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LESSON 1
COST ACCOUNTING

Introduction

Cost accounting is a branch of accounting, it is younger than finascial accounting and
has developed because financial accounting alone could not serve all the purposes of modern
business. Financial accounting plays a very useful role, specially in indicating the results of
operations during a period and also portraying the financial position of a concern. But for
carrying on day-to-day work, the management of any undertaking will need much more infor-
mation than financial accounting can as such give. Questions mentioned below will always be
occurring to the management of a industrial concern :

1. Is there any wastage of material or time?

2. Is the level of efficiency what it should be?

3. What should be the selling price of an article or what should be the price to be
quoted to a customer for whom a job is to be done?

4, Additional sales can be made at concessional price. How much concession in price
should be offered?

5.  When times are difficult and sales are not easy, prices have to be reduced. Should
goods be sold at even below cost?

These are only some of the questions which management will have to answer. For the

of solving the problems indicated above, the ordinary Profit and Loss Account and

the Balance Sheet will not serve any useful purpose. What is required is that all the accounting

information should be analysed according to each type of activity. If such an analysis is made

say for each article produced or for each job done, the management would have good deal of

information on the basis of which some good decisions can be made. It is because of need to

handle the sort of problems indicated by the questions put above that the need of cost account-
ing was felt and this branch of accounting emerged.

Cost accounting is concerned with analysis of all the expenses and costs incurred so
that the cost of completing each job or producing each product, or for that matter completing
any identifiable activity, is known. Not only the total cost has to be ascertained; the figure
has also to be fully analysed into all its components. Take the example of this lesson which
isin your hand. It would be desirable to know the cost of paper and the cost of printing it as
weil as the cost of getting it prepared before it is sent to the press. It is with the help of such
an analysis only that useful information would be available to the management for its

purposes.

Definition _
The Institute of Cost and Management Accountants, London has defined Cost Accoun-

tancy as :
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“The apphication of costing and cost accounting principles, methods and technigues to
the science, art and practice of cost control and the ascertainment of proiitability. It
includes the preseniation of information derived therefrom for the purpose of mana-
gerial decisions making.”

Costing has been defined by the Institute as :
“The technique and process of ascertaining costs.”

And Cost Accounting as :
“The process of the accounting for cost from the point at which expenditure is incurred
or committad to the establishment of its ultimate relationship with cost centres and cost
units. In its wide usage it embraces the preparation of statistical data, the application
of cost control methods and the ascertainment cf the profitability of activities carried
out or planned.”

The definitions given by the Institute bring out the pomt that the processes and techni-
ques of ascertaining costs have the following aims :

(i) Cost control, i.c., keeping cost under check ;

(i) ascertaining profitability and profits camed, including ascertaining causes that lead
to a particular figure ; and
(iii) collection and presentation of such information as is required by the management
making decisions. The decisions to be made may be of various types some cxam-
ples of which have been mentioned on the previous page.

Advantages of Cost Accounting

If a good system of cost accounting is installed, the undermentioned advantages should
be available.

(i) With the help of cost accounting, it would become possible to measure and then
improve efficiency. This is done by comparing costs in one period with those in
another period or cost of one firm with that of another ctc. Suppose, in the month
of July 1993 the labour cost per unit comes to Rs. 6 whereas in the month of June
1993, the figure was Rs. 5.70 ; it would indicate that to some extent there is ineffi-
ciency in the use of Jabour. One should note that really speaking, cost accounting
is the only way of an objective measurement of efficiency. This is specially so when
actual costs are compared against what are known as standard costs which may be
thought of as target costs.

(i) When prices are within the control of the firm, it would be posssible to fix proper
prices only if costs are known. For example, when a contractor sends tender to
the prospective contractee, he can do so only on the basis of costing information in

~ (iii) Even when it is not possible for the firm to control prices, it has still to decide
whether certain products should be produced or not, having regard to the price
which is available. Suppose, the prise in the market is only Rs. 7 whereas the cost
of producing the article comes to Rs. 7.50 ; the firm will have to decide whether
this product should be sold or whether its production should be stopped.
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(iv) In special times and for special customers, special concessions have to be given.
This also can be decided only by reference to the figures of costs.

(v) Cost accounting necessitates a number of records to be maintained ; good deal of
information ¥ then antomatically available. For example, availability stocks of
raw materials would be known. This will help the management in two ways.
Any theft or pilferage will be immediately dpparent. Also, and more important,
it would be possible for the firm to plan its work.

(vi) Some of the very important questions like replacement of men by machines cannot
be decided without there being full costing information available.

(vii) Cost accounting enables a firm to ascertain the exact causes of losses or wastages
and thus enables it to put a stop to that.

(viii) Cost accounting encourages the habit of making decisions on the basis of calcula-
tions and therefore management will be discouraged from being reckless.

Instailation of a Costing System

Even though there are a number of advantages which are available to management, it
should be rememberzd that by and large it is still not compulsory to install a cost accounting
system. Concerns instal such a system chiefly because of the advantages. However, the ad-
vantages would be available only if the management is capable of studying and willing to study
all the costing information which is available.

Also, it should be remembered that every firm has its own peculiar problems and, there-
fore, each firm must specially design its own cost accounting system. Sometimes, chiefly in
case of contractors or firms which produce only one main product, separate -cost accounting is
not necessary and financial records can be made to serve the purposes of cost accounting. But
in case of Jobbing factories, i.¢., those firms which produce a large number of products, separate
cost accounting records are generally necessary.

Ancther point to remember about cost accounting is that in this case reasonable accu-
racy is sufficient. In other words, it is not desirable or necessary to try to arrive at the cost of
a product which is absolutely correct. For one thing, it may not be possible to do so: for
another, the cost of having this accurate information may be too high ccnsidering the benefit
which may be derived. For example, one can say that the cost of building one flat comes to
Rs. 45,358. 13 P. This accuracy may not help much in cutting down wastage whereas the
clerical cost may be too large. However, in case of cloth or sugar or cement, it would be
desirable to know the cost of each unit to 2 or 3 decimal places since even a small saving per
unit will mean a very large total saving in rupees. A sugar mill produces 2,00,000 quintals of
sugar ; asaving of even one paise per quintal will mean a total saving of Rs. 2,000. The
meaning of reasonable accuracy, therefore differs from industry to industry.

Another important point is that the costing information is usually required for enabling
management to make decisions. Thercfore, this information should be supplied promptly.
Delay in sending this information may mean that the time for taking action has already been
over. It is for this reason also thtmﬂyrnmﬂlmmyucmw in case of
costing information because prompt supply of information is more important than aceuracy.
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SELF CHECK TEST
State which of the following statements are truc .

(i) Joint stock companies must instal a system of cost accounting just as they must
have a good financial accounting system.

(i) The chief aim of cost accounting is to hclp in fixing price; hence if prices are beyond
the control of a firm, it will be useless for it to have cost accounting.

(iii) Cost accounting should enable one to know not only thz total cost of a product or
job but also an analysis of it.

(iv) One can easily measure on:'s effigjency and check wastages and losses on the basis
of the Profit and Loss Account.

(v) Cost accounting help in determining prices under special circumstances.

(vi) Measurement of efficiency is possible through comparision of costs in one period
with those in another.

(vii) Cost Accounting requires records in quantitative and monetary terms regarding
matenals and stores.

(viti) Costing information will be useless unless it is fully correct.

(ix) Each firm must fashion its own cost accounting system, no ready made system is
available.

(x) Cost Azcounting should be installed by all firms since it is fashionable to do so.
( True : (iii), (v) to (vii) & (ix) )

Elements of Cost

Take this lesson again and let us try to list thz costs which will be incurred to make it
‘ready for you to read it. The cost would comprise the following :
(i) the paper on which it is printed;
(ii) the amount paid to the press for printing the lesson and also for folding and
binding it;
(iii) the proportionate amount of the expznses of the salaries paid to the members of
staff of the Commerce Depdrtment of the School to write and read through the
lesson and edit it;

(iv) the proper proportion of the salary paid to the proof reader employed by the
School;

(v) the proportionate amount of the general expenses incurred in the office to pay

attention to the preparation, printing and despatch of this lesson.

It can easily be noticed that the first two items have been incurred only for this lesson
and the amounts will be different from lesson to lesson—it one lesson is Digger than another,
the cost of the paper consumed and the cost of printing it would naturally be higher. Insome
Jesson, there may even be graphs for which blocks have to be prepared; these blocks would not
bs useful for any other l2530n. Such cO5ts Or EXPINS=S which are paculiar to & particular lesson,
are kaown as direct cols. Ons can dzfine direct costs as those expenses which can be conveni-
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eatly associated with a particular job or product er unit of cost. Note the word ‘conveniently’.
Thig is becausc we must not spend on cost accounts more than the benefits which we expect to
get from it. Hence, we should not devote too much time and effort to the definite allocation
of expenses to different units of costs. Ordinarily, for any product, materials used and the
wages paid and in some cases, some €xpenses will be direct expenses.

The other type of expenses listed above are common to the various lessons which are
being prepared. The staff of the Commerce Department of the School has prepared not only
this lesson but others also ; besides, it does other work also like attending to students and to
their Response Sheets. The proof readers also have to make corrections not only in lessons
written in the Commerce Department but also in other departments. Further, the office is
paying attention to amost of problems of which preparation of lessons is only one. Such
expenses are known as indirect expenses because they are incurred not for a particular product
or job or unit of cost but for work in general. It is rather inconvenient to allocate exactly
these expenses to individual units of cost; it is more convenient to treat them in lump sum
and have asort of rough and ready method of apportioning them over various units of cost.

For industrial concerns, in direct expenses usually can be divided into the undermen-
tioned categories:—
(i) factory expenses ;
(i) office and administrative expenses ; and
(iii) selling and distribution expenses.
Expenses incurred for purposes of production are factory expenses ; expenses incurred
for obtaining orders from customers and despatching the goods to them are known as selling

and distribution expenses ; expenses incurred for the general office are known as office and
administrative expenses.

From the above, one can say that the total cost can be analysed under the six under-
mentioned elements :

(i) direct materials ;
(ii) direct wages ;

(ii1) direct charges .

(iv) factory expenses :

(v) office and administrative expenses ; and

(vi) selling and distribution sxpenses.

These are known as elements of cost. When costing information is presented, it should
be analysed under the six heads mentioned above so that one can known the relative importance
of each elemient. One should note, however, that if a concern is very small, it may have only
one category of expense instead of three or, if it is bigger but not very big, it may have one
category for factory expenses and only one for both office and selling expenses. If a concemn
is very big, each of ‘the three types of ‘indirect expenses can be further sub:divided. For

example many concerns make a distinction beween selling expenses, i.c., expenses incurred to
obtain orders, and distribution expenses, i.c., exptnses incurred to' complv with the orders.
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One should also note, some of the important terms which are often use in costing
terminology. The total of the first three elements namely, direct material, direct wages and
direct charges is known as prime cost. When factory expenses are added to the prime cost, it
become factory cost, or works cost. When office and administrative expenses are added to
the works cost, we call it as office cost or cost of production. Selling cost or cost of sales
arrived at by adding to Office Cost, the selling and distribution expenses. OF course, when cost
of sales is compared with sales, the profit or loss will be ascertained. Costing information is
usually set out in the form of a statement called cost sheet.

A chart showing Total Cost divided into Elements of cost is given below ;—

Total Cost
. v
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| I I
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I | I
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| | -
| | ! | l
4 + + + 4 +
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! | |
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Example I. In a factory 30,000 units were manufactured in the month of June, 1994 Preparé
Cost Sheet from the following :

Rs.
Opening Stock of Raw Materials 7,500
Purchases of Raw Materials 82,500
Closing stock of Raw Materials 15,000
Direct Wages 37,500
Factory Overheads 60,000
Office and Administrative overheads 30,000
Solation !
Cost Sheet for the month of June, 1994
Total Cost Cost per unit
(30,000 )urits Rs. P.
Raw Materials Rs.
Opening 7,500
4+ Purchases 82,500
90,000
—Closing 15,000
Material Conusumed 75.000 2.50
Direct Wages 37,500 1.25
Prime Cost 1.12.500 3.75
4 Factory Overhcads 60,000 2.00
Works on Factory Cost 1,72,500 575
4 Office & Admn. Overheads 30,000 1.00
Cost of Proluction : 2,02,500 6.75

e — ——— ———

Example Il. From the following information, preparc Cost Sheet for 1993

Rs.

Raw Materials
Opening 25,000
Purchases 85,000
Closing 40,000
Carriage inwards 5,000
Wage—Direct 75,000
—Indirect 10,000
Direct expeascs 15,000

—Office 500



indirect cosumption of materials 500
Depreciation—Plant 1,500
Office furniture 100
Salary—Office 2,500
—Salesmen 2,000
Foreman's Salary 5,700
Other office expenses 900
Managing Director’s remuneration 12,000
Other selling expenses 1,000
Travelling expenses of Salesmen 1,100
Carriage and freight outwards 1,000
Dividends 30,000
Sales 2,50,000
Advance income-tax paid 15,000
Advertisement 2,000
Interest 1,000

Managing Director’s remuneration is to be allocated Rs. 4,000 to factory, Rs. 2,000 tc
the office and Rs. 6,000 to selling department.
Cost Sheet for the year 1993

Raw Materials Total
Rs. Rs.
Opening 25,000
+ Purchases 85,000
1,10,000
—Closing Stock 40,000 :
Material Consuned S [ 70,000
Direct Wages 75,000
Carriage inwards 5,000
Direct expenses 15,000
Prime Cost 1,65,000
Factory Expenses—
Indirect Wages 10,060
Rents and Rates 5,000
Indirect Materials 500
Depreciation of Plants 1,506
Foreman's Salary 5,700
Mg. Director’s remuneration 4,000 26,700
Works Cost or Factory Cost 1,91,700
Office and Administrative Expenses :—
Rent and Rates 500
Depreciation on office furniture 100
Salary 2,500
Other office expenses 900
Mg. Director’s remuneration 2,000 6,000

————— - —




Cost of Production or Office Cost 1,97,700
Selling and Distributive Expenses—

Salary—=Salesmen 2,000
Mg. Director’s remuneration 6,000
Other selling expenses 1,000
Advertisement 2,000
Travelling expenses 1,100

Carriage & freight outwards 1,000 13,100

Cost of Sales 2,10,800

Profit 39,200

Sales 2,50,000

Note : Dividends, Advance Income-tax and interest are excluded from Cost-Sheet.

Hiustration 3
The Metal Products Company- Ltd. manufactured and sold 1,000 Ceiling Fans during
year cnded 31st December, 1992 The summarised accounts of the Company are given
below :—
Manufactoring Trading and Profit and Loss Account for the year
ended 31st December, 1992

Rs. Rs,

To Material used 80,000 By Sales 4,00,000
., Direct Wages 1,20,000
,» Manufacturing Cost 50,000
. Gross Profits 1,50,000

4,00,000 | 4,00,000
To Salaries 60,000 By Gross Profit 1,50,000
., Rent Rates and Insurance 10,000
,» General Expenses 20,000
. Selling Expenses 30,000 |
,» Net Profit 30,000

1,50,000 1,50,000

For the year ending 31st December, 1993 it is proposed that :—

(i) OutputmdSﬁWiﬂbclJIﬂFm;(ii)Pr'pofmmiﬂswmrhebyZﬂ'Acq'ﬂlB
prcviouywlewl;(ﬂl)wlpwuhﬂt_hhy 5% : (iv) Manufcturing cost will rise in



proportion to the coinbined cost of materials and wages ; (v) Selling expenses per unmit will
remain unchanged ; and (vi) Other expenses will remain unaffected by the rise in output.

Prepare a statement of Cost, showing the price at which the fans should be marketed so

as to eam a profit of 109 on the selling price.

Solation ;
Statement of Cost and Profit for the Maoufacture of 1,000 Fans for the
ended 31st December 1992
Total Cost Cost per
( l'm units ) unit
Rs. Rs.
Matenals used 80,000 80.00
Direct Labour 1,20,000 12C.00
PRIME COST 2,00,000 20000
Add Factory Overheads 50,000 50.00
FATORY COST 2,50,000 250.00
Add Office Overbeads
Salaries 60,000
Rent, Insurance 10,000
General Expenses 20,000 90,000 90.00
COST OF PRODUCTION 3,40,00C 340.00
Add Selling Overheads 30,000 30.00
SELLING COST 3,70,000 370.00
Profit 30,000 30.00
4,00,000 400.00
Bl R _
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Estimate for the Manufacture of 1,200 Fans during 1993
Cost per | Total Cost
Fan
Rs. Rs. Rs.
Mate:ials 80 96 1,15,200
Add 20%, wcrease (
Direct Labour 120
4Add 57, increase (wo x 120) 6 126 | 1,501,200
PRIME COST 222 | 2,66,400
Add Faciory Overhcads 25%
on Prime Cost 55.50 66,600
FACTORY COST | 27750 | 333000
Add Office Overheads
Salaries ) unaffected
“Rent J by increase 75.00 90,000
General expenses in output
COST OF PRODUCTION 352.50 | 4,23,000
Add Selling Overheads (remains unchanged} 30.00 36,000
COST OF SALES 382.50 | 4,59,000
Add Profit (10% on sales of 1/9th cost) 42.50 51,000
SELLING PRICE 42500 | 510000

Working Notes :
Profit is 10 on Selling u'_l xlﬂx %/ on cost
= 12-:—% on cost

-, Profit =—5-
100




Classification of Cost

The cost can be classified into the following :
According to Elements,
According to Functions,
According to Naturc or Behaviour,
According to Controllability,
According to Normality,

O

According to Relevance to decision-making and control.

L. According 1o Elements : The cost is classified into (i) Direct Cost and (11) Indirect
Cost according to elements viz., Material, Labour and Expenses which we have studicd earlicr

in this Chapter.
2. According to Function : The cost is classified into the following :
(i) Production Cost or Manufacturing Cost
(ii) Administration Cost
(iii) Selling Cost, and
(iv) Distribution Cost.

(i) Production Cost : The cost of sequence of operation which begins with supplying
materials, labour and services and ends with primary packing of the product—I. C.M.A.

(ii) Administration Cost : “The cost of formulating the policy, directing the Organisa-
tion and controlling the opcrations of an undertaking. Which is not related directly to a
production, selling, distribution, research or development activity of function.” 1. C.M.A.

(iii) Selling Cost : *“The cost of selling to create and stimulate demand sometimes
termed marketing and of securing of order.” .C.M.A.

(iv) Distribution Cost : “The cost of sequence of operations, which begins with making
the packed product available for despatch and end with making the re-conditioned returned
empty package, if any, available for re-use.” LC.M.A.

The following terms of cost are also included in the ‘classificaticn of cost’ as per
LCM.A.

1. Research Cost : The cost of searching for'new or improved products, new applica-
tion of materials or improved methods.

2. Development Cost : The cost of the process which begins with the implementation
of the decision to produce 2 new or improved product or to employ a new or
improved method and ends with the commencement of formal production of that
product or by that method.

3. Pre-production Cost : That part of development cost which is incurred in making
a trial production preliminary to formal production.
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4. Conversion Cost : It is the sum of direct wages, direct expenses and overhead cost
of converting raw matcrials to the formed statc or converting a material from one
stage of production to the next.

5. Policy Cost . A cost incurred, in addition to the normal requirements, asa matter
of policy of the undertaking is the policy cost.

6. ldle facilities cosi : The cost of abnormal idleness of fixed assets or available
services is the Idle Facilities Cost.

3. According to Nature : According to nature or behaviour cost, cost is cilassified
into :

(i) Fixed cost, (i) Variable cost, and (in) Semi fixed or Semi-variable cost.

(i) Fixed cost : *“A cost which tends to be’ unaffected by variation in volume of out-
put. Fixed cost depend mainly on the effluxion of time and do not vary directly
with volume or rate of output. Fixed costs are sometimes referred to as period
costs in systems of Direct Costing.” 1.C.M.A.

Fixed costs or Fixed expenses are those which do not change with the increase or
decrease in production.

(i) Variable Cost: “A cost which tends to vary directly with volume of output.
Variable cdts are sometimes referred to as direct costs in systems of direct costing.”
L.C.M.A.

Variable costs or expenses are those which increase in direct proportion with the increase
in production.

(iii) Semi-fixed or Semi-Variable Cost: “A cost which is partly fixed and partly
variable.” LC.M.A.

This is the cost which change but not in direct proportion to the increase or decrease in
she production output, €.g. Repairs and Maintenance, Depreciation etc.

4. According to Controllability : The costs can be divided into

(i) Controllable cost, and (ii) Uncontrollable cost.

(i) Controllable Costs : The costs which can be controlled by a ‘specified member’
who is an important link in the management are controllable cost. All variable
costs are controllable.

(i) Uncontrollable Costs : Uncontrollable Costs are those costs which can not be
minimised by a ‘specified member’ who is an important link in the management are
uncontrollable costs.  All uncontrollable costs are fixed costs.

According to Normality : Normal costs are those which are incurred at a given level of
output under normal conditions.

Abnormal Cost: are those which are incurred at a.given level of output under
abnormal conditions. They are incurred in exceptional circumsiances and as suci they are not
charged to the cost of production but to Costing Profit & Loss Account.
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According to relevance 1o decision making and control : The costs classified on this basis
are the following :

Shut-down Cost . A cost which will be required to be incurred even through a plant is
closed or shut-down for a temporary period e.g.,.Depreciation, Repairs and Maintenance
expenses, the cost of rent and rates eto,

Sink Costs : These costs are incurred in the past and have no effect on future decision
making ¢.g. when replacement of an asset is under consideration the undepreciated value of
existing asset it is sink cost and so icrelevant for decision making.

Opportunity Cost : Costs which are related to benefits, sacrificed or forgone are human
opportpuity costs. When the management adopts one course of action, it may have to give
up an alternative course. The benefits which might accure from the alternative would be
regarded as the opportunity cost of choosing the particular course.

Imputed Cost : 1t is hypothetical cost required to be considered to make costs com-
parable. For instance interest on capital is after required to be included in the cost of projects
even though it is not actually payable.

Out-of-Pocket Cost : A cost which will have to be paid to outsiders as against costs
such as depreciation, which do not require any cash payment, This cost -is relevant in fixation
of prices during trade recession or in make or buy decisions.

Methaods of Costing

Since the nature of work done by various firms is different, 1t naturally follows that the
exact method employed to ascertain costs per unit would depend on the nature of the business.
The following are the principal methods :—

(1) Job Costing. Work may be performed against individual orders from the customer,
as in the case of motor workshop undertaking repairs of cars or in the case of a printing press
undertaking printing jobs of different types. A factory may also produce different types of
goods against orders. The production may also be undertaken against ‘stock’ order, i.e. for
keeping the goods in the stock for ready supply of customers' requiremeats. In all these cases
the best Jcosting results can be obtained by giving a distinct job number to each order in the
factory or workshop and by opening an account to which all expenditure on the job is debited,
This will enable us to know the cost of undertaking a particular job. Separate Cost Account-

ing books are necessary,

(?) Baich Costing. Factories which have to produce a large number of parts in order
to make a product undertake the production of each part in batches, For example, a bicycle
factory may produce 10,000 handles at one time and then. take up the manufacture of other
parts. When this supply of handles is exhausted another lot of handles will be made. Thus
production is made in batches, The cost of each batch 15 ascertained separately and the
method is known as batch costing, 11 is similar to job costs.

(3) Contract or Terminal Costing. This term applies to the system of costing which
relates to business concentrating on the completion of big contracts only. Since all the energies
of the business arc devoted to one or two contracts,. the compilation of costs incurred is
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comparatively simple although the nature of contract costs is not different from job costs. A
‘job’ is a small contract ; a ‘contract’ is a big job. Costing information can be obtained from
financial books themselves, if suitably modelled.

(4) Single or Outpur Costing. This method is applied where there is only one product
as in the case of a brewery or a colliery. As in case of contract costs, the financial books
themseives can be made te yield details to make up the cost sheets. No separate set of bouk
is generally required and costing information is presented in the form of a statement known as
Cost Sheet.

(5% Process Costing. When a product passes through distinct stages or proce sses, each
having a bearing on the totzl cost of production or each yielding valuable by-firoducts or each
causing considerable wastage of materials, finding out the cost of each process will yicld good
results. For example, in case of oil, there are three distinct processes—crushing, refining 2nd
finishing. Allocating expenditure to each process will give valuable information. This method
is known as process costing.

(6) Operation Costing. This is used in case of mechanical products. Generally, many
operations are necessary to mnake an article.  For example, if cycle mud-guards are to be made
the steel sheets will first be cut into proper strips and then shaped according to the designs
and then machined and then polished. Each one of these is an operation and it is possible to
find out the cost of each operation separately. The cost of the mud-guard can be found out
by adding the cost of these operations. If this is done it is known as operation costs. There
is really not much difference between process costing and operation costing.

(7) Operating Costing. Where business does not produce tangible goods but renders
some service, the system of costing 'would be known as operating cost. A transport company
does not produce any article but it carries goods or passengers. It should know the cost per
tonne-kilometre i.c. cost of carrying one tonne of goods one kilometre; or the cost per passen-
ger-km—the cost of carrying one passenger one km. In an electricity concern cost would be
ascertained per kilowatt hour. The system of finding the cost would be similar to that of single
or output costing

(8) Departemental Costing. A factory may be divided into a number of departments
and sometimes good results are obtained by allocating expenditure first to different depart-
ments and then to the different products manufactured in that department. 1t will be seen
later that departmental costing, as this is known, is generally advantageous for the-purpose of
estimating and allocating expenses correctly.

(9) Mulriple Costing. The method (a combination of two or more methods) is follow-
ed wherc the final product consists of a number of separate parts, eg., bicycle, radio set,
motor car, etc. Tne cost of each part has to be ascertained (through batch or job costing)
and then the cost of assembling the part will be tabulated. The cost of the assembly depart-
ment will be more or less on the lines of single or output costing. The total cost of the final
product will consist of the cost of all the parts plus the cost of assembling them.
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SELF CHECK TEST

A company manufactures steel chairs on a large scale,

of various expenses, though it is not exhaustive : —
(i) steel tubing
(i) wages paid to moulders
(iii) cane used for seats
(iv) polish
(v) salary paid to accountant
(vi) salary of salesmen
(vii) rent of godown where ready chairs are stocked
(viii) wages paid to fitters
(ix) power to drive machines
(x) depreciation on machines
(xi) rent of office
(xii) lighting in the workshop
(xiii) lighting for the neonsing.
(a) Which of the above listed expenses are direct?
(b) List the selling and distribution expenses?
(¢) Which of the expenses are controllable?
a. (i) to (iii), (viii)
b. (vi), (vii), (xiii)
c. (i) to (iid), (viii), (ix)

Below is given a Jist of items



LESSON 2
MATERIALS PROCEDURES

In almost all industries, materials are of great importance ; the proportion of material to
the total cost unit may be substantial, in some cases it is even as high as 50% to 60%. Even
if the proportion is not as high as that, it is necessary to exercise full control dver the use of
this element of cost. i

This has the following implications :—

(i) While purchasing the material, care should be taken to see that quality purchased
is the one which is required for the product. The quality should neither be too
inferior nor too superior; in the first case the quality of the main product will be
low and in the second case the price paid for the materials will be unneccessarily
high.

(ii) The price paid for the materials purchased should be as low as possible.

(iii) There should be no loss while materials are being kept in the godown or in the
store. ’

(iv) The loss during the process of manufacture should be kept as low as possible.

(v) Information about the availability of stores should always be available in order to
help planning of production.

(vi) All the materials and stores of various types should be available all the time so that
there is no interruption in the production process.

Usually in every industrial concern, there is a Purchase Department whose job is to
purchase the materials of right quality in right quantity and at the right time, paying only that
price which is prevailing in the market. There is also usually a store-keeper whose job is to
receive the materials, keep them in good condition and safe custody and issue them when they
are required.  He is also accountable for balance of the material in hand.

Purchase Department. This department maintains a list of all materials and stores,
small or big, required in the factory. Itis the duty of this department to see fresh stock are
obtained before the old ones are exhausted. It is also the duty of this department to sec that
there is no overstocking.

When such a system isinoperation, the people working in the store or those who come
into the store will be under a moral pressure not to resort to pilferage or any other mischiev-

ious practice.
' Minimum and Maximum quantities. The store-keeper also plays an important role in
this respect. The work involves the fixing of minimum snd maximum limits for each item in

the store. Minimum Stock is that quantity on the reaching of which a fresh order for replea-
ishment should be placed. For example, ifitis consldam‘l proper that for welding rods the
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minimum oil stock is 100 kg., then as soon as the actual siock appmachcsklhis figure a new order must
be sent out so that new supplics are received before the oil stock is exhausted. Minimum stock usually
is fixed on the following basis .

(1) Determining the lead time, ic., the time which will elapse between the placing of
the order and the actual reccipt of materials.

(1) Determining the average conswmption during that period. Suppose average weekly
consumption of an item is 20 kg. and the lead time is six weeks, then the total
consumption required during the lead time will be 120 kg.

(1i1) Adding to the figure arrived at (ii) a margin of safetv. Suppose it is considered that
40 kg. would be safe in this respect as margin, the minimum quantity will be 160 kg.
Now orders. will be placed as soon as the actual stock come near this figure of

In this respect, quite a few terms are used, but meaning of those terms are not much
different. One of the terms is re-order level. Really sp:aking, it means the same minimum
stock as described above. Ifa firm is using both the terms, re-ordar level and minimum stock,
then by minimum stock it will be meant a figure without the safety margin, when issucs will be
resyricted to only important jobs. Some firms use the term danger level also : in that case, the
firm will name a figure of stock ; if the actual reaches that level, the firm will take emergency

action to replenish the stock.

As against minimum stock. whose purpose is to sce that the production process go on
without interruption, firms also determine what is known as maximum stock. The purpose
determining this figure is to see that there is no overstocking.

(i) It obviously means locking up of a large amount of capital which could either be
used otherwise for some profitable purpose or it would mean loss of interest.

(ii) There may be deterioration in quality when materials are kept in store for a long
time.

(iii) When large quantities are in stock, _people are encouraged to steal since they will
feel that small thefts will not be detected easily.

(iv) There 15 the daoger of obsolescence, i.e., it is possible that after some time the firm
may not need the material and therefore the material will have to be disposed off
at a high loss.

Overstocking is thus very costly and firms generally try to avoid it through fixing max;-
mum limits over which actual stock will not be allowed to rise. While fixing the limit, the
facts that are to be taken into account are the. following :—

(i) The funds that are availble.

(i) Future production plans. Plans should be firm and not mere vague ideas the firm
‘would like to do in the future.

(i) The storage space that js available,
(iv) When the prices are expected to riSe, then larger quantities will be kept in stock,
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(v) Conditions of supply : If it is thought that getting supplies in future will become
more difficult, then larger guantities may be kept.

It may be noted that what is said above about maximum stock should apply onmly to
ordinary materials and stores but it would not apply to spares of machines which are in use.
As long as a machine is in use, the spares of that should be kept in stock since often later on

it becomes difficult to get the spares.
In case, it is found that a material has not been used for a long time, and that large
stocks are being kept unnecessarily, action should be taken to immediately dispose off the

excess quantity.

Basis of Stores Controls

The importance of stores control in modern industry has led to the use of various
techniques and devices to make it efficient. We will discuss some of these devices which are

generally adopted by large concerns.

1. Selling Inventory Level

Store keeping essentially means keeping adequate store at minimum cost. For this
purpose it is necessary to decide when to requisition the purchase of various items of mate-
rials, and what quality ta requisition.  If the avarage rate of daily consnmption and the normal
delivery (lead time) are known, adequate supply of materials can be ensured and cost of storage
minimised by fixing in advance (i) a minimum level of inventory below which the quantity of
materials in store will not fall, (if) a re-order level which will indicate when requisition for pur-
chase should be issued, (iii) a maximum level beyond which the stock will not rise, and (iv)
the re-order gquantity which will prevent under-stocking and over-stocking of any item and

minimise the cost of storage.

Minimum Level

The minimum level of a particular items that should be in stock to meet unforeseen
contingencies is generally fixed on the basis of (a) the maximum rate of consumption ; and (b)
the minimum time which would be required to arrange delivery under top priority conditions.
Thus, for example, if the maximum usage is 200 units per week and emergency delivery can be
obtained in 3 weeks, the minimum level of inventory will be fixed at (200 x 3)or 600 units.
The minimum level of stock falls below the minimum, the management must arrange fresh

supplies at once on top priority.

Re-order Level

The Re-order level is the level of inventory at which purchase requisition should be

issued. This is determind by reference 1o (a) the average rate of consumption, (b) the normal

delivery time, (c) the minimum level decidsd to be maintained, and (d) an allowance or safety

margin to insure a;ain;tcmtin;:n:istlik: dslay in moyrmal delivery, excessive spoilage use,

etc. 1f the normal usuage is (say) 150 units par week, average delivery time is 4 woeks the

minimum level is fixed at 600 units and a safety margin of 150 units is decided uponm, the

re-order level should be fixed at 600 + (150 x 4) + 150 ie. 1350 units.

Maximom Level
The maximum level of stock is the upper limit beyond which the quantity of any itew
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held in stase should not rise. This level is fixed in advance to prevent over-stocking of any
material. However, the chief executive may authorise stocks to be held above the maximum
limit under special circumstances €.g., to take advantage of favourable purchasing condition,
or in the face anticipated rise of prices. The maximum level of stock is fixed after due consi-
deration of the storage costs of holding excessive stock, storage space available, risks of obso-
lescence, risks of deterioration and average rate of consumption. In ordinary practice, it is
determined as follows :

Maximum level : Re-order Level—Minimum usage during quickest delivery period +
Re-order quantity (given by the number of weeks requirement to be
ordered at a time).

Supposing, 8 weeks normal consumption is ordered at a time, the normal usage is 150
units per week; minimum usage is 100 units per week, quickest delivery period is 4 weeks,
and the re-order level is fixed at 1350 units, the maximum level of inventory will be ; 1350
units—(100 x 4) + (150 x 8) or 2,150 units.

Average inventory in hand
The average inventory in hand may be computed as follows :

Average Inventroy : Re-order level—Normal usage during average delivery time + half
the re-order quantity,

~ Given the above data the average inventory in hand will be equal (1,350—150 x 8)4
1,200/2 i.e. 750 units.

Re-order Quantity

The re-order quantity (also known as Economic Order-Quantity) is obtained by
balancing the saving in costs from large orders (e.g. special discounts, economy of bulk trans-
port, save in cost of placing orders) and the increased carrying cost of larger inventory holding
(rent of storage space, cost of insurance, opportunity cost of tying up large working capital
etc.)The Re-order quantity can be computed from : the formu'- given below :

J"Tis

RO.Q=A/"TC"

Where A is the normal consumption for a given period (in physical units) :

S is the order cost per lot;

C is the invoice of materials per unit;

i is the invoice cost of inventory expressed as ratio of the invoice cost of materials.

Initiation of purchase process : When the actual stock reaches the minimum level or the
records level, the form given bslow is filled up and sent to the Purchase Manager.
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Form No. 2
o oo e o Date..iiienesinee
Purchase Requisition (OR INDENT)
Senal Name of the Article Symbol or | Present| Minimum Maximum | Remarks
No. required Code Stock | Quantity | Quantity
B e Y &
Storekeeper

Double Bin System. Some firms divide the bin (the placement for storing the article)
physically in two protions—one, the smaller one, to store the quantity equal to the minimum
quantity (or ordering level) and the other to store the remaining quantity. The staff has
instructions not to use the quantity in the smaller portion as long as there is stock in the other
portion. As soon as it becomes necessary 1o usc the quantity marked as minimum, itisa
signal to place a fresh order. When the fresh stock is received, care will be exercised to see
that quantity equal to the minimum gquantity is segregated.

e —— — ——

Minimum
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Duty of purchase Department : On receipt of the form (Purchase Requisitions or
Indent), it becomes the duty of the purchase manager to take steps to procure the goods. The
normal procedure is as follows :

(i) Inviting quotations from various prospective suppliers.

(1) Comparing the quotations. The comparison must take into account (i) the quality
of the goods offered : (ii) the quantity ; (iii) the promised date of delivery ; and (iv)
the price quoted jncluding expenses like freight, etc., that the purchaser will have
to pay.

(i) Selecting the firm with whom the order will be placed and making out the order :

sending one copy to the Storekeeper, as intimation that the goods may be expected.

(iv) Pursuing the order to sce that the material is received on time.

Receipts : On receipt of materials, the store-keeper should examine the quantity and
the quality. These should be the same as have been mentioned in the order. If the quality is
not upto the mark, the material should not be accepted and the supplier should be informed
accordingly so that he can take it back or the.purchase manager should be informed about
the situation ; it is possible that material may be accepted and a price concession obtained
from the supplier. If there is a discrepancy between the actual quantity received and the
quantity order, the Purchase Manager should again be informed. If both the quantity and
quality are found suitable the store-keeper should make out Goods Receipt Note whose form

is given below :

Form No. 3
STORES (OR GOODS) RECEIPTS NOTE
e |7 et e A e
Supplier...............
Order No. and Date............
[
Amount
Senal Description | Symbol Quantity | Due to Remarks
SuEEIu:r Charge Total |
Rs.P. | Rs. P Rs.P. |

| |

Received bY.reriiiiiiiiiiieian .. Inspected by.....coeerienen.. Bin Cards posted B i
Store-keeper........................Costed BY.serieiiiiiisnnnn. Stores Ledger posted by........

a
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He should fill the columns only regarding the quantities leaving the amount columns
. blank. On his signing the note, he affirms that he has received the materials mentioned i it
and he becomes responsible for them.

In the store, a particular place called bin should be allotted to a particular material
and all supplics of that material should be kept only in that place. A bin may be a cormer
in the godown or a rack or a drawer or any other suitable place for the material concerned.
In very big godowns, bins arc allotted code number so that by looking at the number,
one can see where exactly the bin would be and proceed to the place and find the material

concerned.

Issues : The store-keeper would not issue materials unless there is a _proper authorisa-
tion for it. Usually, the foreman or a department is authorised to ask the store-keeper to
issue the materials. For this purpose, he fills the form which is given below :

Form No. 4
MATERIALS (OR STORES) REQUISITION
7tk SR Department......... BRC.oos 555055
Job No
|
Quantity Description Symbol | Bin Card Store Ledger Rate Amount
No. Folio Rs. P.
Kioehed W Lopmstomebicins Received by.
Storckeeper’s Signature............... Calculations checked by..................

Matcoiale Abstract by\rhrn-- LR Y T
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The foreman will enter the particulars of the material and also the quantity required.
He must also mention the purpose for which it is required that is to say the job number or the
work order number concerned. When the requisition slip is sent to the store-keeper, he will
issue the material on taking the signatures or thumb impression of the workman who has
come to take the materials, The store-keeper will collect all the requisition slips for the day.

called the bin card whose ruling is given below :

Form No. 5

BIN CARD
Noahan. oavm Maximum Quantity............. . .
Name of the article........ Minimum Quantity... ... ..~
Symbol.......... .. ugit......... Lrevious Nears......... ..
BN T Consumption...., ...~ """
Stores Ledger Folio........

ORDERED ’

Refer- | Recei- Bala- Date
No. & Qty. Date Date ence | ved Issued | pee } che- Remarks
Date Received ( cked

{
RESERVED

Job A Issued
No. o Date r

e
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There are various columns in this but basically there are three columns—one to record
the receipt-of materials, the second to record the issues and the third to record the balance.
After every receipt as indicated by the goods 1eceipt note and every issue as indicated by the
requisition slip, the store-keeper should make an entry and arrive at the balance. After doing
this, he has to forward both the goods receipt notes and the requisition slips to the store
ledger section which will arrive at the accounts involved and fill the amount columns in these
two types of vouchers.

It may be noted that if the cards. whose form is given above are kept along with the
materials in the bin itself, it would be known as a bin card. But often all these cards are kept
together in tie office of the store-keeper in a drawer it is then usual to call them as stock
control cards. But the rulings of the two cards is absolutely the same and the purpose of both
is to enable the store-keeper to have a record of receipts, issues and balance of every item
which has been entrusted to his.care.

Note : A stores ledger will also be maintained ; it is a record in terms of both quantities

and amounts. Tt will be discussed along with issues of materials.

Contiruous Stock Taking : Though theoretically there is no rteason why the actuai
stock should be different from the figures shown on the bin card, in actual practice it often
happens that there is a difference. This is because of errors on entries or errors in issues Of
loss or wastages which may have occurred. A moment’s thought will show that if the actual
stock is much different from the stock shown by the bin card then the information on the bin
card becomes rathef unreliable. It is necessary, therefore, to see that the discrepancy between '
the actual stock and a stock as per the bin card should be nil. For this purpose, it is recom-

_mended that the store-keeper or some other officer in the company should check 20 to 25
items every day by rotation and compare their actual stocks with the figures shown on the bin
card. 1f this is done, then all items in the store will be checked about 4 or 5 times in a year.
If a discrepancy is found, the store-keeper can still remember what happened and in that case
the errors can be located and rectified early.

This system can be said to have the following advantages :

(i) The actual stock and the figure on the bin card be relied upon for purpose of plan-
ning the production or other purposes.

(i) 1t is not necessary then to close the factory for purposes of the annual stock
taking, which is usual, since the bin card figures will always be represented by
actual stock, the stock sheet can be prepared from the bin card.

(iii) Store-keeper is forced to go round every bin regularly and he will then be able
to see whether any damage has set in. The damage can be then immediately
stopped.

(iv) With such a system in operation, the people working in the store or those who
come there will be under 2 moral chetk mot to resort to pilferage ot any other
mischievous practice.

N B. The continuous stock taking system is an essential part of what is known
as ‘Perpetual Inventory’ which means a system of keeping such records as
will continuously make available imformation about materials and stores on
hand. Chiefly, it is the bin card and the stores ledgerthnconstituteperpetuﬂ

jnventory.
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Method of Pricing tbe issues : There are various methods in use for pricing issues of
materials or stores.  But it shouid be noted that whatever the method for pricing the issue,
the actual issues should always be on the basis of first in first out, i.e., the earliest consignment
on hand should be exhausted first before the next lot is touched.

The different methods used for pricing out stores are the following : —

(i) FIFO—first in Sirst out—Method : In this case the assumption is that while issuing
the materials the earliest consignment is used up first. On the same basis the cost of the issue
of stores in arrived at. Suppose the first consignment received is of 200 units at Rs. 6 each
and the second consignment is 300 units at Rs. 8 each. If 250 units are issued. the cost will
be :

200 units at Rs, 6 = Rs. 1,200

SO0 unitsat Rs.8 = Rs. 400

Total = Rs. 1,600

Under the system the prices of material issued is exactly the same as paid and, hence,
the cost of jobs or products will be accurately, known, at least as regards materials. But
against this there is the disadvantage that clerical labour may be excessive since every time an
issue is made, the clerk will have to go through his record to find out what price is to be
charged. Also it is possible that if similar jobs are undertaken on the same day or in the
same week, the costs may differ simply because the materials ha e been taken from different
lots even though the materials are of the same nature.

(ii) LIFO—last in first out—Method : Though in actual practice issues are made on
first in first out basis, it is assumed for costing purpose some time that it was the latest con-
signment which was used up first and cost is arrived at accordingly. In the example given above
the cost will bc 250 units at Rs. 8 or Rs. 2,000,

Advartages

(a) The issue will be priced at the market rate prevailing more or less near the date of
issue. This has the advantage of ascertaining the cost at abouyt the prevailing
market price and the cost thus aszertained will enable the prices to pe fixed on
competitive basis.

(b) The principle of issuing the goods at cost has not been given up.

(¢) Incase of rising prices the method has the advantage of showing a lower profit
which may help in saving tax to som> extent. It is without reason that this method
has come into use only when prices have been-steadily rising.

The disadvantages of this method are the same as those of FIFO methods, namely,
excessive clerical labour and diffierent costs of similar jobs using similar materials.

(i) Average Cost: There are two possibilities—simple average and weighted average,
In case of simple average, the mean of the various prices is arrived at and issues are accordingly
priced. In the above illustration, the mean will be Rs, 7 and the cost of 250 units issued will
be Rs. 1,750, :
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In case of weighted average, the quantities are also taken into consideration. 1In the
above example the weighted average will be Rs, 7.20 as shown below :—

200 units at Rs. 6 = Rs. 1,200

300 units at Rs. 8 = Rs. 2,400

Total 500 units e Rs. 3,‘6‘[”
3,600

or 7.20

Average cost per unit =
500

The issue will be costed at this price.

It is better to follow the weighted average. Whatever the average used the issues will be
costed at the average price irrespective of the lot from which the issue is made. The average
does not change with issues but it will change with a fresh supply when a new average will be
calculated. This method saves clerical labour and adheres to the costing principle. In periods
of fluctuating price the weighted average method will even out the fluctuations.

(iv) Market Price : Tn this msthod as the name implies, the cost is ignored and issues
are priced at the prevailing market price..

It is claimed that where quotations have to be made, this is the best method since it
would reflect the latest competitive condition. But this confuses estimating with costing. We
should certainly take into account the ruling prices of materials if we are preparing to make a
tender but to find out the cost of doing a job is quite different. For this purpose, the cost of
meterials and not their prevailing price should be used.

The method is also called Replacement Cost Method since the market price on the date
of issue means the price at which present stock could be replaced by new stock.

It is also claimed for this method that it would automatically disclose efficiency or
inefficiency in buying. The Stores Legder will use cost for receipts and the market price for
issues. Higher rate for issues than for receipts will disclose, efficiency in buying (and vice
versa). This will leave 2 proportionately small amount for the quantity in hand. There may
even be a negative amount for a positive quantity balance.

It is, however, submitted that this would unnecessarily complicate costing books, and,
in any case, costing has nothing to do with profits or losses as such. This method imtroduces
an element of profit or loss in the cost itself because of the use of market price rather than
the cost for issue of materials. 1t is better to avoid the use of the method, even though the
market price would naturally be taken into consideration at the time of sending tenders or
fixing prices.

(v) Standard Price : In the case receipts and issued both are recorded at a predeter-
mined price. " Suppose in the above example, the standard price is Rs. 5 then even though
actual prices have been Rs. 6 and Rs. 8 both receipts and issues will be recorded at Rs. 5 per
gpit. The sxtra amount paid is debited to Price Variance Account ; if later the actual price
paid is less than Rs. 5, the difference will also be credited to Price Variance Account,
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(vi) Inflated Price : When the materiale are subject to inherent wastage, in other words
when the actual quantity to be available for use is likely to be less than the quantity purchased,
the cost may be inflated suitably by dividing the actual amount paid by the number of units
likely 1? be available. In this manner, the expected wastage will be automatically charged to
units of cost.

Materials Abstract. Since it is desirable to know the cost of materials used on various
jobs, the requisition slips (oa which Stores Ledger clerk has entered the amount) have to be
analysed.” The analysis is called Materials Abstract. A specimen of this is given below with :
assumed figures. From No. 7. |
MATERIALS ISSUE ANALYSIS SHEET
(Materials Abstract)

Week ending.............. oo
Job Nos.
Requis- A .
tion 105 106 107 108 109
slip No. Total | (Overheads
Rs, P. Rs.P. | Rs.P.| Rs.P.! Rs.P.| Rs. P. fﬁ"j.oll-::? hllfl.ir]?ﬂ
| 10.94 10.94 10.94
2 11.50 11.50 | 1150
3 12.81 12.81 12.81
4 9.00 9.00 9.00
5 21.62 21.62 21.62
6 16.50 16.50 16.50
7 8.25 8.25 8.25
8 13.50 13.50 | 13.50
9 15.37 15.37 15.37
10 6.19 6.19
1 11.94 11.94 | 11.94
12 13.43 13.43
13 12,19 12.19 12.19
Etc Ete.
Total 163.24 26.87 32,56 | 29.44 | 29.31 | 25.44 | 143.62 19.62

The Stores Ledger. Firms usually maintain a stores ledger also ; its ruling is given
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No. 6

STORES LEDGER

Name of the Article.......c.oe Minimum QY. ..cocvvrrenmrnnnnns
Symbol......... Unit Maximum  QUY...cooememnaneen
Bin No Previous Year's Consumption.......
Bin Card NoO...ccernmserenes Period of Delivery.....comnueeees
ORDERED ‘ QUANTITY AMOUNT
‘ Refer- Bala- | Rece- | Issued Bala-

Quan- Order  Date ence | Rece- | Issue | nce ipt nce | Rate | Remar-

tity \ ipt | Rs. P.| Rs. P. | Rs. P. ks

RESERVED

i

The following is the record of receipt of certaia m

1994

Jan, 4llwei'vﬂd100Uuitl@RS.20perunit
Jan. 8 Received 150 Units @ Rs. 22 per unit
jan. 19 Received 100 Units @ Rs. 24 per unit
jan. 25 Received 200 Units @ Rs. 26 per unit

aterials, during the month of January;
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During January, 1994 the following materials were issued : —

o ¥ ey SRe il i |
§ A e e )
Jon. ~ BN, IR 100
b U < PR TEN I N 100
A Fiviccnvlvrbvver wivsvis SO

Record these transactions in the Stores Ledger under FIFO method.

STORES LEDGER
Name of the article... ......... Minimum Qty..................
Symbol........ccemiciiasens Maximum Qty.......c..ccvvenee.ns
Bl Mol k... L&, Ordering Level.....................
Bill Card No......venv.. Previous year’s Consumption.........
Period of Delivery..........ccaveeenevine
. RECEIPTS / ISSUE /  BALANCE
' D;xtc Qty. Rate Amount | Date Qty. Rate Amount | Quantity | Amount
Rs. Rs. Rs. ; Rs.
. 1994 | 200 4,000
1 350 | 7300
Jan.4 200 20 4,000 Jan. 13 | 100 | 20 2,000 250 5,300
Jan.8 150 22 3,300 Jan. 18 | 50 |20 1,000 200 4,300
Jan. 19 100 24 2,400 Jan.20 | 100 | 50%x20 | 2,100 300 6,700
Jan.28 200 26 5,200 5022 200 4,600
Jan.23 | 100 | 100x22| 2,200 100 2,400
.}an. g? g 50 x 24 1,200 300 7,600
14,900 an. 1 50 x 24 250 6,400
TOTAL, €0 50x24 | 2.500 150 3.900

This Consist of 150 Units @ 26.
The student may have noted the following :—

(i) The Goods Received Note is prepared and signed by the Storekeeper and sent to
the Store ledger clerk. This clerk fills up the amounts columns on the Note on the
basis of the invoice received from the supplier and expenses incurred. After that he
makes an entry into the relevant account in the stores ledger—the quantity is
entered in the quantity receipt column and the amount receipt column.
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(ii) After making the issues, the requisition slips are sent by the store-keeper to the
stores ledger clerk. This clerk will open the ledger at the relevant page, ascertain
the rate per unit, calculate the amount for the quantity issued and enter the figure
on the requisition slip. Then he enters the quantity in the quantity issue column

and the amount in the amount issue column.

After every cntry he ascertains the balance both in respect of quantity and of
amount.
Illustration :

Usnig the average cost, LIFO and FIFO record on the stores ledger account [rom the
transactions below :

1 Balance on hand 1,200 units @ Rs. 4.00

5 [Issued 60 units on Reg. No. 108

11 Issued 200 units on Req. No. 210

14 Received 800 units Receiving Report 634 Price Rs. 4.75

15 Issued 400 units on Req. No. 274

20 Returued for credit 60 units found defective, received on Dec. 14
25 Received 1,000 vnits Receiving Report 712 price Rs. 5.00

30 Issued 640 units on Req. No. 318,

(Copper wire............)

Solution
Stores Ledger Account (Weighted Average Method)
Name : Copper wire i Max. Level 1 pi
Code No. Mini. Level
Bill No. Re-order Level
Req. Receipts Issues BaTanct b f
Date | No. | Qty. | Rate| Value | Qty. | Rate | Value Qty. Rate | Value
Rs. Rs. Rs. Rs.
“Date 1
1 1,200 4.00 4,800
5 | 108 60 1 4.00 240 | 1,140 400 | 4,560
11 | 210 200 4.00 800 940 4.00 3,760
14 | 634 800] 475 | 3,800 1,740 4.345 7,560
15 | 274 400 | 4.345 1,738 1,340 4.345 5,822
20 |Return 60 4,345 260 1,280 4.345 5,562
25 | 712 |1,000] 500 5,000 2,280 4.632 | 10,562
30 | 318 640 | 4.632 2,964 1,640 4.632 7,598
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Stores Ledger Account

(The FIFO Method)

Req. | Receipt Issues Balance
Date No. |
! Qty. | Rate r Vah{e Qty. | Rate | Value Qty. Rate Value
| Rs. | Rs. i Rs. Rs. Rs. Rs.
Dec. ! 1,200 4.00 4,800
5 108 60 | 4.CO 240 1,140 4.00 4,560
11 210 200 | 4.00 800 940 4.00 3,760
14 634 800 | 4.75 | 3,800 940 4.00 3,760
800 4.75 3,800
15 274 400 | 4.00 1,600 540 4.00 2,160
800 4.75 3,800
20 | Retumn 60 | 4.75 285 540 4.00 2,160
740 4.75 3,515
25 712 [ 1,000] 500 | 5,000 540 4.00 2,160
740 4.75 3,515
1,000 5.00 5,000
30 318 540 | 4.00 2,160
100 | 4.75 2,475 640 4,75 3,040
1,000 5.00 5,000
S e S
1,640 8,040
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Stores Ledger Account

(The LIFO Method)

Reg. Receipt Issues Balance

Date No. il
Qty. | Rate | Value | Qty. | Rate | Value Qty. Rate Value
j Rs. Rs. Rs. Rs. Rs. Rs.
Dec. | 1,200 4.00 4,200
5 108 60 (4.00 240 | 1,140]| 400 | 4560
11 210 200 | 4.00 800 40 4.00 3.760
14 634 | 800 |4.75 | 3,800 940 | 4.00 | 3,760
800 4.75 3,500
15 274 400 | 4.75 1,900 940 4.00 3,760
400 4.75 1,900
20 | Retumn 60 | 4.75 285 940 4.00 3,760
I 30| 475 | 1615
25 | 712 11,000! 500 | 5.000 940 | 4.00 | 3760
340 4.75 1,615
1,000 5.00 5,000
30 318 640 | 5.00 3,200 940 4.00 3,760
340 4.75 1.615
360 5.00 1,800
1,640 1475

SELF CHECK TEST

1. Fill in the blanks :

(i) It is necessary that the quality of the materials purchase should be such as wint
of the finished product.

........

------------

If the quality of the matenals
the firm will have to nav unnecessarily....c....ccoounee... in the



other case there willbea .. ... R, 1 L S -
W B s v san satians
(i1) For all items in the store two......... have to be fixed, .. wwirsnas IR s
....... .. The object is to see that stocks of all items are avmlsble all the time to
avoid... e v
and 1o avoid.!.... e
(iii) On receipl of materials the Store-keeper makes out the..............coociiiiiinn
...and enters the................
(iv) lssues will be made only on the basis of the..
...and on issue the issue column of. ............... RO e mll bc
wrmen up.
(v) Both the Goods Received Note and the Requmtmn Shm are sent to the
.......................... who writes up the.... = % Btk PO B
...on their basis.

3. Lead time is 6 weeks; average weekly comsumption is 20 units and safety margin is
3 weeks supply. What should be the minimum stock ?

3. The lollowing purch.m:: were made :

Jan. 19 500 Units @ Rs. 2 per cent
Feb. 28 400 - @ Rs. 230 ..
March 20 600 - @ Rs. 25 .

On 15t March 700 units were issued and om 25th March 400 units were issued. What
is the velue of closing stock in FIFQ basis ?
Answers :
1. (i) Qualuy, high, Righ price, saving, price, quality, product, too low.
(i) Limits, minimem, maximum, aterruption, it production, overstocking.
(ui) Goads R:e!.'wa\i Note, Bin Card.
(iv) Requisitien. Slips, Bin Card.
(v) Stores Ledger Clerk, Stores Ledger.
2. 180 umits.
3. Rs 1000: Rs. 800



LESSON 3
LABOUR

Labour also can be divided irto two categories—direct and indirect.  Direct labour s
the wages payable to those workers whose time can be conveniently associated with particular
jobs or products or other units of cost.  For example, in a garment factory those who are
actually stitching the various garments, say shirts and trousers, will be treated as direct
workers. Indirect workers are those whose time cannot be conveniently associated as stated
above these are workers whose services are meants for general purpose, like the workers engaged
on repairs and maintenance, or in the power house or in the store, etc.

Time-booking : Whether the workers are direct or indirect, there is one common problem
with them and that is regarding their attendance. Further, even though some of the workers
will be paid on piece basis, i. ¢., according to the quantity of work done and not according to
the time spent by them in the factory, it will still be necessary to record the time of arrival and
departure of such worker. This is because of the following :

(1) 1t is necessary to have discipline among workers; all workers whether they are paid
on time basis or piece basis, should come on time and should not be unduly absent.

(2) Sometimes enough work is not available for piece basis workers or they may have
to sit idle due to some other reason, such as break-down in power. In such a case, these
workers have to be paid usually on time basis, and therfore for ascertaining this time, their
attendance ete., must be correctly recorded.

Thus, it will bs szen that for all workers, it would be necessary to have a good system
of regarding attendance.

Methods of Recording Attendance : Apart from the method of asking every worker to
sign attendance register (or marking the arrival of a worker in the attendance register, which
method can be usefu! only if the number of workers is very small), there are basically two
methods—one Yy means of tokens and the other by means of time recording clocks.

In the first method each worker .. allotted 2 number and a metal 'disc or token, bearing
thg warker's number, is pat on a board.  When the worker comes in the morning, he takes
his token from the board and drops it into a box kept .or the purpose.  Obviously, all the
tokens inside the box at a particular tims will represent those who have arrived already. These
workers can be marked pressat in the attendance register. Those who artrive after the
appointed time, will have to give their tokens personally to the time-keeper and he will then
record the exact time of arrival of each worker.  This process may be repeated in the evening
when workers are leaving. 1t may also be repeated if workers go out for lunch.

This method may be useful when the number of workers is not large, but it may give
risc to disputes regarding the exact time of arrival. Also, there may be the evil of once
worker dropping into the box not omly his token butalso the tokens of his friends, thuy
workers may be paid for time not actusfly spent in the factory,
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The second method of time recording clocks is found to be useful when the number of
workers is large. For each worker, a card is made out, say, for each week; thc card bears the
worker's number.  All cards are neatly stocked in trays. When a worker arrived, he takes
his cards. inserts in the time-recording clock and the clock will then print the exact time of
arrival on the card. The clock similarly will record the exacttimeof dcparture. Obviously,
it will be possible to record the time when the worker leaves for lunch and also when he comes
back from it. This card, called Tims Card, is therefore a fool-proof record of the exact time
put in the workers, in the factory. This method, however, is also subject to the evil of the
cards of othzr workers, who are nat prescat, bzing inserted in the clock and thus absent work-
ers may be marked present.

These days automatic machines are available which not only print the time of arrival
and departure on the card but also can maintain a record inside themselves about the total
time of the worker. Also i the rate of wages and particular of allowances and deductions
wre filled into the machine. it will be capable of preparing even the wages sheet.

Duplicate Attendance - Th: mathod described above show the method which has to
be followed at the fastory eite for recording attendance of workers.  Usually, it is also desir-
able to mark the workers present once agam in th: particular department in which they are
working. This will be very useful. Firstly, the worker, knowing that he has to get himself
marked present once again, will proceed straight to his place of work and wili not waste any
time from”the factory gate of his department: thus loitering will be checked to a large extent.
Sccondly, since the number of workers in a particular department will b~ small and the fore-
man of the department will be personally knowing each worker, it will be difficult for absent
workers to get themselves marked present.  If at the ond of the month when Wages sheets
are prepared, the attendance record kept by the time-keeper and that kept by the foreman of
each department arc compared, the accuracy of the wages sheet will be fully ensured.  In such
a case, it will be extremely difficult to put dummy workers on the pay roll and also to pay
workers for the time for which they have not worked. It shouid be noted that frauds in con-
nection with wages in the form of wages drawn for bogus workers are quite common. A firm
should certainly take steps to see that this leakage is stopped. This method described above
is a good method of checking frauds and errors in this respect. Tnis method of mternal
control should be installed by all factories employing a large number of workers.

Time Booking for Various Jobs : The purpose of cost accounting is to see that the
cost of individual jobs or production is correctly arrived at. This means that the time which
is spent by workers on various jobs should bz known. For this purpose, workers are issued
with various type of time and job cards which the time taken by the workers for various
job is noted. We give below the various types of cards which are in use for this

purpose :—
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(i' A card to record both attendance and analysis—uscful when the number of workers

is not large.
COMBINED TIME & JOB CARD
Worker's Name............ e Week Ending........cooovenees
Worker's No... ... 2. N Y Rate per hour..........cc.oeue.
Time Time Amount
Day Job No - e
On Off Crdy Over Rs P
- [
Mondav i
Tuesday l

e e S — | — —— — e

Wednesday
Thursday l
Friday I
Saturday
FOreman...... ... .- iesisaivs Total Gross Wages Rs............
Time keeper.........c.o -+ Hours. .. oi.eviians
Entered in Wages Shcet Deduction :
Wages Abstract written by......... Fine......s B

Net Amount Payal;-lc BBinsivine

* These details arg gatered if payment is made weekly.
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(i) A card merely to analyse the time of workers :

JOB CARD
Worker's Name............... Week Ending.. ............
Worker's No.......c.ovevne. Rl o e U
Tie | Ailbo
D Job | Brief Descrip-- | . . Time
.y No. tion (Hours)
On off Rs. P.
Monday
Tuesday
Wednesday
B A P o
Thursday
————— e e e e — -—— I ——
Friday
Saturday
Foreman.................
LMK .o cvonnni o

Wages Abstract written by................cocoeee
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fii) A card to collect at one place all the time spent on a job :

JOB CARD
(fer one Job)
TRNBRD. . s v swmssvsiatsn Week Ending
k. e U O o TR - TR 5 e TR S IO B0 S TR
Time Rate Amount
Day Worker’s | Brief Description Total
No. of Time
work done |
On Off
| 1 P.
Mon. S — e — =
| [ L AR R e il
— = Rl O = ke
T i ——t—— ] -
ues. i - g 1= = =
i ' | i~
I o i l— £2)
| | e e W e
Wed. | g i
| I g agas el
e | T () b o '
! T nmaE W Y
s S T 07 S e ek
S lEede b S =
| = i |
g N O S ___| o
Fﬂ. I '___‘_ 3 l
| SN S s s |
: e e o
| | L fe=et
|
Total Total
Time Amount l
e PR Job Ledger Postage by ... iiiiianins



(iv) A card meant for workers paid on piece basis :

Worker's Name.....c..ccoee.

Worker’'s NO.....cooouieens

Category

Day

..............

Foreman.......

Entered on

PIECE WORK CARD
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Week Ending...... dinnabpes sy

e i e i i, T e S e e

.................

---------------------

Wages Sheet by ...............

Wages Abstract :

- Dcpartment.............. Vasaas
No. of Units 2 Amount Initials
b |

Work Job - - ‘g' - —
Performed No. & L Sl =

U =% o v

b= o " Rs. P (=

c v * 0
T L5 ] (24 3 E
e < —

Wages Abstract by......
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WAGES ANALYSIS SHEET (WAGES ABSTCACT)

Week: Elding o Lo Jnd il Al
Job Amount Job No. Over-
Card L heads
No. 203 206 207 204 209 Total
Rs. P.IRs. P.IRs. P.IRs P 8s. P.iRs P Jobs Rs. P.
| i . Rs. | F.
451 | 45 | 40 45 | 40 ; 45 | 40
432 s1 120 |35) — | |3s]oof 16| 20
433 37 | 80 | 37 | 80 ‘ 371 80
I
434 ' 44 | 30 44 | 30 | 44| 30
435 s3] 10 ' o o6 ¥ ol a0'0 13] 10
436 56 | 20 451 00§ L1 | 20 56 1 20
437 48 {10 43110]48) 10
[
| :
Total 336| 10 1 TZ| 80 l 45 [ 4) | 89, 30 ' 51 l 20 , 43 l'l(] 306] 30| 29 30
1

e e e S e S e e S, — et e 2 — .. i

Over-time : All workers, under the factories Act, arc entitled to over-time .If on any
working day they work for more than 9 liours or for mor than 48 hours in any week, the rate
of payment is double. Their ordinary hourly rate which should comprised not only basic
but also dearness allowance and the value of any food concession which may be given
to them. Thus, if a worker works for 54 hours in a weck and his wage is Rs. 1.20 per hour,
his over-time will be 6 x2x 120, i e Rs. 14.40."

1t should be noted that il the worker has been working properly during the day, his
efficiency or output in the extra time worked cannot bhe very high.,  Considering that payment
is made at double the rate, over-time is therefore costly. Good concerns therefore try to
avoid over-time as much as possible. However, even so usually there is some necessity for

over-time

The amount paid as over-time consist of clements, namely, the wages proper and the
over-time allowance which is the extra payment made. The extra payment has to be treatedas
indirect expenses if there is a general rush of work.  Butf it is the customer who has respon-
sible for the over-time, say because he insist on the work being completed very quickly then
the extra pavment should be treated as part of the job. If over-time is due to abnormal factors,
such as prolonged break-down of machines, the over-time payment should be treated as
abnormal expense and charged to Costing Profit & [ ~ss Account.
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METHODS OF WAGE PAYMENT

There are numerous methods by which the wages of workers are calcuated. But of
these, the two most important methods are the time basis and the picce basis | the time basis is
older than the picce basis method.

Time Basis Method : In this method, it is only the time put in by the worker at his
work which is considered and his wages are concerned with that. The wage rate may be so
much per hour or so much per week or per month. Surely, no worker will be kept on a job
if his output is extremely low but, otherwise, output 15 not considered. Suppose a worker is
paid at the.rate of Rs. 2/- per hour and in a week, he has put in 48 hours of work, he will be
paid Rs. 96/ for that week.

Advantages : This method has the advantage of simplicity and also ensuring that the
worker will reczive a certain amouni of money for attending the employer’s work.  There 1s
another great advantage, that the worker, being in no hurry, to complete the work, will be
careful about the quality of the work done and also about the use of materials and tools. In
fact, wherever good workmanship is necessary and where costly tools and materials are used, it
is usual to pay the workers on time basis.

Disadvantages : However, the workers have no incentive to increase their output,
efficient workers and inefficient workers are treated alike because they are paid the same wage.
The resuit is that the efficient workers also after some time, will lose any interest 1 the work
and their output will also fall. When the output falls, the cost per unit will increase because
the total wages paid and also the total fixed factory overheads have to be spread over the
smaller quantity of output. This has the further implication that if the employer fixes his
prices or submits quotations on the basis of a certain cost per unit in respect of labour and
overheads, he may be disappointed later and may find that the actual costs per unit are
higher. It is for this reason that the time basis method has been yielding place to the piece
basis method.

Piece Basis Method : Under this method, the worker is paid on the basis of the quan-
tity of output ; the actual time spent by him on doing the work 1s not considered. The rate of
wages is also on the basis of per unit of output. Suppose, a worker is paid at the rate of 50
paise per unit. In one day he produces 20 units ; he will raceive Rs. 10/- that day and if on
another day, he produces only 16 units his wages will be Rs. §/- for that particular day. This
method may also be expressed on time basis but in that case the wages will be paid forthe
Standard time [or the cutput. Suppose 2 worker is paid Rs, 2~ per hour and the standard
time for each unit of output is 1} hours. A worker produces 6 units in a day ; this means' that
he has done 9 hours of work, 1.¢. 6x 1}, he will be paid Rs. 18/ ie. 9x 2. On another day
he produces only 5 units, this means that the standard time for his work is only 74 hours and,
therefore, this wages will only be Rs. 15/-.

Advantages : This method is also quite simple. It has the further advantage of giving
a very good incentive to workers to increase their output since, by increasing the output, they
can increase their wages. The employer has th. advantage in that the fixed overheads will be
spread over a large output and therefore the amout of fixed overheads per unit will be lower.
In any case the wages per units are fixed and thus the employer can fix his prices with confi-
dence the knowledge that the wages ar2 overheads per unit will not rise.
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Disadvantages © The mathods is not free from defects :

(i) Usually, the worker will be in a great hurry and, therefore, he may ignore the
quality of the work, with the result that the firm may lose reputation as regards
workmanship of the goods.

(i) The worker will not care about proper use of tools and materials so that there will
be greater damage of tools and loss of materials.

(iiiy Some workers carn very good wages in a few days and then they absent themselves
without leave but that upsets the work of other workers.

(iv) Some other workers, in their anxiety to zarn extremely high wages, wil