OVERHEAD
Recovery of Overhead (i.e., Absorption of Overhead by Production Units)
Commonly used methods of Absorption
· Production unit or cost unit method = Production overhead to be absorbed/
                                        			No. of cost units produced or to be produced
· Percentage Methods:
a) Percentage of Direct materials cost = Production overhead (Actual or pre-determined) *100
                                                                   Direct materials cost
b) Percentage of Direct Wages = Actual or pre-determined Production overhead *100
                                                       Actual or pre-determined Direct Wages
c) Percentage of Prime Cost = Actual or pre-determined Production overhead *100
                                                       Actual or pre-determined Prime Cost

· Production time rate or hourly rate methods:
a) Direct labour hour rate = Actual (or pre-determined) Production overhead
                                             Actual Direct labour Hours
b) Machine hour rate = Actual or estimated Production overhead
                                      Effective Machine hours

Sum 1 (Direct labour hour)
X Ltd has 3 production department X, Y and Z and one Service department S. The following figures are available for one month of 25 working days of 8 hours each day. All departments work all the days with full attendance.
	Expenses
	Total
	Service department (S)
	X
	Y
	Z

	Power and lighting
	1100
	240
	200
	300
	360

	Supervisor's salary
	2000
	-
	-
	-
	-

	Rent
	500
	-
	-
	-
	-

	Welfare
	600
	-
	-
	-
	-

	Others
	1200
	200
	200
	400
	400


                 5400
Supervisor’s Salary			 20% 			30%		30 %		20%
No. of workers				 10 			30 		40 		20
Floor area (in sq.ft)			 500 			600 		800 		600
Services rendered by service department to production department 50%	 30 %		20%
Calculate the labour hour rate of each department X, Y and Z.
Solutions
Statement showing the Apportionment of expenses:
	Expenses
	Basis of Apportionments
	Total
	Service department (S)
	X
	Y
	Z

	Power and lighting
	Actual
	1100
	240
	200
	300
	360

	Supervisor's salary
	Service rendered
2:3:3:2
	2000
	400
	600
	600
	400

	Rent
	Floor space
5:6:8:6
	500
	100
	120
	160
	120

	Welfare
	No. of workers
1:3:4:2
	600
	60
	180
	240
	120

	Others
	Actual
	1200
	200
	200
	400
	400

	
	
	5400
	1000
	1300
	1700
	1400

	Expenses of S
	Given ratio 5:3:2


	-
	1000
	500
	300
	200

	
	Total
	5400
	Nil
	1800
	2000
	1600


Workings​: Man hours worked during the month:
Department X : 30*25*8= 6000
Department Y: 40*25*8=8000
Department Z: 20*25*8=4000
Labour hour rate
Department X : Rs 1800/ 6000=30 paise
Department Y: 2000/8000=25 paise
Department Z: 1600/4000= 40 paise


 Machine hour rate (MHR)
MHR= Actual or estimated factory overhead
             Actual or estimated machine hours
Sum 2
From the following information, calculate machine hour rate:
Cost of machine 								Rs.200000
Installation charges								 Rs. 20000
Rent of the shop per month 							Rs.3000
Insurance premium for the machine per annum 					Rs. 1% of capital cost
Electric charges for the shop per month						 Rs 300
Repairs and maintenance per month						 0.5% of capital cost
Supervisor’s salary per month 							Rs. 1800
Rate of power charges for 100 units						 Rs. 55
The machine occupies 1/3rd of the shop area. Its life is 10 years and anticipated scrap value is Rs .10000. The supervisors devote 1/4th of his time to the machine.
Estimated idle time: 50 hrs in a year
Normal working days during a year: 250 days of 8 hours,
                                                                50 days of 5 hours
Solution
Computation of MHR
	Fixed Expenses:
	Per year
	Per hour

	Rent (1/3*3000*12)
	12000
	

	Insurance   (200000+20000)*1/100
	2200
	

	Electric charges (1/3*300*12)
	1200
	

	Repair and maintenance (0.5/100 *220000*12)
	13200
	

	Supervisor’s salary (1800*12*1/4)
	5400
	

	                 For 2200 hours
	34000
	15.45

	Variable Expenses:
	
	

	Depreciation [(200000+20000-10000)/10*2200)]
	
	9.55

	Power (55/100) *16
	
	8.80

	Overhead rate per machine hour
	
	33.80



Working notes:
· [bookmark: _Hlk37845474]Effective working hours of the machine per year:

 250 days of 8 hours 2000
50  days of 5 hours 250
                                   			           2250
Less: Idle time           		               50
                              			            2200



