ALLOCATION OF OVERHEADS
Direct costs can usually be allocated to a product without difficulty.  Establishing the overheads connected with a product may be more difficult.  The normal process is to isolate cost centres and to allocate or apportion overheads to them.

Cost Centre – a location or a function where costs can be ascertained and related to cost units for control purposes.

Cost Allocation – where the whole of a cost can be attributed to a cost centre.

Cost Apportionment – the splitting or sharing out of a common cost over receiving cost centres.  This can be done by various means;

	Costs


	Apportionment Basis

	Insurance

Heating

Restaurant

Personnel Costs
	Value of Equipment with cost centre

Space occupied/No. of radiators in cost centre

Number of employees in cost centre

Number of employees in cost centre


Once overhead is allocated or apportioned to cost centres then it is spread over cost units by overhead absorption based on perhaps labour or machine hours.  These bases are thought to be the best ways of recovering overhead in production based departments.

Example

A company has two productive departments, pressing and assembly, and two service departments, canteen and maintenance.

In the pressing department there are 150 workers on a 40-hour week and in the assembly department there are 200 workers working under the same conditions.

Wage rates are £7.50 per hour and £5 per hour respectively.  25 workers are employed in the maintenance department.

Factory overhead for the month (4 week) is:

	
	   £

	Rent, rates and insurance

Supervisory wages – Department P



          - Department A

Canteen wages

Plant maintenance wages

Power

Light and heat

Depreciation


	12,000

4,500

6,300

3,150

9,000

3,650

1,200

5,500


Information:

	
	Dept P
	Dept A
	Canteen
	Maintenance

	Floor space occupied in ratio

Capital values of plant (£)

Power – metered (£)

Use of canteen 

Budgeted direct labour hours

Budgeted direct machine hours
	5

13,000

1,800
	4

8,000

1,200
	2

2,000

200
	1

4,500

450

	
	In proportion to total employees

	
	24,400

98,000
	32,000
	
	


No plant maintenance is carried out for the canteen department, and time sheets of maintenance men show that work has been done for the productive departments in the ratio of 3 (Dept P) to 2 (Dept A).

Show how the total factory overhead is apportioned between the pressing and assembly departments and hence determine how much overhead would be charged to Job X if it spends 2 labour hours and 10 direct machine hours in Dept P and 1 direct labour hour in Dept A.

Solution

Overhead apportionment statement for all departments.

	
	Basis
	Total

£
	Dept P

£
	Dept A

A
	Canteen

£
	Maintenance

£

	Rent, rates etc

Indirect wages

Power

Light, heat

Depreciation
	Floor space

Allocated

Metered

Floor space

Capital values


	
	
	
	
	

	
	
	45,300
	14,400
	13,500
	5,950
	11,450


In the above, maintenance uses the canteen, but the canteen does not use maintenance, hence the canteen costs are reapportioned to Departments P and A and maintenance, then the new (increased) maintenance costs are reapportioned to Departments P and A.
Overhead apportionment for Departments P and A.

	
	Basis
	Dept P

£
	Dept A
	Canteen

£
	Maintenance

£

	Canteen

Maintenance


	Employees

(150:200:25)

Records

(3:2)
	14,400

______

23,888
	13,500

______

21,412
	5,950

(_______)


	11,450

_______

(______)


Overhead rates

Overhead charged to Job X =

A departmental basis for overhead absorption rates is likely to be better than a blanket rate covering all departments because all jobs will not pass through all departments.

Because of problems of timing and variability it is preferable to base the calculation of the absorption rates for the overheads on standard levels rather than actual levels, i.e. use an annual estimated overhead expenditure and activity level.  The activity level used can either be the normal level, i.e. the long term average, the annual budgeted level of the maximum level.  Whichever is used there will almost certainly be an under or over recovery of overheads because the actual overhead expenditure and activity level are unlikely to be the same as the corresponding estimated quantities.

SSAP states that for the purpose of external reporting the allocation of overheads in the valuation of stocks and work in progress needs to be based on the normal level of activity and that any under or over recovery should be written off against the profit and loss statement in the current year.  However this method of allocation may be totally inappropriate for decision making.  In order that overheads can be effectively controlled they should not be allocated to products but to the individuals who can influence them, ie to the responsibility centres. 

