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Business Administration Discipline



LECTURE 12: OVERHEADS
CONTENT

· Types of Overheads

· Absorption Costing

· Overhead Allocation, Apportionment and Application

LEARNING OBJECTIVES

After this lecture, you should be able to:

· Identify manufacturing overhead as manufacturing costs other than direct materials and direct labour.

· Give various examples of costs classified as overhead.

· Explain the procedure for overhead allocation, apportionment and    application.

· Explain the need for an overhead application rate.

· Illustrate the computation and use of an overhead application rate.
READING REFERENCE

Meigs, Chapter 16, pp. 702 – 710
LECTURE 12: OVERHEADS

	A.
	Types of Overhead

	
	1.
	Overhead - the aggregate of indirect material cost, indirect wages and indirect expenses which are unable or difficult to attribute to  a particular cost unit.

	
	2.
	Types of overhead costs: 

	
	
	(a)
	Manufacturing/Production overheads
· indirect materials cost e.g. factory supplies
· indirect labour costs e.g. salaries of factory maintenance workers
· plant occupancy costs e.g. depreciation of the factory
· machinery and equipment costs e.g. maintenance of factory machinery
· costs of regulatory compliance e.g. meeting factory safety requirements

	
	
	(b)
	Administration overheads
· e.g. rent and rates of office premises, salaries of administrative staff

	
	
	(c)
	Selling and distribution overheads
· e.g. depreciation of delivery vans, salaries of selling staff

	
	
	(d)
	Finance costs
e.g. bank interest

	
	3.
	Certain costs, such as insurance and utilities, may be apportioned among manufacturing overhead, general and administrative expenses, and selling expenses.

	
	4.
	Accounting entry:

	
	
	(a)
	When the overhead costs incurred:

	
	
	
	Dr. 
Manufacturing Overhead
Cr. 
Accounts Payable (purchase of indirect materials)


Provision for depreciation (depreciation on machinery)

	
	
	(b)
	When total overhead costs are consumed by production activities:

	
	
	
	Dr.
Work in Process Inventory
Cr.
Manufacturing Overhead

	
	
	
	


	B.
	Absorption Costing

	
	1.
	A principle to attribute all costs to cost units and to apply (or absorb) total overheads according to activity level (closing inventory is valued at a fully absorbed production cost).

	
	2.
	Procedure:

	
	
	(a)
	Ascertain and charge the items of prime cost (direct materials, direct labour and other direct costs);

	
	
	(b)
	Charge the appropriate amount of manufacturing/production overhead;

	
	
	(c)
	The sum of (a) and (b) is the total production cost;

	
	

	C.
	Overhead Allocation, Apportionment and Application

	
	1.
	Often, the initial procedure is to allocate overheads costs to cost centres.  Many items can be directly charged to a production department e.g. the salary of the department’s supervisor.   These cost centres may include the following:

	
	
	(a)
	production departments

	
	
	(b)
	service departments

	
	
	(c)
	functional cost centres for items of expenses (e.g. rent, insurance) which are shared by several departments


	
	2.
	The next step after allocation is apportionment of costs:

	
	
	(a)
	ascertain the appropriate proportion of total organisation cost attributable to the factory;

	
	
	(b)
	apportion total factory costs over departments (production or service, as appropriate);

	
	
	(c)
	apportion the costs of service departments to the relevant production departments.

	
	3.
	Overhead costs should be shared out on a fair and appropriate basis. Some examples are:
Overhead item
Basis of apportionment

Rent, electricity
Floor area occupied by each cost centre


Depreciation, insurance of equipment
Cost or book value of equipment


Insurance of inventory
Value of inventory holdings


Materials handling, storekeeping
Weight of materials


	
	4.
	Finally, overheads are applied (or absorbed) into cost of finished units, jobs or processes

	
	5.
	Objective of the overhead absorption process: to take up in the total cost of a product an appropriate and fair share of the company’s total overhead (which means a share which reflects the effort and time taken to produce that product or that particular job).

	
	6.
	Goods are produced and sold throughout the year, but actual overhead cannot be determined accurately in total until the end of the financial period.  As management must have on-going information of product costs, a predetermined overhead application (or absorption) rate (usually calculated from the budget) is calculated at the beginning of the period.

	
	7.
	Overhead Application/Absorption Rate

	
	
	=
	Budgeted Overheads

	
	
	
	Budgeted Units of Activity Base

	
	
	Activity Base - related to the production process e.g. direct labour hours, machine hours, material orders, production runs 

	
	8.
	Illustrative example:

	
	
	Estimated total manufacturing overhead costs for the year
$720,000

Estimated total direct labour hours for the year
60,000 hours

Estimated total machine hours for the year
20,000 hours

	
	
	(a)
	Using direct labour hours as activity base:

	
	
	
	Overhead application rate
	=
	$720,000
	= $12 per direct labour hour

	
	
	
	
	
	60,000
	

	
	
	
	If a production run of a product uses 400 direct labour hours, $4,800 of manufacturing overhead will be applied (400 x $12 application rate)

	
	
	(b)
	Using machine hours as activity base:

	
	
	
	Overhead application rate
	=
	$720,000
	= $36 per machine hr

	
	
	
	
	
	20,000 machine hr
	

	
	
	
	If a production run of a product uses 20 machine hours, $720 of manufacturing overhead will be applied (20 x $36 application rate)

	
	


	D.
	Over/Under Application of Overhead

	
	1.
	Usually, applied (or absorbed) overhead will not exactly equal actual (or incurred) overhead because predetermined overhead application rates are based on estimates of overheads and activity.  The difference is known as over or under application (or absorption).

	
	2.
	Overheads applied/absorbed > overheads incurred, = “favourable” adjustment to the profit and loss account, (to compensate for the excessive overhead charges in product costs).

	
	3.
	Overheads absorbed < overheads incurred = “adverse” adjustment to the profit and loss account (to compensate for the under-charging of overheads in product costs).

	
	4.
	Illustrative example:

Suppose that the budgeted overhead in a production department is $800,000 and the budgeted activity is 40,000 direct labour hours.  The overhead application rate, using a direct labour hour basis, would be $20 per direct labour hour.

Actual overheads in the period are, say $840,000 and 45,000 direct labour hours are worked.
Overhead incurred



           $840,000

Overhead applied (45,000 hours x $20)

900,000
Over-applied overhead




  60,000
The cost of produced units or jobs has been charged with $60,000 more than was actually spent.  The over-applied overhead will be credited to the profit and loss account at the end of the accounting period.


	Illustration of accounts
	
	
	

	
	Manufacturing Overhead

	
	
	$
	
	$

	
	Cash
	840,000
	WIP (45,000 x 20)
	900,000

	
	Cost of goods sold 

- Over applied overhead
	60,000
	
	

	
	
	900,000
	
	900,000

	
	
	
	
	

	
	
	
	
	

	
	Work in Process Inventory

	
	
	$
	
	$

	
	Material Inventory (say)
	100,000
	Finished Goods
	1,100,000

	
	
	
	
	

	
	Direct Labour (say)
	100,000
	
	

	
	
	
	
	

	
	Manufacturing 
	900,000
	
	

	
	Overhead
	
	
	

	
	
	1,100,000
	
	1,100,000

	
	
	
	
	

	
	
	
	
	

	
	Finished goods

	
	
	$
	
	$

	
	WIP
	1,100,000
	Cost of Goods Sold
	1,100,000

	
	
	
	
	

	
	
	
	
	

	
	Cost of Goods Sold

	
	
	$
	
	

	
	Finished Goods
	1,100,000
	Trading Account
	1,100,000

	
	
	
	
	


	E.
	Review Questions


1. The production manager has made the following estimates for the coming year:  

Estimated manufacturing overhead
$1,200,000

Estimated direct labour hour
$500,000

Estimated machine hour
80,000 hours

Required
(a)
Compute the overhead application rate based on:


(i)  Direct labour cost.


(ii) Machine hour.

(b)
Assume that the production of a particular product requires $2,100 direct material, $380 direct labour cost and 61 machine hours.  Find the total cost of manufacturing this product assuming that the overhead application rate is based on:


(i)  Direct labour cost.


(ii) Machine hours.

2.
The accounting records for the year relating to one of the products produced for the year ended 31 March 2005 showed the following: 
	
	1 April 2004
	
	31 March 2005

	Materials inventory
	$18,000
	
	$24,000

	Work-in-process inventory
	12,000
	
	7,510

	Finished goods inventory
	80,000
	
	90,000

	Direct materials used
	
	
	225,350

	Direct labour
	
	
	119,760

	Selling expenses
	
	
	170,000

	General and administrative expenses
	
	
	140,000


Overhead is applied to production at a rate of $25 per direct labour hour.  Direct labour workers have worked 7,800 hours on the product.

Required:

(a) Prepare a schedule of the cost of finished goods manufactured for the year ended 31 March 2005.

(b) Assume the company has made 20,000 during the year, what is the average per-unit cost of production.

3. Likey Ltd is specialized in building fishing boats.  During the year, it has started and completed 50 boats at a cost of $58,000 per unit.  Of these, 47 units were sold for $98,000.  In addition the company had six partly completed units in the factory at year end.  Total costs for the year were as follows: 

Direct materials used
$752,300

Direct labour assigned to production
901,250

General and administrative expenses
507,520

Manufacturing overhead
1,795,200

Selling expenses
540,305

Required:

Calculate the following:

(a) Total manufacturing costs charged to work-in-process during the period

(b) Cost of finished goods manufactured

(c) Cost of goods sold

(d) Gross profit on sales

(e) Closing inventories of work-in-process and finished goods

4. The following production costs are for April 2005:

	Direct materials
	$96,470

	Direct labour
	30,475

	Manufacturing overhead applied
	42,055

	
	$170,000


There was nil opening/closing work-in-process inventory.  During the month, 13,000 units were completed, of which 10,000 were sold at $25 per unit.

Required:

Prepare the journal entries to:

(a) summarise the total manufacturing costs applied to production for the month.

(b) transfer completed units from work-in-process to the finished goods.
(c) record the sale of 10,000 units manufactured during the period and the related cost of goods sold.
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