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ALLOCATION AND APPORTINMENT OF INDIRECT COSTS TO COST CENTRES

Any firm carries on business for profits. Profit is the element collected by the firm from the customers over and above the total cost of the product/unit/job etc., Therefore selling price consists of two elements viz. total cost  and markup/ profit. Unless cost of a product is determined with a reasonable accuracy there is always a possibility of under/ over pricing. Both are not detrimental to the objective of a business. Under pricing entails the entrepreneur to lose the profit, whereas over pricing results in loss of customers. Thus computation of cost of product/unit plays a very crucial role in the fixation of selling price.  


 The question before a seller is how to compute the unit or product cost with reasonable accuracy. If the firm produces a single item the cost of unit or a product can be derived by dividing the total cost by no. of units/products produced.

 
For e.g. a firm incurs Rs.10, 000 for producing 1000 soaps the cost per soap works out to Rs.10/ (Rs.10000/1000).

 However real problem comes when a firm is producing no. products such as soaps, talcum powder, face creams etc., using common facilities. Simple arithmetic calculation of total cost divided by no. units produced cannot be adopted as different products may consume different quantities of resources i.e. raw materials, time of manufacturing, supervision required etc., However the need to compute correct cost is imperative in as much as any wrong computation affects the fixation of selling prices there by the profitability of the firm.


The cost concept of Direct and Indirect cost is of immense help to a firm in determining the product/job cost. 

Direct costs refer to those costs which can be easily identified with a product, process or department. Materials used and labour employed in a manufacturing and article of a particular process of production are common examples of direct costs. The raw material used for manufacturing a particular product can be easily identifiable with such product and hence it is a direct cost.

 Indirect costs also called overhead costs on the other hand refer to those costs which are not traceable or identifiable with any particular product, process or department, but are common to a no. of products, processes or departments The salary of a supervisor who is supervising the manufacturing operations of two or more machines/ products is a common expenditure for all the machines/ products and as such a portion of his salary should be distributed to each product. 

The importance of the distinction between direct costs and indirect costs lies in the fact that, the direct costs of a product or activity can be accurately determined while indirect costs have to be apportioned to the products on an equitable manner or on an estimated basis. 

Material used and labour employed directly in producing a particular commodity can be measured accurately and loaded to that particular product/ unit of service /job without any difficulty .However factory rent and factory manager’s salary cannot be related to a particular product when more than one type of product is manufactured. As such some suitable basis of apportionment of such expensed to each product have to be adopted. 

The following two procedures are followed in cost accounting to distribute the costs to various products/services/departments/process etc.,

· Allocation

· Apportionment 
ALLOCATION: Allocation refers to the process of identification of indirect costs(overheads0 with a particular cost centre or department to which they relate. This is the process of charging whole (100 %) amount of indirect expense to a particular cost centre/process/department.

APPORTIONMENT:  Apportionment refers to the distribution of overhead costs (indirect expenses) among the departments/cost centres which deal with production of more than one product on an equitable or logical basis. Apportionment involves charging a share of aggregate overhead expenses to a no. of departments or cost centres which are concerned with production of more than one product. Common expenditure incurred on more than one process producing more than one product is distributed to each process or department on most equitable way under this procedure. This gives near accurate costs if not accurate cost of product. There is an effort to obtain reasonable precision in apportionment of common expenditure which ultimately helps in computing the near accurate cost of product. This is in contrast to the simple arithmetic way of dividing the whole expenditure by the no. of products produced (blanket distribution) which is a crude method of computation of cost of products. 

Let us see an example to find out the difference between the above two methods of computation of product cost viz., blanket method and:   A firm is producing 10 different products which consume different quantities of resources. Let us presume that the firm employed one supervisor and 6 operators to operate two machines X and Y as detailed below. Also let us ignore other expenditure incurred by the firm on the production of these 10 product e.g raw materials, other incidental expenditure etc., for the sake of simplicity. 
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                       COMPUTATION OF PRODUCT COST BASED ON THE ABOVE INFORMATION.

       Cost of product as per blanket method
                   Cost of product as per allocation/apportionment method 

                                                                  






     X              Y

- Salary of the supervisor

Rs. 10,000               - Salary of the supervisor (80:20) Rs.    
 8000            2000            


 - Wages of the 2operators of
Rs.    4000
-    Wages of the 2 operators of X Rs.                4000
          -
    X machine @Rs.2000 each



  - Wages of 4 operators of 
Rs.    6000
-    Wages of 4 operators of Machine                -                 6000

     Machine Y @Rs.1500 each                                                    Y @ Rs. 1500 each  
                                                      --------------                                                                          
         ---------          ----------- 

     Total cost

Rs.20, 000.
-      Total cost
  
                            12000            8000
· Total No. of products
          10
             
- Total No. of products
                               4                       6
· Cost of each product

Rs.   2000 
- Cost of each product   (Rs)                           3000             1333   

· Profit 10%
of cost     Rs                     200
 - Profit 10%of cost     Rs                                    300                133

·  Selling price   Rs.

        2200
  - Selling price   Rs
                             3300            1466
It seen from the above, that the blanket method of apportionment of cost to cost centres /products  is misleading and leads to incorrect fixation of selling price. The correct fixation of selling price of a product is important and can be archived through   the second method i.e., allocation and apportionment of costs to the cost centers and then to the products. One should understand that incorrect fixation of selling price leads to either loss of customers/business or loss of income. Over fixation of selling price leads to loss of customers/ business whereas under fixation of the same leads to loss of income.  Hence the costs should be distributed to the cost centres or products on an equitable manner to achieve near accuracy (If not 100% accuracy) ) in valuing the goods produced by a firm.   

To achieve the above objective, the first step is to divide the entire organization into various cost centres (departments, machines, processes etc.,) against which indirect costs are easily identifiable. In the parlance of cost accounting, ‘cost centre’ means “a person, location, a piece of equipment for which costs may be ascertained’’.  The 2nd step is to accumulate costs, cost centre wise (in the present case machine X and machine Y) through the procedure of ‘allocation and apportionment’ as explained above. Third step is to charge the above accumulated expenditure of each cost centre (machines in the present case) to the products. This procedure tends to give near accurate results in computation of cost of products.

Some of the indirect expenses (common expenses) which are incurred by a firm,   are given below along with the equitable basis of apportionment to each cost centre
	          Type of indirect expenditure
	    Equitable basis of apportionment

	1. Rents rates and taxes payable on a building in which more than one machine is housed/installed

2. Depreciation of the machines 

3. General lighting of the building in which the machines are installed:  
4. Supervisors  salary
5. Repairs and Maintenance of machines:  asset value
6.   Insurance
	1. Area  occupied by each machine in the building

2. Asset value

3. No. of  light points or area/space occupied by
the each machine

4. Percentage of supervision on each machine or 
 no. of operators working on each machine

5. Capital/asset value

6. Book value of assets




