COST ACCOUNTING (DCA 201)
Chapter 4: Costing for Overheads

CHAPTER FOUR: COSTING FOR OVERHEADS

1. What is Costing for Overheads?
- Definition of overhead: “Expenditure on labour, materials or services whicannot be economically
identified with a specific saleable cost unit.”

- There are many sources of overhead cost, whieh ar
The purchase analysis.

Issues from stock

Payroll analysis

Salaries analysis

Journal entries

Petty cash book
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1. The Purchase Analysis ...
Items of goods and/or services may be purchaseichfoediate use.
For e.g, a spare part may be purchased for immeed& in repairing a machine. The entry for thisildo
be:
Debit : Production overhead
Credit: Purchases ledger contcobant

The production overhead account is also a contobant, performing the same function as a purchases
ledger control account (summarizing many individaedounts).

The purchases ledger control account summarizey individual creditor/supplier accounts.

The production overhead controls account summatimemdividual accounts for each cost centres.

2. Issues From Stock ...
Many items of consumables in a particular, wouldpbechased from the supplier, and placed into stock
until needed.
When needed by a production cost centre, the issudd be authorized and priced to give a charge to
production. The entry would be:
Debit : Production overhead account
Credit: Stores stock account

3. Payroll Analysis...
This is the source of indirect labour cost.
The cost is the gross wages paid to indirect warkech as sweepers, fork-lift truck drivers, stesgers,
etc. and also any indirect time by direct operators
E.g. if a direct worker is delayed by a machineakd®wn, the waiting time would be booked to proaturct
overhead.
The entry for indirect wages and for indirect titnedirect workers would be:

Debit: Production overhead account

Credit : Wages (& salaries) trohaccount

4. Salaries Analysis...
For monthly paid staff, for e.g. the production mger, & possible individual cost centre supervistie
charge comes through the salaries analysis. Ty would be:
Debit: Production overhead account
Credit: Wages (and salaries) control aoto

5. Journal Entries ...

For e.g. , depreciation is an overhead expenseajdagn’t some through the purchase analysis, sissess
analysis, payroll analysis, salaries analysis tiymash analysis.

A depreciation charge must be raised, & this wélldmne by means of a journal entry like this:
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Debit: Production overhead account
Credit: Accumulated provision for degiation of production machinery & equipment

6. Petty Cash Book ...

For example, petrol purchases might be throughypedsh, and this expenditure will be charged to
overhead cost.

The actual production overhead, the cost inculisedlways debited to the production overhead adcoun
Because the production overhead account is a dattcount, there will also be a production overhfsad
each production cost centre, to which its shath@total cost will also be debited.

The Fixed Asset Register ...
Def. of Fixed Asset Register (FAR): “ A record aflividual tangible fixed assets.”

Information that includes in FAR:
* Description of asset

* Details of the supplier

* |dentification code

* Depreciation method

* Major overhauls

* Date of purchase

* Cost of the asset

* Location

* Estimated residual value

- The identification code is important when a numbgidentical machines may be in use. Each machine
should be marked with its own identification numbEne cost of the asset will be the actual pricel pa
the supplier.

2. Depreciation Method
The total depreciation to be charged over ifiecof the asset will be the difference between dbst of
the assets & its estimated residual value at tdeoéits life.
$  The depreciation to be charged in the ovettaount for one year depends upon the depretiatio
method used.
$ Normally there are 3 types of depreciatigitmnd :
Straight line
Reducing or diminishing balance
Machine hours

E.g. : Black Ltd. purchased a machine on 1 JanR@@g. Its location is in Cost Centre 209. The maeh
cost RM104,000. It was estimated that it would haveyear life, and a residual value is RM6,000.
The budgeted use of the machine over its life is:

Year 3 6,000 hours

Year 4 5,400 hours

Year 5 6,300 hours

Year 6 2,300 hours
Required:

Calculate the amount of depreciation to be chatgeithe production overhead account for each ofdthe
years of the machine’s life using the following tred of depreciation:

a) Straight line

b) Reducing or diminishing balance

¢) Machine hour
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SOLUTION
(a) Straight line method

The annual depreciation to be included in the pctidn overheads is:
= ( Original cost - Residual Value ) / Bsited year life

= RM104,000 — RM6,000
4 years

RM24,500 per year

(b) Reducing or diminishing balance method
Find percentage of reducing balance. Formula :

[1 ”\] (residual value / original cost) ] x 100%

[1-* N\ (6,000/104,000)] x 100%

51%
- Calculate the annual depreciation:
Year 3 : 51% x RM104,000 = RM53,040
Year 4 : 51% x (RM104,000 — RM53,040) = RM25,990
Year5 : 51% x (RM104,000 — RM53,040 — RM25)990 = RM12,735
Year 6 : 51% x (RM104,000 — RM53,040 — RM25,99RM12,735) = RM 6,235 *
RM98,000

*: (RM104,000 - RM53,040 — RM25,990 — RM12,735) 296 = RM6,240 but we adjusted to RM6,235 to
make sure that the residual value of machinerstifiain RM6,000
Residual Value = Original cost - Annual dejpagon

= RM104,000 - (RM53,04@5,990 + 12,735 + 6,235)

= RM 6,000

(c) Machine hour method
Net cost of machine (Original cost — Residual \élu
Budgeted machine hours (6000 + 5400 + 6300 + 280@sh
Depreciation per machine hour (RM98000 / 20000r$io

RM29,400
20,000 hours
RM4.90 per hour

So, the annual depreciation to be included in toelyction overheads is:

Year 3: 6,000 hours x RM4.90 RM29,400
Year 4: 5,400 hours x RM4.90 RM26,460
Year 5: 6,300 hours x RM4.90 RM30,870
Year 6: 2,300 hours x RM4.90 RM11,270
RM98,000

3. Allocation of Overheads

#  This is the one of the procedures of overhedtte are 2 procedures are apportionment and
absorption.

# Allocation is thedentification of whole items of cost with the iming cost centre.

# E.g: A machine in Cost Centre XY is breaksvdp& spare parts costing RM1,568 have to be
purchased for its repair. The invoice from the digpdor that amount can immediately be identified
with Cost Centre XY. The RM1,568 is therefore aditarl to Cost Centre XY as maintenance
materials. So this is indirect cost = overheadcalled to the cost centre.
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4. Apportionment of Overheads

Il Apportionment is the sharing of an itemoskerhead cost between 2 or more cost centres.

Il It also applies to the sharing, by a numbecadt centres, of the cost of running a service deysant,

such as a maintenance department.

II' A maintenance department does not normally ufesture products for customers. Its purpose is
rather to quickly repair productive equipment thegaks down, or to do preventive maintenance to
avoid machine break down.

Il So, the cost of the maintenance departmentt (cestre) must be shared by the other cost centres,

which it serves.

Il E.g. Ant Limited. The crunching departmentdnt Ltd. consists of 3 cost centres : AB, CD, and K
Electricity used by the department is accuratelyenssl, but is not separately metered to each oB8the
cost centres.

In week 13, the department used 12,000 units atrédéy at a total cost of RM1, 320. The following
additional information is available:
Department: Crunching

Number of| Purchases cost of each Units of electricity Total machine
machines | machine per machine hour hours for week
Cost centre AB | 5 RM20,000 20 250
Costcentre CD | 8 RM25,000 30 200
Cost centre KL | 2 RM100,000 10 100

Required:
Apportion the electricity cost for Week 13 betweba 3 cost centres in the crunching department.

SOLUTION
i) If use value of machines as the bdsicapportion the electricity cost for Week 13 :

Purchase cost of the machines used in the cruncleipgrtment :

Cost centre AB 5 machines x RM20,000 RM100,000
Cost centre CD 8 machines x RM25,000 200,000
Cost centre KL 2 machines x RM100,000 200,000
RM500,000
Cost centre AB  RM100,000 / RM500,000 x RM1,320 RM4 2
Cost centre CD RM200,000/ RM500,000 x RM1,320 528
Cost centre KL  RM200,000/ RM500,000 x RM1,320 528
RM1,320
i) If use units of electricity as the ba$ir apportion the electricity cost for Week 13:
Cost centre AB 250 hours x 20 units per hour 5,004its
Cost centre CD 200 hours x 30 units per hour 6,000ts
Cost centre KL 100 hours x 10 units per hour 1,000its
12,000 units
Cost centre AB 5,000/ 12,000 x RM1,320 RM 550
Cost centre CD 6,000/ 12,000 x RM1,320 0 66
Cost centre KL 1,000/ 12,000 x RM1,320 011
RM1,320
Notes:

Compare the amount of electricity cost for eacht @@mtre on each of the methods of apportionment
considered.

The total units in the apportionment calculatiord agh to 12,000 units. This agrees with the totatsun
metered to the crunching department, as givenamthestion.
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5. Apportionment of Service Department Costs

A) Canteen...

Normally we assume that the existence of a workéeem gives benefit to employees.

If the employees who use the canteen pay the sl of their meal, then there is no cost for thmgany

to be concerned with.

However, normally the company will bear the costha canteen & meals will be free, or employee$ wil
pay nominal prices & a large proportion of the c@dt be borne by the company. This will encourdbe
employees to use it.

E.g : VV Limited has 120 employees. It has a canteen which in 2886, cost RM48,000 to operate.
This did not include the cost of food purchases,the prices charged to employees were set to dbier
cost. The 120 employees consisted of 80 produaioployees, 19 administration employees, 6 selling
employees and 15 distribution employees. The priisluemployees were in:

Department A 23
Department B 49
Department C 8
Required:

Calculate the canteen cost to be apportioned tpribduction cost centres and to the administrasetling
and distribution functions for Year 2006.

SOLUTION
Canteen cost to be apportioned RM48,000
Number of employees 120 employees
Canteen cost per employees (RM48,000 / 120 emp&)ye RM400 per employee
Production cost centres;
Department A 23 employees x RM400 RM 9,200
Department B 49 employees x RM400 19,600
Department C 8 employees x RM400 3,200
Total in production cost centres RM32,000
Administrative functions:
19 employees x RM400 = RM7,600
Selling functions :
6 employees x RM400 = RM2,400
Distribution functions:
15 employees x RM400 = RM®6,000
Total canteen cost = Productions cost certrddministration + Selling + Distribution
= RM 32,000 + RM 7,600 + RM 2,400 + RM 6,000
= RM 48,000

B) Maintenance ...

Maintenance department will be required wherdpotion machines break down.

It will be important that repairs are made asrsas possible so as to minimize the loss of pribaiuc

time.

Maintenance department also undertakes schedoiteghlanned maintenance where machines are
overhauled. This approach has the advantage thetiption management know exactly when they will be
without a machine because of scheduled mainten&ariat there should be fewer unexpected break down.
The cost of maintenance to the production costreemthether breakdown or scheduled, consists @r&p
Cost of materials & replacement parts used
A charge for the labour & overhead cost of the rreaiance department
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- Important point to the maintenance departmgnalour & overheadll becomes overhead when it is
charged to the production cost centre for whomvibek is done

E.g : SS Limited has 3 production cost centres, X, Y and Z and rtic® cost centre which is the
maintenance department.

The maintenance department labour and overheadrdéar 2006 amounted to RM80,325. Overhead
already allocated and apportioned to the produatast centres for the year is:

Cost centre X RM228,000
Cost centre Y RM185,000
Cost centre Z RM101,000

These figures include the cost of materials andesparts used by the maintenance department. Bkis ¢
has been allocated to the production cost centréBeobasis of purchase invoices and stored isgrds.
Maintenance work records show that the maintenamoers booked to breakdown and scheduled
maintenance for the production cost centres du¥ieay 2006 were:

Cost centre X 2,600 hours
Cost centre Y 2,900 hours
Cost centre Z 800 hours
Total 6,300 hours
Required:

Calculate the total production overhead (includapportioned maintenance department cost) for each
production cost centre for Year 2006.

SOLUTION

Total charge able maintenance department hours 6S0G
Hourly charge rate for labour & overhead (RM8®,35,300 hours) RM12.75 per hour

Apportioned maintenance department cost:

Cost centre X 2,600 hours x RM12.75 = RM33,150
Cost centre Y 2,900 hours x RM12.75 = RM36,975
Cost centre Z 800 hours x RM12.75 =RM 10,200
So, the total production overhead for each costreést
X Y z Maintenance  Total
RM RM RM RM RM
Allocated & apportioned 228,000 185,000 101,000 80,325 94,325
Apportioned maintenance cost 33,150 36,975 10,200 230,3 Nil
Total 261,150 221,975 111,200 Nil 594,325

6. Inter-Service Department Charges
Example: In one company, there was both a mainemedepartment and canteen. It is possible that
sometimes the maintenance depart might repair imgovens or even canteen furniture, and at the
same time, maintenance depart personnel also esattteen for meals. In this situation, some of the
canteen cost should be charged to the maintenapaatdent and some of the maintenance cost should
be charged to the canteen. These are known assitéice department charges.
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7. Overhead Absorption
Overhead absorption comes after collection, allonand apportionment
Production overhead has been collected from itss8iple sources, and through allocation and
apportionment, has been charged to productioncemgtes, ready for absorbing into the cost unit.

Def. of overhead absorption: “A means of attribgtoverhead to a product or service, based for
example, on direct labour hours, direct labour coghachine hours.”

So, we are looking for a way of relating some & tbtal production overhead of a cost centre tounie
of a product which is made in that cost centre.

Conversion cost = “ The cost of converting matdriad finished products, likes direct labour, direc
expense & production material.”

8. Predetermined Overhead Absorption rates
If a company makes many products, so product citisbeneeded regularly during the year, for
example to assist in setting selling prices for peaducts & for new customers.

For this reason, production overhead absorpti@smatust be on budgets & production overhead.
This allows the production overhead absorptionsrédebe set at the start of the financial year.
The absorption rates are call predetermined.

9. Over or Under Absorption Overhead
Production overhead absorption rates, on whichleasis is chosen, will be predetermined.
The rate will be based upon budgeted productiomtmas & a budgeted measure of output could be
measured in the direct material cost of outpugditabour cost of output, prime cost of outputhar

hours needed to achieve the output (direct labourdy machine hours @ process hours).

The predetermined production overhead absorpti@nisapplied to the actual output. This gives the
absorbed production overhead.

If the actual production overhead incurred is ntbiamn this, then there is under-absorption of prédoc
overhead.

If the actual production overhead is less tharatteorbed overhead, then there is an over-absomgftion
production overhead.

Learning Outcomes

» ldentify possible sources of overhead cost

» Describe the procedures for the collection of ogathcost against cost centres
» Allocate production overhead to production and ises/cost centres

» Apportion production overhead to production andisercost centres

Basic Reading
1. T Lucey (2001) Costing;"5ed. London: Continuum

2. C Drury (2000) Management & Cost Accountind;éd. London: International Business Press
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3.

S. Derek (2000) LCCI Cost Accounting; LCCI ExaminatBoard Preparation Books

Revision Questions

1. Sinma Company has 3 production departments (P2 Bnd P303) and 1 service department
(S101). An overhead distribution sheet has beeatestfor the year ended 30 June 2006, and after all
overhead has been allocated & apportioned, thdtseme:

P101 P202 P303 S101 TOTAL
RM RM RM RM RM
Alloc. & Apportion 223,441 105,225 87,452 60,000 476,118
The benefit given by each service department dutieg/ear has been analyzed and found to be:
P101 P202 P303
By S101 40% 35% 25%
Required: Calculate total overhead cost for eachrtion departments.

2. Vivian Company purchased a machine on 1 Januar§.2l0e machine cost is RM250,000,
estimated year life 8 years and residual valueMd®000. The budgeted use of the machine over
its life is:

2006 10,000 hours
2007 9,300 hours
2008 8,000 hours
2009 8,500 hours
2010 7,000 hours
2011 5,000 hours
2012 3,000 hours
2013 1,500 hours
Required:

Calculate the amount of depreciation to be chatgdde production overhead account for each 8
years of the machine’s life using the following tred of depreciation:

(a) Straight Line

(b) Machine hour

(c) Reducing balance using double rate

3. Briefly explain about overhead sources
4. Identify the difference between under-absorptiod awer-absorption overhead. What are the effects
in presentation of product costing regarding on #fesorption?
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