ACC2200- Management Accounting Tutorial Homework

Week 7: Overhead Costs at a Closer Look
Tutorial Question: Chapter 7- 7.1, 7.9, 7.10, 7.28, 7.29, 7.30, 7.40, 7.41

Question 7.1 

Overhead costs are the indirect costs incurred in the manufacturing of products. These are the factory costs that are incurred in producing products but cannot be traced directly to them. They include all manufacturing costs other than direct material and direct labour, such as the costs of supervision, power, factory security. We include all product-related costs other than direct costs in overheads because managers many require comprehensive estimates of product costs for making product related decisions. However, the inventory standard AASB102 says that the inventory valuations in external reports of manufacturing businesses only include manufacturing costs, a distinction is drawn between indirect costs within the manufacturing area, called manufacturing overhead, and other direct costs incurred along the value chain, upstream and downstream, of the manufacturing or production area. 

Upstream costs and downstream costs, regardless of whether the entity is a manufacturer, or a service provider include costs incurred before and after the production process such as research and development, design and supply costs, marketing, distribution and customer service costs. 

The indirect costs of responsibility centres are costs assigned to a unit in an organisation such as a department or division where a manager is held accountable for performance. Indirect costs cannot be traced directly to the centre, so they need to be assigned instead. 

Question 7.9

A cost driver is an activity or factor that causes costs to be incurred. A volume-based cost driver is a cost driver that is a measure of or proxy for the volume of production. An assumption underlying the use of a volume-based cost driver is that costs are caused, or driven, by the volume of production. Examples include direct labour hours, machine 
hours and direct material volume.  
 
Non-volume-based cost drivers are cost drivers that are not directly related to the number of units produced. For example, in manufacturing the set-up costs are not driven directly by the units of output since each batch can vary in volume. In a bank, non-volume-based costs can include human resource management (driven by staff numbers), cleaning (driven by floor space or room numbers), and IT servicing (possibly driven by the number of computers)

Question 7.10

Labour cost is a commonly used base for allocating overhead costs to cost objects including projects such as those undertaken by FFA. Although such projects may be self-funded by the member countries they result in additional overhead costs being incurred by the FFA. As these overhead costs cannot be specifically traced cost effectively to the individual projects, an appropriate allocation base is needed to allocate them to the individual projects to avoid cross-subsidisation of projects from member contributions and donations. It is likely that there is some relationship between the level of salary costs for the projects and the increase in overhead costs incurred by the FFA (as larger, higher cost projects are likely to require more support from FFA), though the correlation is unlikely to be perfect. In the absence of a stronger logical connection and a more practical, cost effective allocation base the use of salary costs as the allocation base may be reasonable. However, it is not surprising that the member countries questioned and sought independent advice on the accountability of the seemingly high overhead recovery rate of 66% of salary costs, because to them the overhead recovery is an uncontrollable cost.
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Question 7.29- Step Down Method

STEP-DOWN
Dept. Overhead
Allocate Computin|
Allocate HR
Totals

Quantity of cost
driver
Departmental
Overhead Rates

Human Resources

$720,000
0.2 X 1200000 $240,000.0
IGNORE THE SECOND

OVERLAP

Computing
$1,200,000
0.2X86400C $172,800.0
$1,372,800.0

Deposits

0.6 X120000 $720,000.0
0.5X864000 $432,000.0
$1,152,000.0

Loans

0.2 X 120000 $240,000.0
0.3 X 864000 $259,200.0
$499,200.0

Totals
$1,920,000

$1,200,000.0
$864,000.0

$2,064,000.0

HR support to
computing

0.2 X 72000C $144,000.0

$864,000.0 144000 + 720000
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QUESTION 7.28 Direct method

Direct Method
Dept. Overhead
Allocate Computin|
Allocate HR
Totals

Quantity of cost
driver
Departmental
Overhead Rates

Human Resources
$720,000

IGNORED IN DIRECT
METHOD

Computing
$1,200,000

IGNORED IN DIRECT
METHOD

Deposits
0.6 X 1200000 $720,000.0
0.5 X 720000 $360,000.0
$1,080,000.0

Loans

0.2X 120000 $240,000.0
0.3X720000 $216,000.0
$456,000.0

Totals

$960,000.0
$576,000.0

$1,536,000.0





