product is 

         normally charged to:
a.
direct labour
b.
selling overhead
c.
manufacturing overhead
d.
administrative overhead
40.
Product A sells for $20, involves $12 of variable cost. Product B sells for 

         $25, involves $15 of variable cost. What will be the company’s profit if it 

         sells 100 items of product A and 200 items of product B, when its fixed 

          cost is $2,500?
a.
$1,700
b.
$2,000
c.
$300
d.
something else
41.
The most useful analysis of costs for decision making purposes is into:
a.
manufacturing and selling
b.
direct and indirect
c.
present and past
d.
relevant and not relevant
42.
Overtime premium is:
a.
the amount paid for time worked in excess of normal hours
b.
always charged to direct labour
c.
extra payment to workers, in addition to their normal rates, when working overtime
d.
illegal
43 
Responsibility accounting is particularly concerned with:
a.
historical accounting
b.
controllable costs
c.
storekeeping
d.
indirect wages

44.
The system of costing most likely to be found in a bus company is:
a.
job costing
b.
batch costing
c.
contract costing
d.
output costing
45.
In the case of long-term contracts, credit may be taken for profit to the 

          extent of:
a.
payments received to date
b.
costs incurred to date
c.
expected final profit
d.
profit earned to date less provisions for possible future losses

46.
The most suitable cost centre overhead rate for an assembly shop is 

          based on:
a.
machine hours
b.
labour costs
c.
labour hours
d.
prime costs
47.
We often convert “in process units” into equivalent finished units by:
a.
waiting until they are completed
b,
ignoring overheads
c.
applying ratios based upon the amount of work done
d,
applying standard prices
48.
The “contribution” of a job is the:
a.
gross profit
b.
net profit
c.
excess of sales revenue over variable costs
d.
difference between fixed and variable costs

49.
The costs of internal transport, repairs, maintenance, power sections in 

          a factory are normally charged:
a.
to specific productive cost centres
b.
initially to one service cost centre and subsequently to productive cost centres only
c.
initially to one service centre and subsequently to selling and administrative overhead
d.
initially to various service cost centres and subsequently to other cost centres on a reasonable basis
50.
Manufacturing overhead should be recovered (charged to jobs):
a.
at one rate for the whole factory
b.
at different rates for each cost centre
c.
on the basis of selling and administrative overhead
d.
in some other way
51.
If we compute manufacturing overhead rates for individual cost centres:
a.
there is not likely to be much difference between the various cost centre rates
b.
the manufacturing overhead rates are more complicated and less accurate
c.
there is more clerical work but little benefit
d.
the overhead rates for the various cost centres will be related to the actual cost incurred by these cost centres
52.
A factory had a total manufacturing overhead of $20,000 against a 

         direct labour cost of $10,000 and used an overhead rate of 200%. A 

         new cost accountant set up two separate cost centres: in Cost Centre 

         “A” direct labour was $8,000 and overhead $8,000, and in Cost Centre 

        “B” direct labour was $2,000 and overhead $12,000. When we compare 

         the new cost system with the old system:

a.
the old overhead rate of 200% will be replaced by two new rates of 100% and 200% respectively
b.
it will make no difference to the total cost of the product where the direct labour cost is the same in Cost Centre A as it is in Cost Centre B
c.
it will make no difference to the total cost of the product where the direct labour cost in Cost Centre A is six times as much as the direct labour cost in Cost Centre B, but it will make a difference to the cost of other products
d.
it will make no difference to the total cost of the product where the direct labour cost in Cost Centre A is four times as much as the direct labour cost in Cost Centre B, but it will make a difference to the cost of other products
53 
Using the data in No. 52, the labour and overhead cost of a job which 

         used 8 hours labour in Cost Centre A and none in Cost Centre B would 

         be:
a.
unchanged by the new system
b.
increased by the new system
c.
reduced by the new system
d.
impossible to determine unless additional information were known
54. In a manufacturing company where the policy is to make a profit on 

     each job equal to 10% of the total cost of that job, the total costs for a 

     year are:

$
Material
100,000
Direct Labour—Dept. X
10,000
Direct Labour—Dept. Y
20,000
Manufacturing Overhead—Dept. X
20,000
Manufacturing Overhead—Dept. Y
60,000
Selling and Administrative Overhead
42,000
        If manufacturing overhead is charged on the basis of direct labour 

        cost and the selling and administrative overhead is charged on the 

        basis of the total manufacturing cost, what would be the selling price 

        of the following job:

$
Material
25,000
Direct Labour—Dept. X
5,000
Direct Labour—Dept. Y
6,000
a.
$84,480
b.
$105,600
c.
$76,800
d.
something else
55.  The manufacturing overhead rate for the current year is best computed 

        from:
a.
this year’s estimated manufacturing overhead divided by the actual direct labour hours last year
b.
last year’s manufacturing overhead divided by the actual direct labour hours last year
c.
last year’s manufacturing overhead divided by the estimated direct labour hours this year
d.
this year’s estimated manufacturing overhead divided by the estimated direct labour hours this year
56.
If a company bases its overhead rate on direct labour hours and the 

         actual labour hours turn out to be less than estimated labour hours, 

         there will be:
a.
under charged overhead
b.
over charged overhead
c.
neither under charged nor over charged overhead
d.
revised manufacturing overhead rates

57.
Uncharged manufacturing overhead is most likely to arise because the:
a.
direct costs were not charged to jobs
b.
manufacturing overhead was not charged to jobs because the rate was computed inaccurately
c.
manufacturing overhead was less than forecast
d.
the estimated volume of production was not achieved

58.
The method of charging manufacturing overhead to products should 

          always be a:
a.
percentage of direct labour cost if all jobs involve different amounts of direct labour and the wage rates payable vary
b.
machine hour rate if some parts of the factory are mechanized
c.
machine hour rate for departments using extensive machines and labour hour rates for departments where most of the work is done manually
d.
percentage of prime costs because no method of allocating overhead is accurate
59.
Selling and administrative expense may be charged to the products as 

          a:
a.
percentage of direct labour cost
b.
percentage of the selling price
c.
percentage of prime cost
d.
percentage of the manufacturing cost

60.
Which costs may be charged to cost centres on the basis of space 

          occupied?
a.
managers’ salaries
b.
power
c.
machine depreciation
d.
rent
61.
Which of the following should not be included in selling and distribution 

         overhead:
a.
salesmen’s salaries, commission and expenses
b.
showroom and finished goods warehouse costs
c.
the small cartons in which all the company’s products are packed and which the ultimate consumer receives when buying a product
d.
the packing cases into which the small cartons are some times packed.

62.
The first consideration when deciding how much detailed work should 

          be involved when analysing costs by products should be the:
a.
cost of getting the data
b.
skill of the cost accountant
c.
legal requirements
d.
reliability and usefulness of the analysis when completed

63.
The objective of allocating all costs to products is to:
a.
produce a scientifically accurate cost
b.
avoid unallocated overhead and compute total product cost
c.
co-ordinate the cost and financial accounts
d.
compute the “contribution” of the product to the final profit
64.
In contract costing the unit of cost is:
a.
labour and material
b.
the contract
c.
that part of the contract that has been completed
d.
something else
65.
To evaluate the efficiency of operations the actual contract cost data 

          may be compared with the:
a.
profit and loss account
b.
original estimate
c.
last contract for the same customer
d.
contract completed most recently for any customer
66.
If we own and operate a car at an overall cost of 1s per mile. Would it 

          pay to hire a car for 4d a mile for one journey of 10 miles?
a.
No, providing petrol and oil costs less than 4d a mile
b.
Yes, providing petrol and oil costs less than 4d a mile
c.
No
d.
Yes
67.
Which of the following costing systems would you expect to find in a 

          chemical works:
a.
contract costing
b.
batch costing
c.
process costing
d.
job costing

68.
Where a product passes through a series of operations in sequence, 

          cost accounting is normally done by:
a.
process costing designed to produce the cost of a product
b.
process costing designed to produce the cost of each process
c.
job costing designed to produce the cost of each job
d.
some other way
69.
Costs that are the same per unit of production but increase in total 

         when the volume of production increases are:
a.
fixed costs
b.
semi-variable costs
c.
variable costs
d.
standard costs
70.
Cost reports for management should show:
a.
as much detail as possible to all levels of management
b.
only summary figures
c.
details of non-controllable expenses appropriate to the level of management for which the report is prepared
d.
cost data and comparable data useful to management for decision making, pyramided for higher levels of management
71.
If a job has direct labour costs of $10, direct material costs of $20, a 

          manufacturing overhead rate of 200% of direct labour cost, and a 

         selling and administrative overhead rate of 10% of manufacturing cost, 

         should we subcontract it for $45?
a.
Yes
b.
No
c.
No, if overhead is fixed
d.
Yes, if overhead is fixed
72.
A contract has direct labour cost of $20, direct material cost of $20, and 
four hours of machine time. The normal machine hour overhead rate is 
$10 per hour. The variable cost of the contract is probably:
a.
$40
b.
$60
c.
$80
d.
something else
73.
In the case of a particular job, the direct labour cost in Department A 
(where 20 hours work is involved) is $30 and the direct labour cost in 
Department B (where 8 hours work is involved) is $5. The direct 
material cost is $20 and production department overheads are 
recovered at the rate of $1 per hour in Department A and at the rate of 
$2 per hour in Department B. The manufacturing cost of this job is 
therefore:
a.
$83
b.
$55
c.
$91
d.
something else
74.
A job has direct labour costs of $10, direct material costs of $20, fixed 
manufacturing overhead of $15, variable manufacturing overhead of 
$10, and fixed selling and administrative over head of $12. Its selling 
price is $75. What is the profit of the job and what is the “contribution” of 
the job?
a.
$8 and $30
b.
$8 and $35
c.
$8 and $20
d.
something else
75.
Cost accounting data:
a.
if accurately prepared is always suited to many different purposes
b.
is usually difficult to prepare and is seldom of great value
c.
must be specially prepared in relation to each particular decision
d.
is a scientific fact and cannot be disputed
76.
If a company has been operating at a high level of capacity and on this 
basis has computed its overhead rate for cost estimating purposes, will 
its cost estimates tend to be relatively:
a.
high
b.
low
c.
average
d.
unpredictable so far as accuracy is concerned

77.
If the same company experiences a recession and it recomputes its 
manufacturing overhead rate on the assumption that only a small 
proportion of its capacity will be utilized, will its cost estimates tend to 
be relatively:
a.
high
b.
low
c.
average
d.
unpredictable so far as accuracy is concerned
78.
The purchase of a machine costing $1,500, and having a working life of 
3 years, is expected to lead to a reduction of $1,000 per year in the 
labour costs. The manufacturing overhead recovery rate is 500% of 
direct labour cost. The total savings over a period of three years 
resulting from the purchase of this machine will probably be:
a.
$1,500
b.
$16,500
c.
more than $1,500 but less than $16,500
d.
something else
79.
In the case of a company manufacturing only one type of product, the 
direct material costs per unit are $40, and 10 hours work is involved per 
unit produced. The direct labour cost is $1 per hour and variable 
manufacturing overheads amount to 200% of the direct labour cost. If 
the fixed manufacturing overheads amount to $1,000 per year, what is 
the manufacturing cost per unit if the annual output is (a) 1,000 units 
and if it is (b) 100 units?
a.
(a) $151
(b) $160
b.
(a) $71
(b) $80
c.
(a) $131
(b) $140
d.
something else
80.
“The actual cost of a product may vary according to the time it is 
produced, the assumptions adopted by the cost accountant and the 
volumes of production and other things in the factory.” This statement 
is:
a.
always true
b.
partly true, partly false
c.
sometimes true
d.
false  ANSWERS AT THE END

APPENDIX D - FOR THE  INSTRUCTOR

CRE/ASS learning is designed to simulate an individual tutor. In designing this program, we have analysed in detail what knowledge and skills we are trying to teach, and what behaviour we expect of the student, when he has completed the program.

The advantages of the program are:—

1.
Each student can learn at the pace most suitable for him, with a relaxed amusing approach.

2.
The student studies advanced material only when he has mastered the elementary material.

3.
The program is designed to prompt correct answers from the student. The aim is to reward the student as much as possible. If he is rewarded, he will be motivated to continue paying attention.

4.
The student cannot daydream. He is continuously active and receives immediate and continuous confirmation of his success in learning the material.

5.
Sets and exercises  are designed to bring critical points to the attention of the student, and to establish his/her understanding of each critical point.

The record of responses made by the student highlights areas where the program might well be reconsidered. No program is perfect, and consistent errors in any one set by many students, may indicate that the frame should be redesigned.
A more detailed program learning support of 30 frames for each set is freely available on request by email: robertboland@wanadoo.fr
ANSWERS TO THE QUIZ
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grading:
70–80
Excellent



60–70
Good


Under 60
Fair, repeat the program




at a later date.
FINAL NOTE
We hope that you have enjoyed this program and that you have finally resolved to your satisfaction the many puzzles that we have presented to you. We believe that learning of accounting can be both intriguing and entertaining. Your text book should now be so much easier to understand, because you have the LANGUAGE!!!

You will retain and expand the knowledge, skills and attitudes you have acquired from this program, if you seek out every opportunity to use it in your day-to-day work. Have we stimulated you to be a little curious about accounting in the future? Other programs in the series now  await you …
APPDENDIX E

INSTANT RELAXATION TECHNIQUE FOR LEARNING
1. This a simple useful CRE technique to give you confidence to learn naturally. If you don't believe you can learn ... you won't learn! ... If you are tense, anxious and stressed ... you won't learn!  If you have no confidence ... you won't learn. But with instant relaxation, your mind and body become clear, confident and ready to learn.  So do the exercise now ... and again before every CRE session.  It takes only three minutes, and with practice, it becomes a powerful tool for you. The only "equipment" you need is an "open mind" and a marble (or similar small object) in your "right" (major) hand. 

2.  So, get into that comfortable position, in which you know ... you really can relax. Be aware that marble gets warm as it absorbs heat from contact with your right hand. Open you hand and allow the warmth to evaporate. Close the hand again, and recognize the marble ... as a physical external symbol ... of the internal function of your mind and body. Allow it to receive and evaporate not just heat ... but emotion, anxiety and stress ... leaving you free, relaxed, confident and ready to learn. 

3.  Relax with the hands on the lap, and fix your eyes on the marble as you repeat aloud ... the following sentence ... four times, feeling free to change the wording a little ... to fit your style ... four times ... aloud ... in all:

"I AM, I CAN, I WILL, I BELIEVE ... I will learn to speak and enjoy the NEW  COST CONTROL language … naturally ... rapidly ... and easily ... without effort"

4. With the eyes fixed on the marble ... or closed if you wish ...  start to take three slow and very deep breaths ... and be sure to pause ... on each inhalation *... and imagine ... each exhalation ... as evaporating all the anxiety and stress from your mind and body ... through the marble in your hand.

5. After the third breath, let your whole mind and body relax completely for two minutes ... thinking ONLY of your breathing ... nothing else ... no self talk at all ... just concentrate on the BREATHING ... very important. 

6. Then bring yourself back, by simply counting up from 1 to 5, feeling well, relaxed, confident and ready to learn. The marble is now your very personal symbol ... of your confidence to learn and speak the natural language with a beautiful accent. 

Note: This simple CRE "Instant Relaxation Technique" can be used anywhere (eyes open or closed) to achieve a calm mind ... without anger, anxiety or stress ... ready and confident to learn .. or deal with any new problem ... that you face … with a code word “IRT”!.
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