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CHAPTER 1

INTRODUCTION

1. BACKGROUND

The study was undertaken in  order to  tackle  the problem o f accounting 

fo r  inventory. While there is  universal agreement th a t  the 

fundamental p r in c ip le  in  accounting fo r  inventory is  s t i l l  h is to r ic a l 

cos t, there are d iffe rences  o f  opinion as to  what cons titu tes  cost. 

Besides the problem o f  what measurement should be used in  determining 

cos t, such as, fo r  example, f i r s t - in - f i r s t - o u t  or la s t - in - f i r s t - o u t ,  

there is  a fu r th e r com plication as to  what elements o f  ccst should be 

included in  the computation o f  cost.

There is  nu ...v fflen t th a t d ire c t  m ateria l should be included in  the 

va lua tion  and there seems to  be no disagreement th a t d ire c t labour is  

an element o f cc t . ^  These facto rs  are regarded as d ire c t production 

costs which co n s titu te  the prime cos t. The element o f cost tha t 

causes extensive debate ana argument is  the treatment o f  overhead.

The Companies Act requires th a t

"The annual f in a n c ia l statements o f a company s h a ll,  in  

conform ity w ith  gene ra lly  accepted accounting p ra c tice , f a i r l y  

present the sta te  o f  a f fa ir s  o f  the company."2



The Accounting Practices Board (APB) was formed in  1973 under the 

auspices o f  the National Council o f Chartered Accountants (S .A .) w ith  

the ob jective

"To es ta b lish  and to  procure the negotia tion  and acceptance o f 

what the Board considers is  or should be gene ra lly  accepted 

accounting p ra c tic e ."  *

Although Senior Counsel's opinion^ obtained in  1977 by the APB 

argued th a t non-compliance w ith  APB statements would not necessarily  

co n s titu te  a contravention o f  the Companies A c t, compliance w ith  APB 

statements removes any doubt o f  contravening the requirement to  

conform w ith  genera lly  accepted accounting p ra c tice .

An extensive survey o f  a l l  overseas m u ltin a tio n a ls  th a t have loca l 

operations in  South A fr ic a  may be a useful source o f  estab lish ing  

overseas p ra c tice . However, such a survey was considered beyond the 

scope o f  the requir:- ^rvts o f th is  research study. The United States 

o f  America was selp-stisd in  preference to  o ther countries because o f 

the w r ite r 's  c u m  " I  involvement w ith  a United States m u ltina tiona l 

corporation operating tn South A fr ic a . The need arose in  p rac tice  to 

c r i t i c a l l y  review •- < inventory costing module which was in tegrated 

w ith  a computer based manufacturing resource planning system th a t had 

been developed in  the United States and purported to  represent the 

accepted p rac tice  in  the United States.



2 . SIGNIFICANCE OF THIS RESEARCH

Because o f the possib le  legal requirement to  conform w ith  APB 

statements and the complex subject o f  d e fin ing  the cost o f  production 

th a t should be represented in  the cost o f inven to ry , any study th a t 

attempts to  c la r i f y  the sta te  o f  the a r t  should con tribu te  towards the 

b e tte r understanding o f accounting standards and a s s is t in  improving 

the q u a lity  o f  re po rting  by organizations th a t hold s ig n if ic a n t values 

o f  inventory.

A comparison between loca l and overseas p ra c tice , p a r t ic u la r ly  the

treatment o f  overhead as an element o f  cost in  the va lua tion  o f

inventory would be useful in  id e n tify in g  the d if fe re n t approaches to  

the va lua tion  o f  inventory.

3. AIMS

The aims o f th is  study are :

to  analyse the th e o re tica l concepts th a t have been 

applied in  overhead absorption w ith  p a r t ic u la r  emphasis on

the South A frican  and United States genera lly accepted

standards, w ith  a view to  comparing th e ir  requirements w ith  

actual p ra c tice ,

to  determine the in fluence th a t United States m u ltina tiona ls  

have on the p o licy  and methods o f  absorption costing used by 

th e ir  South A frican  subs id ia ries .



4. METHODOLOGY

The procedural approach th a t has been used In  the study was f i r s t  to 

review and analyse both the United States o f  America and the South 

A frican co d ifie d  statements on inventory va lua tion  and to  review 

appropriate l i te ra tu re  on the subject o f absorption cos ting . Having 

id e n tif ie d  the th e o re tica l concepts a survey was undertaken to  

estab lish  the p ra c tica l app lica tio n  o f the theory. The survey took 

the form o f a questionnaire d irected  a t  a l l  loca l companies believed 

to  be c o n tro lle d  or owned by United States corporations. An in te r ­

view was also conducted to  te s t the usefulness o f  the questionnaire.

5. STRUCTURE OF THE REPORT

Before addressing the question o f  whether United States m u ltina tiona ls  

are In a po s itio n  to  in fluence the j 'H c y  and methods o f  absorption 

costing used in  inventory va lua tion  by th e ir  loca l subsid iary 

operations, the f i r s t  aspect to  consider, which is  discussed in  

chapter two, is  the extent o f United States long term investment: 

The monetary value o f  United States Investment in  South A frican  

undertakings is  id e n tif ie d  and compared w ith  Investments from other 

major in te rn a tio n a l regions.

The re po rt is  then div ided in to  two d is t in c t  sections. The f i r s t

section, covered by chapters three to  seven, discusses the standards 

and theory o f  the treatment o f overhead in  Inventory va lua tion .

The f i r s t  section comprises the fo llow ing  :



Chapter three attempts to  define and exp la in  the term "overhead". 

Chapter fo u r analyses the standards o f  genera lly  accepted 

accounting p rac tice  In the United States o f  America and South 

A fr ic a ,  on ly in  so fa r  as these standards impact on the va lua tion  

o f inven tory .

Chapter f iv e  discusses the arguments fo r  and against the 

in c lu s io n  o f  f ix e d  overhead in  inventory under the heading o f 

Period and Product Cost.

Chapter s ix ,  e n t it le d  Cost Behaviour, explores the re la tio n s h ip  

and s e n s it iv i ty  o f  expenditure to  volume.

Chapter seven examines the methods used in  the c a lc u la tio n  o f 

overhead by considering the basis o f  recovering overhead, the 

capac ity  concept, the nature o f  expenditure used in  the  calcu­

la t io n  and the frequency o f  review ing the recovery ra te .

The second section deals w ith  the em pirica l aspect o f  the study and 

consists o f  the fo llow ing  :

Chapter e ig h t defines the survey o b je c tive s , the population and 

the methodology.

Chapter nine summarizes and h ig h lig h ts  the responses to  the 

questionnaire  making reference to  the supporting schedules th a t 

provide the necessary d e ta il.

Chapter ten discusses the re su lts  o f the survey w ith  a view o f 

analysing and in te rp re tin g  the responses and where appropriate 

comparing the actual p ractice  w ith  the th e o re tica l concepts.

F in a lly  chapter eleven presents a summary o f the fin d in g s  and 

concludes w ith  a v ’ ew expressed on the o r ig in a l aims o f  th is  study.



6 . SUMMARY OF THE KEY ISSUES

A separate chapter has been devoted to  id e n tify in g  the d iffe rences 

between the United States and the South A frican  standards.

The most s ig n if ic a n t d iffe rence  Is  in  the treatment o f  f ix e d  overhead. 

The South A frican  standard allows a choice o f  e ith e r includ ing  or 

exclud ing, in  whole o r in  p a rt,  the fixe d  po rtion  o f  production over­

head from the cost in  the va lua tion  o f inventory.

The United States accounting standard hard ly addresses the issue and 

i t  has been l e f t  to  the In te rn a l Revenue Service to  le g is la te  the 

Inc lus ion  o f  fix e d  overhead in  the cost o f  the va lua tion  o f  inventory.

The e f fe c t  o f  the d iffe rence  in  the treatment o f  f ix e d  overhead on the 

va lua tion  o f  Inventory impacts on the reported earnings. A United 

States operation Inc lud ing  both f ix e d  and variab le  overhead in  the 

va lua tion  o f  v.ventory would re po rt higher earnings per share than a 

South A frican  operation om itting  the f ix e d  overhead portion  where 

Inventory had increased over the leve l reported fo r  the previous year. 

This d iffe rence  in  approach d is to r ts  the re su lts  and makes comparison 

between United States and South A frican  operations om ittin g  fixed  

overhead very d i f f i c u l t .

The va lua tion  o f  Invent?*^ also has a very s ig n if ic a n t impact on the 

borrowing powers o f fo re iy ., owned companies operating in  South A fr ic a . 

The Reserve Bank imposes a re s tr ic t io n  on the extent to  which fo re ign



owned companies are perm itted to  borrow from loca l sources. Since 

:he borrowing re s tr ic t io n s  are based upon the net equ ity  o f the 

company. Inc lud ing  f ix e d  overhead costs in  the va lua tion  o f inven to ry , 

would have the favourable e ffe c t o f increasing the equ ity  and 

therefore the borrowing powers o f the operation.



CHAPTER 2

THE UNITED STATES INVESTMENT IN SOUTH AFRICAN COMPANIES

1. INTRODUCTION

Before I t  is  possib le  to  determine whether United States m u lt i­

na tiona ls  can in fluence  the p o lic y  and methods o f  absorption costing 

used by th e ir  South A frican  su b s id ia ries , an examination should be 

made o f the s ig n ifica n ce  o f  United Str , investments in  South A frican  

companies.

2. EXTENT OF FOREIGN INVESTMENT

O ff ic ia ls  o f  the United S tates Department o f  Commerce and Treasury 

be lieve  th a t the book value o f  U.S. investment in  South A frican  

operations evaluated in  1983 was approximately $<’ ,3 b i l l i o n . 4 I t  is  

estimated th a t th is  Investment would c o n s titu te  17% o f a l l  fore ign 

d ire c t  investment in  South A fr ica  while  the United Kingdom's share has 

been estimated a t over 40% o f a l l  fo re ign  d ire c t  investment. The 

Economist6 suggested th a t the United States investment in  South 

A fr ica n  operations also determined in  1983 was approximately $2,2 

b i l l i o n ,  representing 20% o f to ta l fo re ign  d ire c t  investment but 

t r a i l in g  both the United Kingdom and Germany.

The fo llow ing  summary provides an ind ica tio n  o f  fo re ign  p riva te  sector 

long-term Investment in  South A fr ica  by Major Regions in  1983 in



Ha.ior Reaion Value % Share

North and South America 3 334 24,5

Europe 9 806 72,1

EEC Countries 1 8 646 63,6 j
Rest o f  Europe 1 I  160 8,5 j

A fr ica 83 0,6

Asia 166 1.2

Other 209 1.5
TOTAL 13 598 99,9

FOREIGN INVESTMENT IN SOUTH AFRICA 

ORIGIN OF FOREIGN INVESTMENT

» “  ‘

•REST OF EUROPE 

1 2 .8 *

NORTH 6 SOUTH 
AMERICA 25 .18

l b ?

SOURCE: THE ECONOMIST.MARCH 1385
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Data provided by the Bank o f  In te rn a tio n a l Settlements in d ica te  th a t 

United States banks accounted fo r  some 25% o f to ta l bank claims in  

South A fr ica  during  1984, the m a jo rity  o f which is  lending to  the 

p riva te  sector.

The m a jo rity  o f  United States m u ltina tiona ls  ho ld ing  investments in  

South A fr ica  are themselves quoted companies on the New York Stock 

Exchange and the re fo re  have to  comply w ith  the requirements o f  the 

Securities  Exchange C om ission.

3. ACCOUNTING RESEARCH AND DEVELOPMENT

Although the United S tates may on ly  rank th ird  ® t r a i l in g  both B r ita in  

and Germany as a p rov ide r o f  investment ca p ita l in  South A fr ic a , i t  

nevertheless is  a prime source o f new technology and an in i t ia t o r  o f  

new concepts and ideas p a r t ic u la r ly  in  the f ie ld  o f  accounting.

The United States has been in  the fo re fro n t o f  developing accounting 

standards p a r t ic u la r ly  the idea o f a conceptual framework which was 

conceived in  a standard published in  1978 7 .0n the o ther hand 

according to  Lunt 8 in  an a r t ic le  in  1961, the United Kingdom had been 

c r it ic is e d  fo r  not producing an acceptable conceptual framework.

Because the United States has the b ene fit o f  a permanent body ca lled 

the F inancial Accounting Standards Board, responsible fo r  researching. 

In it ia t in g  and p ub lish ing  standards o f  accounting, th e ir  influence 

through m u ltin a tio n a ls  should be f e l t  In  the p ra c tic a l a p p lica tio n  o f 

these standards th a t may have to  be adopted by th e ir  loca l South 

A frican opera tions.
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4. SUMMARY

I t  has been id e n t if ie d  th a t the United States o f America is  not the 

leader In the fo re ig n  Investment stakes in  South A fr ic a . However, 

considering th a t the United States could be regarded as one o f  the 

forerunners in  accounting research, the In te n tio n  o f  th is  research 

p ro je c t is  to  ascerta in  the extent o f  United States in fluence , w ith  

p a r t ic u la r  emphasis on inventory va lua tion  and determine whether i t  is  

l ik e ly  to  be incorporated In to  genera lly accepted accounting p ractice  

in  South A fr ic a .



CHAPTER 3

what constitutes overhead

' 1. INTRODUCTION

Expenditure incurred in  the process o f  production has been described 

as overhead o r burden, both names suggesting th a t the manufacturing 

operation has a heavy load o f expense to  bear. Unlike d ire c t  

m ateria l and d ire c t  labour, overhead encompasses a wide range o f 

expenditure th a t U'QU-'s.: understanding and d e f in it io n .

M il le r  and Vollmann9 suggested the fo llow ing  "easy" d e f in it io n  o f

manufacturing overhead -

" I t  (manufacturing overhead) includes a l l  the d ire c t and a llocated 

costs o f  manufacture other than d ire c t labour and purchased 

m a te ria ls ."

Among these costs are : 9

in d ire c t  labour, includ ing the wages o f  hourly  workers who 

do not d ire c t ly  con tribu te  to  the manufacture o f a product

but cons is ting  mostly o f  labour dedicated to  m ateria ls

handling, maintenance, q u a lity  con tro l and inspection.

general and adm in is tra tive  expenses such as personnel 

a d m in is tra tion , cost accounting, s e c u r ity , sa la ries fo r  

p la n t management and d ire c t labour supervision as well as 

corporate a llo ca tio n s  fo r  shared services and corporate



f a c i l i t ie s  and equipment costs such as Insurance, depre­

c ia t io n  o f p la n t, to o lin g , re n t, energy and u t i l i t y  costs.

engineering costs such as sa la rie s  o f manufacturing. Indus­

t r i a l  and o ther engineers concerned w ith  the design and 

maintenance o f  the production process I t s e l f .

m ateria l overhead costs includ ing  those re la ted  to  the 

procurement, movement and co-ord ina tion  o f  raw m ate ria ls , 

components, subassemblies and f in ish e d  products. These 

costs should include sa la ries  o f  purchasing, production, 

p lanning, rece iv ing , stockroom, t r a f f i c  and manufacturing 

systems personnel.

Expenditure not d ire c t ly  re la ted to  or concomitant w ith  the production 

process should not be Included 1n the manufacturing overhead. 

Applying th is  p r in c ip le  M ille r  and Vollman cannot ju s t i f y  the 

in c lus ion  o f  general and adm in is tra tive  expenses such as personnel 

adm in is tra tion  or cost accounting. Whether corporate, tha t is  head 

o f f ic e  s ta f f ,  can possib ly con tribu te  d ire c t ly  to  the manufacturing 

process seems somewhat d o u b tfu l.

Obviously the type o f expenditure th a t should be included 1n manufac­

tu r in g  overhead w i l l  d i f f e r  from one operation to  another. The 

question o f  what expenditure  should be included in  the overhead calcu­

la t io n  could be argued and is  a sub ject th a t requires documented
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2. DIRECT AND INDIRECT EXPENDITURE

Expenditure may be c la s s if ie d  as e ith e r d ire c t or in d ire c t. D ire c t 

expenditure can be described as those disbursements incurred by works 

centres in tim a te ly  re la ted  to  the production process. Expenditure 

such as maintenance o f  machinery, u t i l i t y  services, to o ls , pa tte rns , 

in d ire c t  labour and supervis ion are but a few examples th a t may 

i l lu s t r a te  th is  category o f expense. I f  attempts are made to  

e lim ina te  these expenses the manufacturing process would a c tu a lly  

cease since these costs form a v ita l and in te g ra l pa rt in  e xa c tly  the 

same way as m ateria l o r d ire c t labour. The only d iffe rence between 

m ateria l as the one element* and d ire c t  labour and d ire c t overhead as 

the other elements, is  th a t m ateria l can be phys ica lly  Id e n tif ie d  in  

the fin ished  product w h ile  d ire c t  labour and d ire c t overhead are the 

in v is ib le  ingredients th a t have been used to  convert the raw m ateria l 

in to  i t s  fin ished  and marketable form.

In d ire c t expenditure can be defined as those disbursements th a t do not 

have a d ire c t impact on the process o f production. Although these 

expenses do provide a supportive se rv ice , production is  possible 

w ithou t these services but the e ffectiveness and e ffic ie n c y  o f he 

e n tire  manufacturing process would be se rious ly  Impaired, in  some 

cases, to  such an extent th a t chaos would re s u lt in  operational 

losses. Services such as production planning and scheduling, 

inventory management, q u a lity  c o n tro l, sa fe ty  and tra in in g , are but a 

few examples o f  expense c la s s if ic a t io n  tha t may be regarded as 

in d ire c t  overhead.



Follow ing th is  reasoning the te s t to  apply' to  the expense to  determine 

whether the cost should be included in  or excluded from the manufac­

tu r in g  overhead can be summarized as fo llow s :

Does the expense d ire c t ly  o r in d ire c t ly  con tribu te  to  the manu­

fa c tu rin g  process thereby adding value to  the product o r , a l te r ­

n a tiv e ly , can the expense be avoided ye t continue to  manufacture 

the product w ithou t im pairing q u a lity , qu a n tity  and e ffic ie n cy?

3. METHODS OF INVENTORY VALUATION

The ob jective  o f accrual accounting fo r  inventories is  to  segregate 

the a cq u is itio n  and production costs between those th a t should be

charged against cu rre n t revenues and those th a t.sh o u ld  be ca rried

forward to  be charged against fu tu re  revenues.

Three methods have been id e n t if ie d  in  the va lua tion  o f  inventory : 1

(1) Absorption costing  adopts the approach th a t manufacturing

overhead should be regarded as an element o f  cost o f  production,

a llo ca tin g  the overhead to  the product thereby charging revenue 

w ith  th a t po rtion  th a t has been rea lized  from the sale o f  such 

goods while  d e fe rr in g  th a t portion th a t re la tes  to  goods in 

inventory a t  the end o f  the f is c a l period.

( i i )  D irect costing d if fe r s  from absorption costing only in  the 

treatment o f  f ix e d  overhead. Fixed overhead is  considered to  be 

a period cos t, th a t  is ,  an expense to  be assigned to  the period 

in  which i t  is  incurred and charged against the revenues rea lized



during th a t pe riod . Variable overhead is  trea ted  as a product 

cost where revenue is  on ly charged w ith  th a t po rtion  th a t has 

been rea lized  from the sa le  o f  goods w h ile  de fe rring  the po rtion  

re la t in g  to  goods in  inventory a t  the end o f  the f is c a l period.

( i i i )  Manufacturing overhead is  not considered an element o f cost and 

both fixed  and va ria b le  costs are regarded as period costs.

The value o f inven tory  is  re s tr ic te d  to  the prime cost.

4. SUMMARY

The term overhead, o r the more commonly known phrase in  the United 

States is  burden, describes a c o lle c tiv e  pool o f d if fe re n t categories 

o f expenses tha t co n tr ib u te  towards the manufacturing process. I t  

has been id e n tif ie d  th a t there are both d ire c t and in d ire c t 

expenditure associated w ith  and forming pa rt o f  the overhead. Three 

d is t in c t  methods have been developed in  the treatment o f  overhead fo r  

the purpose o f inventory va lua tion .



CHAPTER 4

GENERALLY ACCEPTED ACCOUNTING PRACTICE

1. INTRODUCTION

One o f  the ob jectives o f  th is  rtudy was to  review the genera lly 

accepted accounting standards th a t have been Introduced in  both the 

United States o f  America <tnd South A fr ic a . The d iffe rence  between 

the two standards can on ly  be id e n tif ie d  once both standards have been 

analysed.

Since the United States standard did not appear to  re f le c t  the 

requirements o f  the In te rn a tio n a l Standard, other sources th a t may 

regu la te  accounting were researched. This chapter also addresses the 

requirements o f  the United States revenue a u th o r itie s .

2. UNITED STATES STANDARDS

The only cod ified  standard on inventory va lua tion  was an Accounting 

Research B u lle t in  No. 43 ^  developed by the committee on accounting 

procedure o f  the American In s t itu te  o f  C e rt if ie d  Public Accountants in 

June 1953. This committee was superceded on 1 September 1959 by the 

Accounting P rinc ip les Board which a t i t s  f i r s t  meeting on 11 September 

1959 adopted Chapter 4 , Inventory P ric ing , as pa rt o f  the Restatement 

and Revision o f Accounting Research B u lle tin s .



Statement 3 o f  the standard defined cost "as the p rice  paid or 

consideration given to  acquire an asse t." ^

The statement extended the d e f in it io n  s p e c if ic a lly  to  inven tories as 

meaning "the  sum o f the app licab le expenditures and charges d ire c t ly  

o r in d ire c t ly  incurred In bring ing an a r t ic le  to  i t s  e x is tin g  

cond ition  and lo c a tio n ."  **

In  fu r th e r discussions under th is  heading the d e f in it io n  o f cost is  

q u a lif ie d  "as applied to  Inventories is  understood to  mean a cq u is itio n  

and production cost" ^  acknowledging th a t " i t s  determ ination Involves 

many problems." 12 The statement recognizes th a t w h ils t the 

p r in c ip le s  fo r  determining inventory costs may be e a s ily  s ta ted, i t s  

a p p lic a tio n , because o f  a number o f  problems encountered in  the 

a llo c a tio n  o f  costs and charges, is  d i f f i c u l t .

Examples o f  d i f f ic u l t ie s  were c ite d  by the standard as includ ing items 

such as Id le  f a c i l i t y  expense, excessive spo ilage , double f re ig h t and 

handling costs. These costs may be so abnormal as to  require  

treatment as cu rre n t period charges ra the r than as a portion to  be 

recovered in to  the inventory value.

I t  is  however ra the r In te re s tin g  th a t the explanatory discussion 

suggests th a t general and adm in is tra tive  expenses to  the extent tha t 

such p o rtio n  may c le a r ly  be re la ted  to  production can c o n s titu te  part 

o f  the inven tory value. The discussion statements are adamant 

however th a t s e ll in g  expenses sha ll form no p a rt o f the inventory
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One o f the more im portant discussion statements recognizes th a t the 

"exclusion o f  a l l  overheads from inventory costs does not co n s titu te  

an accepted accounting procedure." ^  Unfortunate ly the statement d id  

not am plify the reference to  overhead.

Statement 2 defined the major ob jective  as "the proper determ ination 

o f  income through the process o f matching appropriate costs against 

revenues", 13 i l lu s t ra t in g  the accrual concept.

Because the United States standard has not been updated since i t s  

restatement and rev is ion  in  1959, i t  is  open to  c r it ic is m . Barden** 

expressed the view th a t the United States standard is  too vague and 

f a i ls  to  provide any guidance whether the va lua tion  o f inventory must 

Include both fixe d  and variab le  overhead. I t  merely suggests th a t 

exclusion o f  a l l  overhead could not be considered acceptable p rac tice . 

I t  is  twenty s ix  years since pub lica tio n  and U  appears th a t no 

attempt has ye t been made to revise the standard.

The Financial Accounting Standards Board (FASB) which superceded the 

Accounting P rinc ip les Board (APB) unanimously adopted in  June 1974 

In te rp re ta tio n  No. 1, 15 Accounting Changes Related to  the Cost o f 

Inventory. The statement merely served to  re -in fo rce  the APB opinion 

No. 20, Accounting Changes. Because o f *he In te rna l Revenue Service 

(IRS) Regulation 1.471-11 16 adopted in  September 1973 specify ing how 

ce rta in  costs should be treated in  determining inventory costs fo r  

income tax re p o rtin g , the statement confirmed th a t a change in  the 

composition o f the elements o f cost in  inventory is  an accounting 

change.



The only a u th o rita tiv e  reference regarding the treatment o f f ix e d  and 

variab le  overhead is  the Regulation o f  the In te rna l Revenue Service 

s t ip u la t in g  tha t on ly the f u l l  absorption method o f inventory costing 

w i l l  be accepted.

This regu la tion  provides tha t ce rta in  in d ire c t production costs tha t 

are necessary fo r  production must be included in  the va lua tion  o f 

inventory regardless o f  th e ir  treatment in  th e ir  fin a n c ia l re p o rt.

Section 16 1.471-11 (d) s tip u la te s  th a t in d ire c t costs must be f a i r l y  

apportioned to  the items produced, and le g is la te s  th a t acceptable 

methods are the "manufacturing burden ra te" and the "standard cost 

method". Section 1.471-11 (d) (4) Introduces the concept o f

p ra c tica l capacity by provid ing th a t part o f  the f ix e d  in d ire c t  

production costs may be deductib le where a p lan t operates during the 

tax year a t  less than i t s  p ra c tica l capacity. Section 1.471-2 ( f )  

(6) and (7) emphasize th a t the prime cost method and the d ire c t cost 

method, o r more coimionly re fe rred  to  as the marginal costing method, 

are p roh ib ited  by the Treasury.

FASB In te rp re ta tio n  No. 1 15 makes no attempt to  discuss the m erits o f 

the IRS Regulation but acknowledges th a t the ob jective  o f the income 

determ ination fo r  Federal income taxa tion  and th a t fo r  fin a n c ia l 

statements o f a business en te rp rise  are not necessarily  the same.

The FASB Statement o f  Financial Accounting Concepts No. 3 defines cost



"the s a c r if ic e  incurred in  economic a c t iv i t ie s  -  th a t which 

is  given up or foregone to  consume, to  save, to  exchange, 

to  produce."

The inc lus ion  o f overhead as an element o f cost merely represents the 

postponement o f  those expenditures Incurred in  production in  one 

accounting period u n t i l  the inventory represented by those costs has 

been disposed o f  a t which po in t the expenditure is  charged against the 

revenue rea lized  from the sale.

The postponement o f expenditure has the advantage o f matching the 

revenue w ith  the costs associated w ith  earning the income. The 

matching o f  expenditure w ith  revenue adopts the accrual concept.

In  developing a conceptual framework the FASB Statement on Objectives 

o f  F inancial Reporting has attempted to  de fine  the accrual accounting 

p r in c ip le .18

"Accrual accounting is  concerned w ith  the process by which 

cash expended on resources and a c t iv i t ie s  is  returned as more (or 

perhaps less) cash to  the en te rp rise , not ju s t  w ith  the beginning 

and end o f th a t process. I t  recognizes th a t the buying, 

production, s e llin g  and other operations o f  an en te rp rise  during 

a period, as w ell as other events th a t a ffe c t en te rp rise  

performance, o ften do not coincide w ith  the cash rece ip ts  and 

payments o f the period ."

While the d e fin it io n  explains the motives behind the accrual concept, 

i t  does not attempt to  define the mechanics o f how the accrual should 

be determined.
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3. SOUTH AFRICAN STANDARD

The f i r s t  statement published In South A fr ica  was by the National 

Council o f  Chartered Accountants (S A) in  February 1965 incorporated 

under the heading o f  Statements on A ud iting , e n t it le d  Stock-In-Trade 

and Worfc-fn-Progress Statement Number A2. This statement covered the 

aud iting  procedures ra the r than the accounting concepts o f  inventory 

va lua tion . The statement provided l i t t l e  guidance on the  sub ject o f 

recovery o f overhead in to  inventory. Paragraph 2 0 ( i)  under the 

heading o f  Valuation suggested tha t the au d ito r should ^

"Review percentages added to  work in  progress and fin ish e d  goods 

to  cover overheads and consider whether they are reasonable and in  

accordance w ith  the usual p ractice  o f  the undertaking."

Because o f the vagueness and the very wide in te rp re ta tio n  th a t could 

be associated w ith  such a standard, i t  is  not su rp ris in g  th a t th is  

Statement was withdrawn and replaced by AC 108, Valuation and 

Presentation o f  Stock in  the Context o f  the H is to r ic a l Cost System, 

Issued in  A p r il 1983. This Statement o f  Generally Accepted 

Accounting P ractice was f i r s t  c ircu la te d  as an exposure d ra f t  by the 

Accounting Practices committee o f the National Council o f Chartered 

Accountants (S A) in  September 1974, under the t i t l e  o f  Accounting fo r  

Stock. The exposure d ra f t  acknowledged tha t the statement had

"based on an exposure d ra f t  o f  the Accounting Standards Steering 

Comnittee in  the United Kingdom and is  in  agreement w ith  an exposure 

d ra ft issued by the In te rn a tio n a l Accounting Standards Conmittee."

20



Because the South A frican  Standard has incorporated aspects o f both 

the United Kingdom and In te rna tiona l Accounting Statements, i t  would 

be appropriate to  discuss a l l  three In order to  determine more 

p re c ise ly  th e ir  treatment o f  overhead in  the va lua tion  o f Inventory.

There is  general agreement tha t h is to r ic a l cost o f Inventories should 

include the cost o f  conversion. The In te rn a tio n a l Accounting 

Practice Statement No. 2 and the South A frican  Statement No. AC 108 

are id e n tica l in  th e ir  d e f in it io n  th a t 21

"Cost o f  conversion is  the cost tha t re la tes  to  b ring ing  the stock to  

i t s  present lo ca tio n  and co n d itio n ."

O r ig in a lly  the South A frican  exposure d ra f t  a t paragraph 18{2)(b) 

extended the d e f in it io n  o f  cost o f  conversion even fu rth e r, 

comprising 22

"production overheads based on a normal leve l o f  a c t iv i t y ,  taking 

one year w ith  another"

which incorporated the exact wording o f  the United Kingdom Standard. 

The United Kingdom Statement o f Standard Accounting Practice No. 9 

suggests th a t cost o f conversion should comprise production overheads 

and other overheads 22

"a ttr ib u ta b le  in  the p a rt ic u la r circumstances o f the business to  

bring ing  the product or service to i t s  present loca tion  and 

c o n d itio n ."
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General agreement Is  s t i l l  lacking regarding the acceptance o f what 

costs should be included in  production overhead in  the determ ination 

o f  the h is to r ic a l cost o f inventory.

The South A frican  Standard fo llow s the In te rn a tio n a l Statement in  

in troduc ing  the concept o f  fixed  and va ria b le  production overhead 

which has been suggested is  "usua lly  a lloca ted  to  costs o f 

conversion." 24

Both these standards allow  fixe d  overhead to  be excluded from the 

inventory va lua tion  since a proviso has been included th a t 25

"Fixed production overhead is  sometimes excluded in  whole o r in  part 

from cost o f conversion on the grounds th a t i t  is  not considered to 

re la te  d ire c t ly  to  p u ttin g  inventories in  th e ir  present loca tion  and 

c o n d itio n ."

The United Kingdom Statement suggests th a t inven tories tha t only 

include va ria b le  overhead do not comply w ith  the standard. Paragraph 

9 s tip u la te s  th a t 26

"Where management accounts are prepared on a marginal cost basis, i t  

w i l l  be necessary to  add to  the fig u re  o f  stock so a rrived  a t ,  the 

appropriate proportion o f  those production overheads not already 

included in  the marginal co s t."

The o r ig in a l South A frican  exposure d ra f t  incorporated an appendix 

which provided fu rth e r p rac tica l considerations but d id  not form part 

o f the Statement o f  Standard Accounting P ractice . A t paragraph 9 the 

Statement concluded th a t : 27
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"Although the c la s s if ic a tio n  o f overheads as f ix e d  and variab le  and 

the va lua tion  o f stock a t va ria b le  cost is  useful fo r  management 

accounting purposes i t  does not always re s u lt in  a f a i r  matching o f  

cost w ith  revenue in  f in a n c ia l statements. For th is  reason i t  w i l l  

be necessary to  add to  the fig u re  o f stock a rr ive d  a t on the marginal 

costing  bas is , the appropriate portion  o f  production overheads not 

already inc luded."

I t  would appear th a t i t  was the o r ig in a l in te n tio n  o f  the preparers o f 

the South A frican  exposure d ra ft to  adopt the United Kingdom approach 

but was excluded from the f in a l published standard. In  discussions 

w ith  Robert Garnett, a former technica l d ire c to r  w ith  the South 

A frican  In s t itu te  o f  Chartered Accountants the reason mentioned fo r

amending the o r ig in a l d ra ft was "to  re ta in  f l e x ib i l i t y " .

There is  also complete agreement th a t "overhead should b-- c la s s if ie d  

according to  functions" ^  which are b a s ic a lly  production, research 

and development, s e llin g  and a d m in is tra tion . Only production 

overhead should be included in the va lua tion  o f inventory.

4. SUMMARY

While the United States accounting standard does not provide adequate 

guidance on the treatment o f overhead, the United States In te rna l 

Revenue Service has c e rta in ly  made i t  abso lu te ly  c lea r tha t on ly the 

f u l l  absorption method o f inventory costing w i l t  be accepted.

The South A fr ica n  accounting standard has followed the In te rna tiona l 

standard, by allow ing the fixed  portion  o f  production overhead to  be

excluded In  whole or in  part from the cost in  the valuation o f

inventory.
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CHAPTER 5 

PERIOD AND PRODUCT COST

1. INTRODUCTION

The basic d is t in c t io n  between le g is la te d  p rac tice  in  the United States 

o f  America and genera lly accepted accounting p rac tice  in  South A fr ica  

is  the treatment o f fixe d  overhead costs . A decision must u ltim a te ly  

be made supported by lo g ica l argument and substantiated evidence 

whether fix e d  overhead should be trea ted  as a period or product cost. 

I t  would be appropriate to  consider the arguments supporting both 

accounting concepts.

2. SYNOPSIS OF THE ARGUMENT

Those proponents o f  d ire c t o r, o ften  re fe rre d  to  as, marginal costs, 

base th e ir  argument on the premise th a t on ly those costs which a rise  

from the ac t o f  production should be Included in  the product costs. 

Those costs a r is in g  from m aintaining the productive capacity should be 

excluded since I t  Is  contended th a t they are d is t in c t ly  d if fe re n t from 

costs o f using tha t capacity fo r  production. Fixed overhead costs 

are not costs o f  production but are "costs which fa c i l i ta te  production 

and which must be incurred regardless o f the volume o f p ro d u c tio n ."^  

The argument fo r  excluding fixe d  costs from the product cost is  

fu r th e r substantiated by the fa c t th a t d e fe rring  the cost to  fu tu re  

periods does not save the overhead since regardless o f the leve l o f 

a c t iv i t y  In  the fu tu re  periods, the f ix e d  costs w i l l  again be in ­

curred.



3 . INVENTORY WITHIN THE CONTEXT OF THE D E F IN IT IO N  OF AN ASSET

The te s t to  estab lish  whether fixe d  costs should be Included in  the 

product cost is  to  examine whether i t s  cha ra c te ris tics  comply w ith  the 

d e f in it io n  o f  an asset.

The FASB Statement o f  Financial Accounting Concepts No. 3 defines 

assets as30

"probable fu tu re  economic benefits  obtained o r con tro lled  by a par­

t ic u la r  e n t ity  as a re s u lt o f  past transactions or events”

Assets, i t  has been proposed, have three essentia l c h a ra c te r is tic s , 

one o f  which 31

"embodies a probable fu tu re  b e n e fit tha t involves a capacity s in g ly  or 

in  combination w ith  other assets to  con tribu te  d ire c t ly  or in d ire c t ly  

to  fu tu re  net cash in flo w s ."

No mention is  made o f savings in  fu tu re  cash outflows y e t those 

supporting d ire c t costing re ly  on the in te rp re ta tio n  " th a t fu tu re  

b e n e fit means the avoidance o f the reincurrence o f  s im ila r  costs in  

the fu tu re "32

Absorption costing supports the concept th a t costs o f the manufac­

tu rin g  capacity expire w ith  time only when not used. Both fixe d  and 

va ria b le  costs are essentia l elements in  the process o f production. 

Fixed costs included in  Inventory would have a probable fu tu re  b e n e fit 

th a t would con tribu te  to  the fu tu re  net cash in flow s.



4 . THE CONVEX,'ION OF CONSERVATIVE ACCOUNTING

The FASB statement on Q u a lita tive  C haracte ris tics  o f  Accounting 

Inform ation suggests th a t many accountants be lieve th a t conservatism 

is  the appropriate convention in  making accounting decis ions. To 

quote the statement ^

"Frequently assets and l ia b i l i t i e s  are measured in  a cont ,: t  o f 

s ig n if ic a n t u n ce rta in tie s . H is to r ic a lly  managers, investors and 

accountants have genera lly preferred th a t possible e rro rs  in  

measurement be in  the d ire c tio n  o f understatement ra the r than 

overstatement o f net income and net assets. This has led to  the 

convention o f  conservatism "

The argument supporting the exclusion o f  fixed  overhead could re ly  op 

the convention o f  conservatism which advocates understatement ra ther 

than overstatement. Dickhaut and Lere ^  have perhaps provided a 

counter argument advocating th a t a r is k  averse decis ion maker who may 

be uncertain regarding the costing information would ra the r use f u l l  

absorption costing. They substantiate th e ir  reasoning on the 

contention th a t where inventory Is re fle c te d  a t higher costs the 

tendency o f  a r is k  averse decision maker under uncerta in ty  is  to 

reduce production le v e ls . In adopting th is  approach they conclude 

th a t 34

"absorption costing u n it costs served to  ad just the output In the 

correct d ire c tio n s ."



Walker and Kulcahy could have offered a compromise in  suggesting 

th a t management re p o rtin g  adept marginal costing  w h ile  fin a n c ia l 

reporting  ad just inventory to  the absorption costing  method.

An important c r i te r ia  Included in  the FASB Conceptual Framework is  the 

freedom from bias which im plies th a t 36

"nothing m ateria l is  l e f t  cu t o f the inform ation th a t may be necessary 

to  insure th a t i t  v a l id ly  represents the underlying events and con­

d it io n s . R e lia b i l i ty  Im plies completeness o f  Inform ation a t  leas t 

w ith in  the bounds o f  what is  m ateria l and fe a s ib le ."

5. SUMMARY

While the inc lus ion  o f  f ix e d  overhead complies w ith  the d e f in it io n  o f

an asset, the exclusion o f  fixe d  overhead may be ju s t i f ie d  on the

basis o f the conservative accounting convention. However, the

exclusion o f  overhead may be in  c o n f lic t  w ith  the concept o f  freedom 

frun  bias s t ip u la tin g  th a t nothing m aterial has been om itted and

ensuring th a t the in form ation provided is  not on ly re lia b le  but also 

complete.

There are v a lid  arguments fo r  and against the inc lus ion  o f fixed  

overhead in  inven tory . The arguments turn on whether overhead costs 

can be accurate ly segregated between fixed  and variab le  expenditures.



CHAPTER 6

COST BEHAVIOUR

1. INTRODUCTION

Both d ire c t  and absorption costing  re ly  on the segregation o f  costs 

in to  f ix e d  and variab le  overhead. Any e rro r in  c la s s if ic a tio n  would 

have an e ffe c t on the va lua tion  o f  inventory.

Under absorption co s tin g , because both f ix e d  and variab le  have been 

included in  the manufacturing overhead, any m is c la s s ific a tio n  between 

fixe d  and variab le would not have a s ig n if ic a n t impact. The only 

e ffe c t  o f  any e rro r in  the segregation o f fixe d  and variab le  overhead 

would be in  the c a lcu la tio n  o f  the under u t i l iz a t io n  o f  the capacity 

which should be w rit te n  o f f  as a period cost.

However, e rrors in  the segregation o f  overhead costs under d ire c t 

costing could have a s ig n if ic a n t e ffe c t in  the measurement o f  income. 

The exten t o f the v a r ia tio n  would have a greater impact in  periods 

where there has been an inventory bu ild -up  causing overhead 

in c o rre c tly  c la s s if ie d  as variab le  overhead to  be accrued in to  

inven tory instead o f being w r it te n  o f f  as a period cost i f  these 

expenses were c o rre c tly  id e n tif ie d  as fixe d  overhead.

Because o f  the importance o f being able to  id e n t ify  fixe d  and variab le  

overhead, i t  is  necessary th a t recognized techniques are used in  the 

ana lys is . In assessing the s e n s it iv i ty  o f cos t, a carefu l study has 

to  be conducted in to  the re la tio n sh ip  o f  expense and volume.



2 . FIXED AND VARIABLE EXPENDITURE

There are three behaviour patterns o f costs : f ix e d , variab le  and

sem i-variab le . The theory ^  is  th a t fixe d  costs remain constant 

regardless o f the leve l o f  output while  variab le  costs are incurred 

on ly  i f  goods are produced but are not incurred i f  there Is  no pro­

duction. While some variab le  costs may flu c tu a te  in  sympathy w ith  

one a c t iv i t y ,  other costs may be influenced by another a c t iv i t y .  

Maintenance o f  p la n t is  l ik e ly  to  c u tw la te  w ith  machine hours while 

s ta f f  refreshments is  more l ik e ly  to  be influenced by labour hours. 

In  p ractice most overhead costs contain both f ix e d  and variab le  

components and are re fe ; zed to  as sem i-variable.

Fixed and variab le  expense c la s s if ic a tio n  can only be determined over 

a short term period. In  the long term most expenses are variab le  

w hile  over the short term most o f  them are fixe d . The segregation o f 

expenses in to  th e ir  behaviour patterns is  a complex undertaking 

re q u iring  analysis and study. In p ractice  the separation between 

fixe d  and variab le  expenses is  o ften an a rb itra ry  decis ion invo lv ing  

assumptions and pred ic tions as to  cost behaviour.

There are a number o f  techniques used in  the determ ination o f  cost 

behaviour. ^

EXPENSE ACCOUNT ANALYSIS

Referred to as the "accountant's approach" the ledger accounts are 

Inspected and c la s s if ie d  in to  fixe d  and variab le  costs using the
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accountant's professional judgment. The degree to  which the accounts 

are studied could vary from a mere su p e rfic ia l glance to  a de ta iled  

analysis o f the cost behaviour.

The accountant's judgment would also be influenced by the nature o f 

the expense. Some expenses are fixed  by reason o f th e ir  very nature 

w h ile  others are f ix e d  by management dec is ion , sometimes re fe rred  to 

as programed o r  managed costs. The former are f ix e d  by p r io r  

commitment and cannot be varied by subsequent dec is ions, e .g . re n t, 

property taxes, insurance, w h ile  the la t te r  may be predetermined by 

management decis ions, e .g . planned scheduled maintenance o f p lan t, 

continuous structu red  tra in in g  programs.

INDUSTRIAL ENGINEERING STUDIES

The engineering approach is  to  confront the problem using a forward 

looking philosophy ra the r than the accountant's backward h is to r ic a l 

cost concept. This cost p red ic tive  approach searches fo r  the most 

e f f ic ie n t  means o f  achieving the required production le v e l. Time and 

motion studies are conducted to  evaluate both labour and m a te r ia l, and 

to  determine the quan tity  and value o f  these elements o f  cost. 

Standards can be established from the re su lts  o f these studies. 

While l i t t l e  d i f f ic u l t y  is  normally experienced in  es tab lish ing  

m ateria l and labour standards, overhead va luation s t i l l  re lie s  on the 

accumulation and analysis o f h is to r ic a l cost experience. Braun 39 in 

stress ing  th a t "costing  must p a ra lle l es tim a ting ", addressed the 

engineering viewpoint th a t

"what we’ re a f te r  is  comparisons -  comparisons o f Performed Cost 

versus Predicted Cost."
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STATISTICAL ANALYSIS

This approach uses e ith e r mathematical or graphical techniques to 

segregate fixed  and variab le  elements. Techniques th a t have been 

developed include :

High-low method e n ta ils  p lo tt in g  two points representing the 

highest cost and the lowest cost. E ithe r the re s u lt can be

g ra p h ica lly  exh ib ited  by completing the slope o f the lin e  or i t  

can be mathematically calculated by c o rre la tin g  the d iffe rence  in 

expense w ith  the d iffe rence  in  the a c t iv i ty  le v e l.

EXAMPLE

ACTIVITY LEVEL LABOUR HOURS EXPENSE

High Capacity 

Low Capacity 

Change

SOX

30%

50%

3000

1000

2000

8800

200

Variable Rate = Change in  Expense 

Change in  A c t iv ity

10c Per Hour

Scettergraph is  a simple study o f two variab les such is  cost and 

a c t iv i t y  le v e l. A number o f  observations are p lo tte d  on a graph 

and a trend lin e  f i t t e d  so tha t there is  an equal dUtance  

between the points both above and below the lin e .



The graphic presentation o f a scattergraph may be regarded as 

inadequate in  provid ing a c lea r in d ica tio n  o f  the cost behaviour. 

Greater prec is ion  can be achieved by using the q u a n tita tive  c a l­

cu la tio n  approach o f  the Least Square method, an example o f  which 

is  i l lu s t ra te d  by Rayburn. 38

3. SUMMARY

Although there is  l i t t l e  doubt th a t overhead costs contain both fixed  

and variab le  elements, the segregation o f  expenses in to  th e ir  

behaviour patterns was id e n tif ie d  as a complex undertaking.

The techniques ava ilab le  in  estab lish ing  the cost behaviour o f 

overhead costs are expense account ana lys is , in d u s tr ia l engineering 

studies and s ta t is t ic a l analysis.



CHAPTER 7

METHODS OF RECOVERY

1. INTRODUCTION

The basis on which overhead is  absorbed as a cost in to  inventory is  

dependant upon two elements th a t form pa rt o f  the equation. The two 

elements could be described as the type o f  expenditure considered 

appropria te , and the o the r, cost fa c to rs  o f m aterial and labour th a t 

may be used as a basis to recover and charge overhead as a cost in to  

Inventory.

M ateria l and d ire c t labour are charged and absorbed in to  inventory on 

the basis o f  resources a c tu a lly  used or consumed. Reasonably 

accurate leve ls  o f measurement can be determined fo r  both these 

elements o f  cost by clocking performance hours fo r  sp e c ific  tasks and 

by re q u is itio n in g  m ateria l a c tu a lly  used fo r  the product. Overhead, 

however, has been described as the" in v is ib le  element in  the fin ish e d  

product and a method has to  be devised .in  order to  charge th is  element 

o f cost in to  inventory so th a t the overhead content is  not 

d isproportiona te  to  the other elements o f cost.

Where overhead appears to  co rre la te  c loser w ith  labour or machine 

hours the basis has been established but not the ra te  or p roportion. 

The proportion o f  overhead absorbed re la t iv e  to  the hours or a c t iv i ty  

can be described as the recovery ra te . This chapter explores the 

options a va ilab le  in  the recovery o f  overhead in to  inventory.
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2. OVERHEAD RELATIVE TO THE OTHER ELEMENTS OF COST

There had been a technique recognized by Owler and Brown40 and adopted 

as accepted accounting ' p rac tice1^ where a percentage was added to  

e ith e r  one or both o f  the other elements o f  cos t, namely m ateria l and 

labour, to  represent the overhead content.

I t  was soon rea lized th a t overhead d id  not necessarily f lu c tu a te  w ith  

the consumption o f  the value o f m ateria ls o r labour. However, by 

s im ply applying a percentage to  the elements o f prime costs any 

f lu c tu a tio n  or change in  these elements would have an immediate impact 

on the overhead cost recovered in to  inventory. Horngren4^ maintains 

th a t the a c t iv i ty  u n it used in  the absorption o f  overhead should not 

be influenced by variab le  factors other than the volume o f  output.

Horngren submits th a t 41

"The use o f to ta l d ire c t- la b o u r d o lla rs  or to ta l d o lla r  sales as a 

measure o f volume is  subject to  the basic weakness o f being 

changeable by labour-ra te  o r p rice flu c tu a tio n s ."

Owler and Brown suggest th a t the only circumstances th a t could ju s t i f y  

the inc lus ion  o f overhead as a percentage o f the other elements o f  

cost were where 40
only one product was manufactured 

m ateria l prices were stable 

labour rates remained steady 

equipment used remained unchanged



3. BASIS OF RECOVERY

The problem th a t requires consideration is  on what basfs should 

overhead be recovered in to  inventory. Since the product cost already 

comprises m ateria l and labour, i t  would seem appropriate th a t overhead 

should be absorbed in  some proportion and re la t iv e  to  the other two 

elements o f cost.

While Owler and Brown*0 suggest th a t overhead is  a function  o f tim e, 

th e ir  observation is  on ly v a lid  where expenditure is  being considered 

over a long term period. Over the short term overhead should be 

segregated between fixe d  and variab le  expenditure because, quoting 

Horngren42

"by d e fin it io n  to ta l variable-overhead costs f lu c tu a te  in 

proportion to  changes in  a c t iv i t y  leveTs"

Since productive hours is  the on ly  u n it tha t represents tim e, the 

choice is  between labour hours and machine hours which would have the 

e ffe c t o f e lim ina ting  the unwanted in fluence o f flu c tu a tio n s  In  the 

purchasing power o f  the monetary currency. Machine hours are 

advocated by Owler and Brown^ where production is  la rg e ly  by 

machinery presumably requ iring  minimal labour support o r where the 

same labour can be used to  support the productive process o f more than 

one machine. in these circumstances machine hours would exceed 

d ire c t labour hours. While Owler and Brown40 believe th a t the 

machine hour ra te provides a f a i r l y  re lia b le  basis fo r  the absorption 

o f overhead, the fo llow ing  reasons are c ite d  as possible causes o f 

discrepancies40
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in e v ita b le  Ir re g u la r it ie s  o f operating times

the necessity o f  using an estimated number o f  machine hours

in  advance

the exten t o f  abnormal id le  tim e, w a iting  time and overtime.

In  certa in  environments i t  is  possible to  use a combination o f  machine 

and labour hours. Labour hours can be used fo r  labour in tensive 

operations, fo r  example machine set up, while machine hours could be 

used fo r  the actual running time.

Where, however, expenditure appears to  be more se n s itive  to  volume, 

the recovery o f  overhead re la t iv e  to  time may not be considered an 

appropriate measurement in  which case m aterial volume may be used as 

the basis o f  recovery.

Horngren^^ advocates separate c r i te r ia  being used in  the se lec tion  o f 

a base fo r  the variab le  overhead rate as opposed to  those used in 

determining a fixe d  overhead ra te . The variab le  overhead ra te  would 

be re la ted to  the a c t iv i t y  base th a t is  most lo g ic a lly  connected to 

f lu c tu a tio n s  in  the va ria b le  overhead expense. Since fixe d  overhead 

does not flu c tu a te  in  sympathy w ith  any base i t  would be preferable 

fo r  the fixe d  overhead ra te  to be representative o f  the productive 

ca p a b ility  o f the p la n t. One o f  the functions o f the recovery o f 

f ixe d  overhead is  to  be able to  record some measurement o f  the 

u t i l iz a t io n  o f  the capacity . The adoption o f th is  technique would 

re f le c t  the In te n tio n  o f  the United States accounting standard tha t 

re q u ire s ^
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"items such as Id le  f a c i l i t y  expenses .............  ( th a t)  may be so

abnormal as to  require  treatment as curren t period charges 

ra ther than as a portion  o f  the inventory co s t."

While the basis o f  recovery, namely m ateria l qu a n tity  or volume, 

machine hours and labour hours, constitu tes the u n it  o f  measurement, 

the problem remains the choice a f se lecting  an a c t iv i t y  leve l from one 

o f the un its  o f measurement.

4. ACTIVITY LEVELS

One o f the c ru c ia l facto rs  in  developing recovery rates is  the capa­

c i t y  o f  the f a c i l i t y .  Capacity i t s e l f  has a number o f  in te rp re ta ­

tio n s . Capacity is  defined by the World Book D ic tiona ry  as the 

" la rg e s t amount th a t can be held" or "the amount o f room o r space 

in s id e ". The Shorter Oxford English D ic tionary 46 provides a s im ila r  

d e fin it io n  as the " a b i l i t y  to  take In or hold" hence associated w ith 

"content, area or volume." Several approaches can be used to  se lect 

the p lan t capacity le v e l.

Theoretical Capacity

This leve l corresponds w ith  the d e fin it io n  o f  the la rges t amount 

tha t can be held or the maximum possible production th a t can be 

achieved. As the name im plies, i t  is  h igh ly  th e o re tica l because 

the concept re lie s  on
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a l l  personnel and equipment operating a t peak e ffic ie n c y  

no In te rru p tio n s  through machine breakdown o r preventative 

maintenance

a continuous demand fo r  100% o f the p lan t capacity.

:  . . t ic a l Capacity

Th is, Rayburn 38 suggests, is  a more r e a l is t ic  leve l o f output 

since i t  considers such problems as : 

unavoidable id le  time fo r  repairs 

machine breakdown 

she tages o f  m ateria l or labour

but ignores id le  time due to  inadequate sales demand. Rayburn 

provides an appropria te  d e fin it io n  : 47

"P rac tica l capacity is  the production volume tha t would be 

achieved i f  demand fo r  the company's products allowed the p lant 

to  operate continuously a t some hypothetical leve l determined by 

the engineering s ta f f . "

She suggests, w h ile  varying from one f a c i l i t y  to  another, 

p ra c tica l capacity is  usually considered to  approximate 75 to  85 

percent o f maximum capacity.

Normal Capacity

This leve l o f  a c t iv i t y ,  which may be the same as p ra c tica l 

capacity, but is  usua lly  some percentage o f  p ra c tica l capacity.



includes an element o f id le  capacity due to  lim ite d  average 

demand. In  determining manufacturing volume used as the basis 

o f normal capacity , demand data is  reviewed over a number o f 

years in  order to  account fo r  c y c l ic a l, seasonal and trend 

pa tterns.

Id e a lly , capacity to  produce over the l i f e  ov the f a c i l i t y  should 

equal the capacity to  s e l l .  Normal capacity is  therefore the 

average capacity over a long term.

The general body o f  opinion, supported by Rayburn 38, re je c t the 

normal capacity concept because each year should be considered 

separate ly. Overhead costs incurred each year should be 

alloca ted  to  u n its  o f  production over th a t year.

Expected Capacity

The an tic ipa ted  leve l o f a c t iv i ty  required fo r  the next year to 

s a t is fy  the sales demand corresponds to  the expected capacity.

This is  a short term plan which forms the basis fo r  applying a l l  fixed  

overhead to  products from year to  year.

The confusion th a t has been introduced by the various generally 

accepted accounting standards is  the reference.' to  the term "normal 

production" or "normal performance". Both f South A frican  and 

In te rna tiona l Statements suggest th a t ^
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"Capacity o f  the production f a c i l i t ie s  is  ............  the normal

production expected to  be achieved over a number o f periods o r as 

the maximum production th a t as a p ra c tica l m atter can be 

achieved."

I ro n ic a lly  both maximum and normal capacity are concepts not advocated 

by e ith e r Rayburn 38 o r Horngren 43, suggesting th a t the standards do 

not c o rre c tly  re f le c t  established p ractice .

The United Kingdom Standard appears to  be more d e f in it iv e  than both 

the South A frican  and In te rna tiona l Statements. The U K Statement a t 

paragraph 20 defines production overheads as expenses incurred 28

"based on the ncmal leve l o f a c t iv i t y ,  taking one year w ith  another."

Normal has been c la r i f ie d  In th a t i t  should consider 88

{a) The volume o f  production intended by the designers and by 

management tha t should be achieved under the working 

conditions p reva iling  during the year

(b) The budgeted leve l o f  a c t iv i t y  'n r  the year or the ensuing

(c ) The leve l o f  a c t iv i ty  achieved both in  the year under review 

and in  the previous years.



The United States Statement makes such vague reference to  capacity 

th a t the broadest possible in te rp re ta tio n  could be applied in 

determining p la n t u t i l iz a t io n  ^

UL ider circumstances, items such as id le  f a c i l i t y  expenses . . . . . .  may

be so abnormal as to  require  treatment as cu rren t period charges 

ra the r than as a po rtion  o f  the Inventory co s t."

What can be in fe rre d  from a l l  these accounting statements 1s the 

in troduc tion  o f the concept o f  p ra c tica l capacity, e s p e c ia lly  when 

studyiflg  the reference to  the  "maximum production th a t as a p ra c tica l 

matter can be achieved" ^  ^  in  both the In te rna tiona l and South 

A frican  Statements. Barden®* suggests tha t "normal performance is  

genera lly considered to  conform w ith  an acceptable standard o f 

achievement, a leve l known to  be reasonably a tta inab le  under ord inary 

operating co nd itions". Again, the inference can be drawn th a t he is  

grasping towards the concept o f  p ra c tica l capacity.

5. THE NATURE OR TYPE OF EXPENDITURE

The nature o f  the expenditure can e ith e r be h is to r ic a l or an tic ipa ted

Where overhead is  absorbed in to  inventory on the basis o f  the 

h is to r ic a l costs incurred , the recovery rates are determined a f te r  the 

actual costs , forming part o f the overhead, have been reported.

•fr 4 jfc -. v  ,» 4*--.
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Horngren®^ suggests th a t h is to r ic a l costs in  themselves are ir re le v a n t 

to  the decision maker although he agrees th a t they may be the best 

a va ila b le  basis fo r  p red ic ting  fu tu re  costs.

Owler and Brown argue tha t 40

" i t  is  necessary to  estimate in  advance fo r  each department 

separately"

An estimate is  the planned or an tic ipa ted  leve l o f  expenditure fo r  the 

ensuing period. The accuracy o f the plan is  a re s p o n s ib ility  o f 

management in  estab lish ing  predetermined goals and ob jectives fo r  the 

o rgan iza tion . No m atter what label is  given to  the expenditure, be 

i t  estimated, budgeted, planned, fo recas t, p ro jected, expected or 

pred ic ted , i t  remains an estimate and

"there is  l i t t l e  p ro b a b ility  th a t the amount absorbed w i l l  agree 

w ith  the amount incurred" ^

fo r  the fo llow ing  reasons40

the expense incurred may be greater or less than the 

estimate

the actual leve l o f a c t iv i ty  may be greater or less than the 

estimate.



Where the h is to r ic a l expense a c tu a lly  reported fo r  the elapsed period 

is  combined w ith  the estim ate fo r  the remaining period under review, 

the nature o f  the expense becomes a mixture o f  both h is to r ic a l and 

a n tic ipa ted . Should i t  become the p ractice to  adopt th is  method on a 

regu la r basis, the expense becomes a continuous r o l l in g  fo re ca s t.

6. THE FREQUENCY OF THE RECOVERY RATE CALCULATION

The recovery ra te  is  the quo tien t o f d iv id in g  the overhead expense by 

the basis o f  recovery. Both the elements could have a number o f  

permutations and combinations. The methodology used in  th is  exercise 

may be described as the "ca lcu la tio n  concept". The frequency o f 

ca lcu la tio n  should be dependant upon the nature o f  the expense and the 

capacity concep* adopted fo r  the manufacturing operation.

Where an annual plan o f  overhead expenditure has been developed, the 

recovery ra te  would be computed a t the commencement o f  the year using 

the planned leve l o f a c t iv i t y  as the basis o f  recovery. The annual 

c a lcu la tio n  has the unfortunate e ffe c t o f crea ting  w in d fa ll p ro f its  

once new rates are applied to  inventory. I t  is  possible th a t during 

the f i r s t  few months o f the year or period under review th a t actual 

expenditure may log the planned leve l and therefore report favourable 

expenditure variances. However, i f  the recovery ra tes are not 

adjusted as the year o r period progressed and actual expenditure 

overtakes the p lan, adverse variances w i l l  be reported, Inventory w i l l  

be undervalued, manufacturing costs w i l l  be under-absorbed, u n it  cost 

o f production w i l l  be understated, re su ltin g  in  lower s e llin g  p rices .



Where the h is to r ic a l expense a c tu a lly  reported fo r  the elapsed period 

is  combined w ith  the estimate fo r  the remaining period under review, 

the nature o f  the expense becomes a mixture o f both h is to r ic a l and 

an tic ipa ted . Should i t  become the p ractice to  adopt th is  method on a 

regu la r basis, the expense becomes a continuous r o l l in g  fo re ca s t.

6. THE FREQUENCY OF THE RECOVERY RATE CALCULATION

The recovery ra te  is  the quo tien t o f d iv id in g  the overhead expense by 

the basis o f recovery. Both the elements could have a number o f 

permutations and combinations. The methodology used in  th is  exercise 

may be described as the "ca lcu la tio n  concept". The frequency o f 

ca lcu la tio n  should be dependant upon the nature o f the expense and the 

capacity concept adopted fo r  the manufacturing operation.

Where an annual plan o f  overhead expenditure has been developed, the 

recovery rate would be computed a t the commencement o f  the year using 

the planned leve l o f a c t iv i t y  as the basis o f  recovery. The annual 

ca lcu la tio n  has the unfortunate e ffe c t o f creating w in d fa ll p ro f its  

once new rates are applied to  inventory. I t  is  possible th a t during 

the f i r s t  few months o f the year or period under- review th a t actual 

expenditure may lag the planned leve l and therefore re po rt favourable 

expenditure variances. However, i f  the recovery ra tes are not 

adjusted as the year or period progressed and actual expenditure 

overtakes the p lan, adverse variances w i l l  be reported. Inventory w i l l  

be undervalued, manufacturing costs w i l l  be under-absorbed, u n it  cost 

o f production w i l l  be understated, re su ltin g  in  lower s e ll in g  p rices .
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In  periods o f  high In f la t io n  the tendency would be to  conduct frequent 

reviews using h is to r ic a l cost and actual le ve ls  o f  a c t iv i t y  as a basis 

o f  recovery which would have the b ene fit o f  continuously responding to  

the e ffe c ts  o f  r is in g  p rices . F a lling  to  conduct frequent reviews o f 

recovery ra tes in  times o f high in f la t io n  would lead to  the under­

absorption o f  overhead which in  turn could imply th a t inventory has 

been undervalued.

,.ie disadvantage o f  using h is to r ic a l inform ation s :he ca lcu la tion  

concept becomes reactive  instead o f proactive . The recovery ra te  is  

on ly  adjusted a f te r  the expenditure has been incurred by which time 

the product has already been manufactured, and poss ib ly  so ld , using 

overhead costs th a t bore no re la tionsh ip  to  the actual costs incurred.

While absorbing overhead in to  inventory based on estimates may be 

considered p roac tive , the danger l ie s  in  the over recovery o f overhead 

where expenditure has been over-estimated re s u ltin g  not on ly in  the 

overstatement o f  inventory costs, but could also lead to  the incorrect 

determ ination o f s e ll in g  p rices. In a h igh ly  com petitive environment 

over-estim ation o f costs Increases s e llin g  prices which could erode 

market share. Therefore, notwithstanding an annual plan o f overhead 

expenditure, i t  may be prudent to  consider period ic  reviews comparing 

the h is to r ic  convention w ith  the an tic ipa ted  c a lcu la tio n  concept.

7, COSTING CONVENTIONS

The options ava ilab le  fo r  recording the cost elements in  the valuation 

o f  inventory are actual costs, a predetermined standard or a 

combination o f  both actual and a predetermined standard. These 

options can be applied e ith e r  to  the monetary values or in  the



determ ination o f  the monetary values from the un its  o f measurement. 

Overhead may be recovered in to  inventory based upon the actual un its  

o f  production evaluated in  terms o f a predetermined standard ra te  tha t 

has been ca lcu la ted using the planned leve l o f  expenditure and the 

planned leve l o f a c t iv i t y .

Horngren has id e n t if ie d  three techniques 43

Actual Absorption Costing where a l l  elements o f  cos t, m a te ria l, 

labour, variab le  and fixed  overhead are recorded a t  actual costs.

Normal Absorption Costing where m ateria l and labour are recorded 

a t actual cost w h ile  variab le  and f ix e d  overhead is  absorbed 

based on actual in p u t evaluated a t predetermined overhead ra tes .

Standard Absorption Costing where a l l  elements o f  cost, m a te ria l, 

labour, va ria b le  and fixe d  overhead are recorded a t the standard 

inputs allowed fo r  actual output achieved evaluated a t standard 

predetermined ra tes .

8. SUMMARY

The fo llow ing  u n its  o f  measurement

m ateria l qu a n tity  or volume 

machine hours 

labour hours

.  ■»» . . A ,



are considered to  be the most appropriate bases on which to  recover 

overhead In to  the cost o f Inventory.

The o ther methods, using the f1n?.'.c1al re la tio n sh ip  between one 

element o f  cost i . e .  e ith e r m ateria l or labour, o r both as a fa c to r  or 

percentage o f  overhead expenditure, are not regarded in  general as an 

acceptable p rac tice  except In ce rta in  circumstances.

The fo llo w in g  a c t iv i t y  leve ls were id e n tif ie d

Theoretica l Capacity 

P ra c tica l Capacity 

Normal Capacity 

Expected Capacity

From the li te ra tu re  survey I t  would appear th a t tk-. s is  a tendency to 

favour p ra c tica l capacity while  the accounting standards have 

emphasized the concept o f normal production th a t as a p ractica l matter 

can be achieved, which eludes towards and could approximate p rac tica l 

capacity.

The nature o f  expenditure used in  the overhead ca lcu la tion  can be 

h is to r ic a l,  a n tic ip a te d  o r a combination o f  both types.

The c a lcu la tio n  concept and how often i t  should be reviewed Is 

dependant upon the nature o f the overhead expense as the one element 

and the capacity conce 't used as the basis o f recovery as the other 

element.



The costing convention may in fluence  the va luation o f  Inventory 

depending upon whether actual costs , a predetermined standard o r a 

combination o f  both techniques are used in  the ca lcu la tio n  concept.
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CHAPTER 8 

SURVEY AIMS AND OBJECTIVES

1. INTRODUCTION

Having reviewed the theore tica l concepts by considering generally 

accepted accounting standards and li te ra tu re  on the subject o f 

absorption cos ting , the questionnaire  was designed to  research the 

a pp lica tion  o f  overhead absorption in  lo ca l South A frican  operations 

owned or co n tro lle d  by United States corporations and to  ascertain the 

in fluence exerted by the fore ign parent over the p o lic ie s  adopted by 

the loca l company.

2. THE AIM OF THE SURVEY

The questionnaire was structured to  estab lish  whether

notw ithstanding the vague United States accounting standard, 

there was evidence tha t the p o licy  and methods used in  the 

costing o f inventory was In conform ity w ith  the p reva iling  state 

o f the a r t ,  and to  assess whether these methods were in  any way 

Influenced by the size o f the operation.

United States owned loca l operations excluded overhead from the 

va luation o f Inventory fo r  tax purposes only or a lte rn a tiv e ly  the 

fixed  po rtion  because o f  the undefined requirements o f the South 

A frican  Income Tax Act and loca l accounting standards p r io r  to 

the amendment o f the Act enforcing the genera lly accepted 

accounting standard AC 108.
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United States owned local operations adopted f u l l  absorption 

costing because o f  the p o lic ie s  estab lished by the parent 

corporation.

the fo re ign  parent exercised th e ir  Influence over the p o lic ie s  

and methods adopted by the loca l operation In the va lua tion  o f 

inventory by determining whether documented accounting p o lic ie s  

were enforced by the parent and whether loca l accounting p o lic ie s  

conformed w ith  United States p rac tice  ra the r than South A frican  

genera lly  accepted accounting standards.

3. SPECIFIC OBJECTIVES

The objectives o f  the survey could be divided between those th a t are 

designed to  estab lish  the p ractice  used in  the recording o f overhead 

from those th a t are included 1n order to  assess the influence exerted 

from the overseas parent.

The objectives o f the survey, designed to enquire in to  the p rac tice  

and methods o f overhead recovery used In Inventory va lua tion , were to 

establish

which o f  the elements o f cost ( i . e .  m a te ria l, labour, d ire c t and 

In d ire c t overhead) were Included in  the va luation o f  Inventory 

fo r  management and fin a n c ia l reporting purposes,

the method o f costing used in  the recognition o f  overhead in  the 

va lua tion  o f Inventory fo r  Income tax purposes,



- 5 2 -

whether fixe d  overhead was segregated from variab le  overhead and 

the technique th a t was adopted to  d if fe re n t ia te  the fixe d  from 

the variab le  costs

the basis ( fo r  example m ateria l value or labour hours) on which 

overhead was absorbed in to  inventory and whether the basis o f  

recovery used in  the ca lcu la tion  o f  the overhead ra te  would be a 

u n it o f  measurement th a t excluded the influence o f  f lu c tu a tio n s  

in  the purchasing power o f money,

the a c t iv i ty  leve ls  ( fo r  example budgeted, actual o r p ra c tica l 

capacity) th a t were used in  the determ ination o f  the fixe d  and 

the variab le  overhead ra te ,

the type o f expenditure ( fo r  example actua l, budget or a 

combination o f  both) used in  the overhead ca lcu la tio n ,

the frequency ( fo r  example annual or monthly) o f  the review o f 

the overhead c a lcu la tio n ,

whether the expenditure was a lloca ted  to  con tro l areas which 

served the need to  ca lcu la te  a separate overhead ra te  fo r  each 

con tro l o r cost centre,

whether overhead was a llocated s p e c if ic a lly  to  each independent 

product o r product group o r whether a d is t in c t iv e  pool account 

was maintained in  the general ledger separately from the other 

elements o f  cost.



The objectives o f  the survey, designed to  assess the in fluence exerted

by United States m u ltina tiona ls  on the p o licy  and methods o f

absorption costing used by the loca l operations, were to  e s ta b lish  :

whether the overseas parent ins is ted  on the inc lus ion  o f  a l l  the 

elements o f  cost,

whether the parent had introduced documented accounting p o lic ie s  

inc lud ing  inventory va lua tion  which the loca l operation was 

obliged to  fo llo w ,

whether the loca l operation had in it ia te d  documented accounting 

p o lic ie s , includ ing  inventory valuation and whether these 

p o lic ie s  conformed w ith  the parent's p o lic ie s ,

where the loca l operation chose not to  fo llo w  the parent 

company's p o lic ie s , whether supplementary inform ation would be 

provided fo r  the parent to  make the required adjustment,

whether the loca l a u d ito rs ' duties had been extended to  re p o rt on 

whether the loca l company complied w ith  the parent company's 

p o lic ie s .

4. QUESTIONNAIRE DESIGN AND VALIDITY

The questionnaire was developed from a p i lo t  research p r o je c t^  th a t 

led to  the completion o f  an unpublished paper, t i t le d  Methods o f 

Overhead Absorption w ith  S pecific  Reference to  i t s  App lica tion  in  the 

Engineering and Foundry In d u s tr ie s .



Once the questionnaire had been structured and c a re fu lly  worded, i t s  

content was confirmed w ith  academics and p ra c tit io n e rs  to  ensure th a t 

there was no am biguity. A p i lo t  te s t using the questionnaire  was not 

considered necessary because the survey was not researching a se ns itive  

to p ic  but one th a t was f in a n c ia lly  o rien ta ted . The questionnaire  was 

used in  a f ie ld  te s t subsequent to  rece iv ing the completed responses 

to  v e r ify  th a t the questions were c le a r ly  understood.

A copy o f  the questionnaire has been included as Annexure IV.

5. SURVEY POPULATION IDENTIFICATION AND DETERMINATION

According to  The Economist® "roughly 320 American companies have 

subs id ia ries in  South A fr ic a , includ ing v i r tu a l ly  every o i l ,  car and 

drug company." This inform ation provided the p o te n tia l size o f  the 

population sample.

The R eg istra r o f  Companies would be the obvious and by fa r  the more

accurate source o f America,-, owned loca l companies. However not only

were the lo g is t ic s  o f  completing an in-depth search o f  a l l  the records 

in  the R e g is tra r's  o f f ic e  not appropriate, but the length o f time tha t 

would have been required to  complete such an exercise would have been 

incons is ten t w ith  the requirements o f the research study. Furthermore 

two a lte rn a tiv e  sources were ava ilab le  th a t would provide the neces­

sary inform ation in  order to  conduct th is  survey.

The m a jo rity  o f United States companies a c tiv e ly  operating in  South

A frica  are members o f The American Chamber o f  Commerce in  South A fr ica  

(ca lle d  AMCHAM). According to  th e ir  pub lica tion54 there are a to ta l



number o f  about 350 American firm s operating in  South A fr ic a . 

Amcham's curren t membership is  ju s t  under 300 companies, 90 o f  which 

are owned by South A frican  corporations or in s t itu t io n s .

A th ird  source to  de fine  the population s ize o f  American corporations 

a c tiv e ly  operating in  South A frica  is  the annual re p o rt55 issued by 

A rthur D. L i t t le  covering the practices o f  American owned companies 

who are s igna to ries  to  the S u llivan  Code o f  Employment P ractice. 

This annual report l i s t s  not only those corporations who are s igna­

to r ie s  to  the Code but also those companies who have chosen not to  

p a rtic ip a te  in  th is  h igh ly  se ns itive  survey.

The Eighth annual report id e n tif ie d  220 United States corporations

having 293 operating undertakings in  South A fr ic a . However, In ­

cluded In  th is  f ig u re  are Insurance and banking companies, news 

agencies, re lig io u s  In s titu t io n s  and professional accounting prac­

t ic e s . A fte r e lim ina ting  these categories, the population s ize was 

reduced to  283. I t  was apparent from some o f the names tha t service 

undertakings such as Avis Rent-a-Car afld mining companies l ik e  Phelps 

Dodge Mining Ltd were included In  the population but wen; not required 

fo r  the purpose o f th is  survey.

The three sources d id  serve to  id e n tify  and v e r ify  th a t the size o f

the population had been reasonably accurately established at 293.

- - tx$- d&i



6 . SURVEY METHODOLOGY

There were three possible choices fo r  conducting the study

a sample In te rv iew  w ith  some o f the companies 

a questionnaire d irected  a t a s ta t is t ic a l ly  selected sample "of 

the population

a questionnaire c ircu la te d  to  a l l  the companies in  the population

One o f the alms o f th is  research p ro jec t Is  to  assess the influence 

being exerted by United States companies on th e ir  loca? operations. 

I t  seemed u n lik e ly  th a t any general conclusions could be made based on 

the In te rp re ta tio n  o f  re su lts  from interviews w ith  a selected sample.

Although a questionnaire aimed a t a few s ta t is t ic a l ly  selected targets 

is  regarded as a v a lid  te s t-  a high ra te o f  non-response would have 

inva lida ted  the re su lts  and might have resulted in  too few responses 

to  be able to  id e n t ify  any re su lts .

Because many fo re ign  companies are re lu c ta n t to  reveal any information 

the choice o f c irc u la r is in g  the e n tire  population was believed to  be 

the best approach. Questions re la tin g  to  s ize and type o f business 

were Included In  the questionnaire to  ensure tha t the responses were 

obtained from both sm aller and la rger operations. S im ila r ly , as the 

emphasis o f  the survey was on American owned companies, questions 

re la tin g  to  ownership were included because the continuously changing 

ownership patterns could have resulted in  a company responding tha t 

was no longer con tro lled  by a United States based corporation.



The questionnaire was f i r s t  c ircu la ted  1n A p r il 1985 but because o f a 

very low response, the questionnaire was c ircu la te d  a second time in  

May 1985.

7. SUMMARY OF THE PURPOSE OF THE SURVEY

The purpose o f  th is  study was to  estab lish  the 

prac tice  o f  absorption "costing used in  inventory 

operations owned o r c o n tro lle d  by United States 

most im portant aspect o f the survey was to  ascerta 

cost were Included in  the valuation o f inventory.

actual methods and 

valuation by local 

corporations. The 

iin  what elements o f



CHAPTER 9

PRESENTATION OF THE RESULTS OF THE SURVEY

I .  SIZE OF RESPONSE SAMPLE

Of the to ta l population u f  293, only 283, which were those companies 

id e n t if ie d  from th e ir  names as being appropriate fo r  th is  survey, were 

c irc u la r is e d . A fte r c irc u la r iz in g  the ta rg e t population a second 

tim e, a to ta l o f  138 companies returned the questionnaire, 

representing 48,8% o f the population. The responses revealed th a t 20 

companies were not owned o r con tro lled  by United States corporations. 

A fu rth e r 19 responses id e n tif ie d  th e ir  operations as inappropriate 

fo r  the purpose o f th is  study since they would be c la s s if ie d  as 

se rv ice , investment or dormant operations. Only 9 questionnaires 

were returned where the company refused to  divulge any inform ation a t 

a l l  and 3 were returned blank or marked "not app licab le". A stmiNei-y 

o f  the questionnaire responses are set out in  Table 1 on the next

Because d if fe re n t indus tries  may apply d if fe re n t costing techniques i t  

was important to  categorise the companies in to  certa in  broad s ig n i f i ­

cant Industry sectors. The categories selected followed a s im ila r  

c la s s if ic a tio n  applied by the Johannesburg Stock Exchange. The 

categorised responses are set out in  Table 2 on the next page.
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TABLE 1 -  SUMMARY OF POPULATION AND SAMPLE SIZE

TARGET QUESTIONNAIRES
POPULATION RETURNED

Total population 293

LESS : Insurance, Banking, News 
Agencies, Relig ious In s t i ­
tu tions  and Professional 
Accounting Practices _10

C ircu la rized  population 283 138 48,8%

LESS : Companies not con tro lled  by
United States Corporations 20 20
Service, Investment and
Dormant companies _19 JL9

244 99

LESS : Companies re fus ing  to  divulge
any Inform ation 9
Questionnaires returned blank 
o r where a l l  the questions
marked "no t app licab le" ___ _3

V alid  population and sample size 244 87 35,7%

TABLE 2 - RESPONSES CATEGORIZED BY INDUSTRY SECTOR

Beverages and Hotels I
B uild ing and Construction 5
Chemicals and O ils  12
C loth ing, Footwear and T e x tile s  2
E lectron ics 7
Engineering 15
Fishing and Food 5
Furn iture and House#' • lances 2
Motor 3
Paper and Packai, 1
Pharmaceutical ano 21
P rin tin g  and Publisi, . 2
Steel and A llie d  Products 4
Tobacco and Match 0
Transportation 0
Trading and Stores 2
Other Categories 5

TOTAL 87

*  ic I* * -  A



While the Trading and Stores category was used in  the study o f  co r­

porate p o lic ie s , i t  was elim inated from the study o f  the costing 

techniques. The m a jo rity  o f th-* returns emanated from Chemicals and 

O ils , Engineering, and Pharmaceutical and M edical, the three secto rs , 

corroborated by the AMCHAM p u b lica tio n , in  which the United States 

companies are most c c tive  in  South A fr ic a .

In  order to  estab lish  whether there was any re la tio n sh ip  between the 

size o f  the company and the p o lic ie s  or methods used, in form ation was 

requested d isc los ing  the size o f  the company. Of the 87 companies, 

65 volunteered the inform ation.

Those companies, 65 in  number, tha t were prepared to  disclose

fin a n c ia l dat.: tha t would a ss is t in  estab lish ing  th e ir  s ize , in  

aggregate repre-i-i. ed the fo llow ing  s ta t is t ic a l inform ation :

Total Sales R2 004 M

Total Inventory R 350 M

Total Expenditure c la s s if ie d  as 

manufacturing overhead R 249 M

Because Inventory is  the most pe rtin e n t aspect o f th is  study, 

companies have been ranked on the basis o f  inventory value :

Small company -  less than R IM

Medium Company -  less than RIO M

Large Company -  greater than RIO M

r ■
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II

The size c la s s if ic a tio n  has been summarized on Schedule 1. The 

schedule indicates a normal d is tr ib u tio n  w ith  48 o f  the 65 c la s s ifie d  

as medium s ize  companies w ith  nearly an equal number o f small and 

large companies.

Although the response may not be good enough to  provide s ta t is t ic a l ly  

sound re su lts  the returns are adequate fo r  th is  type o f  survey where 

the ob jective  is  to  provide evidence ra ther than q u a n tita tive  proof.

Because the responses represent one th ird  o f the population; by 

industry  secto r, the responses are in  lin e  w ith  AMCHAM data and the 

responses appear normally d is tr ib u te d  according to  the size o f 

company, the re su lts  extracted from th is  survey should c o n s titu te  a 

f a i r  re f le c t io n  o f the po licy  and methods o f absorption costing used 

by the subs id ia ries o f  the United States m u ltina tiona ls .

2. VALUATION OF INVENTORY

This aspect o f the rerodrch p ro ject was the focal and most important 

element in  order to  f  oe.'tefm what costs were included in  the va l­

uation.

Cost was segregated in to  the fo llow ing  constituen t parts :

D irect M ateria ls 

D irect Labour 

D irec t Overhead 

In d ire c t Overhead



Because i t  was evident from one o f  the responses th a t there was con­

fus ion  regarding the d e fin it io n  o f d ire c t and In d ire c t overhead, the 

questionnaire should have provided a b r ie f  d e f in it io n  as a guide to 

the person completing the answer.

D irec t overhead would co ns titu te  thoss expenses incurred and a llocated 

to  those work centres th a t are responsible fo r  production. Without 

the co n tribu tion  o f  these productive centres there would be no 

manufacturing c a p a b ility .

In d ire c t overhead would co ns titu te  those expenses incurred and 

a lloca ted  to  the work centres j r  departments th a t are not d ire c t lj/  

involved in  the manufacturing process but nevertheless provide a 

supportive service.

Schedule 10 provides a sumary o f the responses ind ica tin g  the 

elements o f cost ( I .e .  m a te ria l, d ire c t labour, d ire c t overhead and 

In d ire c t overhead) th a t have been Incorporated in  the inventory 

va lua tion .

The re su lts  o f the survey revealed tha t

100% Included m aterial 

89% Included labour 

85% Included d ire c t overhead 

73$ Included in d ire c t overhead

In  the va luation o f  inventory.



The ob jective  o f  the survey was to  estab lish  the p o licy  adopted fo r  

management ar.-i f in a n c ia l reporting purposes as against the method used 

fo r  tax reporting  purposes. C ritic ism  may w e ll be raised th a t the 

method used fo r  management reporting could d i f f e r  from th a t used fo r  

annual fin a n c ia l rep o rtin g . The reason fo r  not segregating t in  

enquiry was based on the assumption th a t the vast m a jo rity  o f the 

companies were w ho lly  owned subsid iaries whose management reporting 

would fo llo w  the same methods as the f in a n c ia l repo rting .

Schedule 13 provides a summary comparing the s ize  o f  the company w ith 

the treatment o f  overhead as an element o f cost in  the va luation o f  

inventory. In  preparing the tab le  as long as e ith e r d ire c t or 

in d ire c t overhead was incorporated in  the valuation o f inventory the 

company was c la s s if ie d  as ii,e luding overhead. The resu lts  ind icate

a l l  la rge companies

84% o f medium size companies

50% o f smaller companies

include overhead In  the valuation o f Inventory fo r  management and 

f in a n c ia l reporting  purposes.

The only observation th a t may have an impact on the In te rp re ta tio n  o f 

the resu lts  is  th a t 6 o f  the small companies include overhead w ith  4 

excluding th is  element o f  cost. However, because the sample was 

sm all, the re s u lt converted to  a percentage o f the sample size may be 

regarded as u n re liab le .



Schedule 12 which summarizes the treatment o f  overhead in  the 

va lua tion  o f inventory fo r  loca l tax purposes disclosed th a t :

74% included both fixe d  and variab le  overhead 

10% included only the variab le  element in  inventory 

16% excluded overhead completely

The survey revs-led th a t 85% o f the respondents included d ire c t 

overhead in  the va luation o f inventory fo r  management and fin a n c ia l 

reporting  w ith  84$ Including e ith e r fixe d  and variab le  overhead or 

o n ly  variab le  overhead in  the va luation o f  inventory fo r  tax reporting  

purposes.

3. SEGREGATION BETWEEN FIXED AND VARIABLE OVERHEAD

I t  has been accepted by both management and accounting p ractice  tha t 

expenditure has fixe d  and variab le  elements. Rexnord Inc. accounting 

p o lic y , referenced as Annexure I I ,  described the ch a ra c te ris tics  o f 

f ix e d  costs as fo llow s -

Fixed costs tend to  remain constant regardless o f the volume o f 

production.

Fixed costs are a function o f  time im plying th a t expenditures 

w fl? be incurred whether o r not production takes placs. Typical 

examples are ren t and depreciation.

The amount spent on fixed  costs does not change w ithout a s ig n i­

f ic a n t and permanent a lte ra tio n  to  the in fra s tru c tu re  o f  the 

productio. f a c i l i t y .



Because variab le  costs are sens itive  to  flu c tu a tio n s  in  the le ve l o f 

production, the Rexnord p o licy  suggests th a t where there Is  no 

production variab le  costs should be zero. Some types o f  expenditure

have both a fixe d  and a variab le  portion and should more c o rre c tly  be

c la s s if ie d  as sem i-variab le. However, the survey, in  order not to

over-complicate the question sny fu r th e r, avoid 'd  the sem i-variab le  

overhead element and Included a question to  gauge whether the respon­

dents made an attempt to  segregate expenditure between f ix e d  and 

v a riab le .

The re su lts  de ta iled  on Schedule 16 indicated tha t

31 segregated f ix e d  and variab le  overhead 

36 d id  not segregate fixe d  from variab le  overhead 

18 o f  the respondents d id  not answer the question

Excluding those th a t chose not to  respond to  the question, on ly 46% o f

the respondents segregate expenditure. Those th a t adopted th is  

fundamental concept were predominantly in  the Engineering, Furn iture 

and Household Appliances, and Steel and A llie d  Products in d u s tr ie s .

4. TECHNIQUES OF DETERMINING FIXED AND VARIABLE OVERHEAD

Schedule 16, which provides a summary o f the rep lies to  the question 

o f what methods are used to  determine fixe d  and variab le  overhead, 

reveals tha t o f  the 46% who id e n tif ie d  expenditure as e ith e r f ix e d  or 

va ria b le , 941 used t 1** technique o f expense account analysis labe lled  

the v isua l technique in  the questionnaire. The balance o f  6% use j the 

high-low ca lcu la tion  to  estab lish  whether expenditure is  e ith e r  fixe d  

or variab le .
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Examples o f  documented accounting practices are provided by Johnson & 

Johnson and Rexnord In c ., ranked 57 and 322 respec tive ly  by Fortune 

in  the United S tates. The former being c la s s if ie d  in  th is  survey as 

Pharmaceutical and Medical while  the la t te r  c la s s if ie d  as Engineering. 

Both have documented th e ir  p o licy  on expense c la s s if ic a t io n .  A 

comparison o f  th e ir  p o lic ie s  provides an example o f  the d if fe re n t  

approaches to  determining fixe d  and variab le  overheads and the 

d if fe re n t d e fin it io n s  o f  fixe d  and variab le  overheads. I t  should be 

emphasised tha t these companies operate in  completely d if fe re n t 

in d u s tr ie s . Both have id e n tif ie d  three categories fo r  the purpose o f 

overhead c la s s if ic a t io n ,  f ix e d , variab le and sem i-variab le .

The advantage o f  documented accounting p o lic ie s  is  th a t they provide 

sp e c ific  guidelines to  the decision maker when segregating 

expenditure. Because a v isual c la s s if ic a tio n  is  very much a 

subjective decis ion, i t  is  advantageous to  s t ip u la te  parameters so as 

to  introduce some form o f un ifo rm ity  in to  the decision making.

The Rexnord Inc. accounting p o lic y , included in  Annexure I I ,  suggests, 

by inference to  an e x h ib it attached to  the p o lic y , the adoption o f the 

v isua l c la s s if ic a tio n  except in  the determ ination o f sem i-variable 

costs where methods such as high-low d if fe re n t ia l and regression 

analysis are recommended.

Annexure I I I  contains the c la s s if ic a tio n  o f cost accounts recommended 

by Johnson & Johnson In te rn a tio n a l, which by inference suggests the 

v isua l approach to  the segregation o f overhead. These examples 

il lu s t r a te  th a t the v isual method is  s t i l l  in  use in  the United
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5. METHODS OF RECOVERY

While the expense constitu tes the one side o f  the c a lc u la tio n , the 

a c t iv i ty  leve l is  the other fa c to r in  the determ ination o f  the 

recovery ra te . The methods o f recovery could be based on :

M ateria l Quantity 

Machine Hours 

Labour Hours

Another approach used in  the "c t kn o f  overhead is  to  determine 

the fin a n c ia l re la tionsh ips  bev . element o f cost i . e .  e ith e r

m ateria l o r labour w ith  overhead expenditure. When th is  method o f 

recovery is  used the need to  estab lish  a c t iv i ty  leve ls  is  o f 

secondary, i f  not l i t t l e ,  importance in  the c a lcu la tio n .

Schedule 14 provides the fo llow ing  analysis o f the 64 responses to  the 

question on what basis overhead is  recovered : •

26,5% use m ateria l quan tity  

7,8% use m aterial value 

14,1% use machine hours 

46,9% use labour hours 

4,7% use labour value

There is  l i t t l e  po in t In discussing the ove ra ll re s u lt as each in ­

dustry has d if fe re n t fac to rs  In fluenc ing  overhead absorption. In 

many o f  the categories too few responses were received to  be able to 

in te rp re t the data. However, some o f the sectors reveal conclusive 

re su lts .



78% o f the respondents in  the Chemical and O il indus try  used 

m ateria l quan tity

77% o f the respondents in  the Engineering in dus try  used labour

822 o f  the respondents in  the Pharmaceutical and Medical industry

used labour hours

A s ig n if ic a n t fa c to r revealed from the survey was th a t on ly a small 

percentage o f  12,5% used m ateria l value or labour value as the basis 

on which to  absorb overhead in to  inventory. By fa r  the m a jo rity  o f

the respondents adopted a u n it  o f measurement th a t excluded the

influence o f  flu c tu a tio n s  in  the purchasing power o f  money.

6. ACTIVITY LEVELS

There are a number o f a lte rn a tive s  in  the choice b f  a c t iv i ty  leve ls . 

The choice could d i f f e r  when c a lcu la tin g  the fixe d  ra te  from th a t used 

in  the variab le  ra te . The survey selected fo u r commonly used

a c t iv i ty  leve ls  to  estab lish  which were the more favoured ta rge ts .

Budgeted Level 

Actual Level 

Maximum Capacity 

P ractica l Capacity

Schedule 23 provides the fo llow ing  summary o f the 64 respondents who 

attempted the question covering the a c t iv i ty  leve l used in  the 

determination o f the fixe d  recovery ra te  :



Budget leve l 

Actual leve l

59,4%

18,8%

Practica l capacity -  20,3%

Maximum capacity -  1,5%

Schedule 24 presents the fo llow ing  summary o f  the 56 respondents who 

answered the same question but in  the determ ination o f  the variab le  

recovery ra te :

Budget leve l -  50%

Actual leve l - 30,4%

Practica l capacity - 17,8%

Maximum capacity -  1,8%

Unfortunately the response to  the f i r s t  question covering the deter­

mination o f the fixe d  recovering ra te  represented only 74% o f the 

sample size o f  87 w h ile  the response ra te  to  the second question 

covering the determ ination o f  the variab le  ra te  was even lower a t 64% 

o f the sample s ize . Although the response to these two questions 

reduced the sample to  26% and 23% respective ly  o f the va lid  ta rget 

population, the smaller response did not re a lly  a lte r  the p ro f ile  o f 

the sample and therefore the conclusions which in  terms o f  the 

ob jective  are to  provide evidence ra the r than q u a n tita tive  proof could 

s t i l l  be regarded as reasonably sound.



7 . TYPE OF EXPENDITURE

The type o f expense is  a very im portant element in  the ca lcu la tion .

The options ava ilab le  have been id e n t if ie d  as

Budget expenses

Actual h is to r ic a l expenses

Continuous ro l l in g  fo recast o f  expenses

Only 66 respondents o f the sample s ize o f  87 answered the question.

While representing 76% o f the to ta l respondents, i t  on ly represents 

27% o f the v a lid  ta rg e t population. Once again since the smaller

response ra te  d id  not change the p ro f i le  o f the sample, the conclu­

sions could s t i l l  be regarded as reasonable.

The survey, d e ta ils  o f which are presented on Schedule 18, revealed

th a t o f  those who answered the-question

66 , 1% favoured the use o f budget expense in  the overhead 

ca lc u la tio n ,

27,3% preferred the use o f actual h is to r ic a l expense in  the 

overhead c a lcu la tio n ,

7,61 used the continuous updated r o l l in g  forecast in  the overhead 

c a lcu la tio n ,

The 43 respondents representing 65,1% o f the sample s ize who favoured 

the use o f the budget expense in  the overhead ca lcu la tio n  corresponds 

to  17,6% o f the v a lid  ta rge t population.



8 . FREQUENCY OF COMPUTING THE OVERHEAD RATE

The survey was also designed to  delve In to  the various methods used in  

the computation o f the recovery ra te . The rate Is the re s u lt o f 

d iv id in g  the expense leve l by the basis o f recovery. Both elements 

could have a number o f  permutations and combinations. The frequency 

o f the ca lcu la tion  should be governed by the choice o f the two 

elements.

Schedule 17, whicn summarizes the answers o f the 59 companies th a t 

responded to  the question d irected a t the frequency o f  the overhead 

c a lc u la tio n , ind icates the fo llow ing  preferences :

49,2% favour an annual ca lcu la tion  

20,3% favour a monthly ca lcu la tion  

17,0% favour a bi-annual ca lcu la tion  

11,8% favour a qu a rte rly  ca lcu la tion  

1,7% favour a sporadic ca lcu la tion

I t  should be noted th a t not one respondent applied a period ic review 

o f the overhead ca lcu la tio n .

Once again the percentage who d id  not rep ly  to  the question was large 

p roportiona te ly  to  the sample s ize . Excluding the 26 respondents who 

d id  not rep ly  reduces the sample s ize from 85 to  59 representing only 

24% o f the va lid  ta rg e t population. However since the ob jective  was 

to  provide evidence ra ther than qu a n tita tive  proof the conclusions 

could s t i l l  be regarded as reasonable.



The q u a rte rly  and bi'-annua't approach to  re -evaluating the recovery 

ra te  seems to  have a s im ila r  d is tr ib u tio n  w ith  11,8% o f those who 

re p lie d  favouring a qu a rte rly  review and 16,9% a bi-annual one. A 

c loser analysis o f each industry category does not provide any fu rth e r 

s ig n if ic a n t re s u lt.  In  fa c t ,  there appears to  be an equal spread over 

a l l  the options in  most o f the industry categories.

The survey revealed a s ig n if ic a n t weighting towards an annual 

computation using budget level o f  expenditure in  the Engineering and 

the Pharmaceutical and Medical sectors. In the Engineering indus try ,

o f  the 8 respondents who used the budget leve l o f  expenditure, 6

performed the ca lcu la tio n  o f the recovery rates on an annual basis. 

Of the 14 Pharmaceutical and Medical Industry respondents who favoured 

the budget leve l o f expenses, 11 performed the ca lcu la tion  annually 

end 2 b f-annua lly . The two who favoured the actual h is to r ic a l

expense determined the ra te  on a monthly basis.

9. ALLOCATION OF EXPENDITURE

The survey also established objectives to  determine whether

expenditure was a llocated to  contro l areas 

the tendency was to  ca lcu la te  a separate overhead rate fo r  each 

contro l area as opposed to  a plant-w ide recovery rate 

overhead was a llocated s p e c if ic a lly  to  each independent product 

or product group or whether a separate pool account was main­

tained in  the general ledger.



Schedule 19 re f le c ts  th a t o f the 73 respondents (excluding 2 responses 

from the. Trading and Stores sector) tha t segregated the production 

cycle  in to  departments or centres, only 64 responded to  the question 

on whether expenditure m s alloca ted  to  these areas. Of these

respondents, 54 representing 84,4% allocated expenditure to  these

departments o r centres.

Schedule 20 presents the response d irected s p e c if ic a lly  a t those

respondents, who re p lie d  p o s it iv e ly  to  the question o f  the a llo ca tio n  

o f expenditure to  the various control areas, to  confirm  whether o r not 

d if fe re n t recovery ra tes were determined fo r  each con tro l area.

Of the 54 respondents who confirmed tha t expenditure was a llocated to 

the various con tro l areas 39 o r 72% computed d if fe re n t recovery rates 

fo r  each centre.

Yet another question was d irected  a t those 15 o f the 39 respondents who 

d id  not ca lcu la te  d if fe re n t recovery rates fo r  each contro l area to  

confirm  th a t a global o r plant-w ide rate was computed in  preference to  

a d if fe re n t ra te  fo r  each contro l area. Unfortunately i t  would

appear tha t th is  question must have confused some o f the ind^ ;duals 

completing the survey because instead o f receiving responses from only 

the 15 respondents, 24 confirmed tha t a global ra te  was determined. 

This suggested th a t Q o f  the respondents calculated both recovery 

rates fo r  each contro l area and a global ra te  fo r  the operation as a 

whole. E ither there was a lack o f understanding o f  the concept or a 

misunderstanding o f  the question.
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Since the questionnaire was c a re fu lly  worded, re fe rred  to  both 

academics and p ra c tit io n e rs  fo r  comment and used in  a f ie ld  te s t ,  the 

misunderstanding o f the question cannot be a ttr ib u ta b le  to  ambiguity. 

Because o f  the response to  th is  question, being the la s t  pa rt o f 

question 6.2 o f the survey questionnaire, the re s u lt was considered 

in v a lid  and a schedule providing an analysis o f  the response was not 

published.

Schedule 21 provides a summary o f the answers to  the question o f  the 

a llo ca tio n  o f  overhead s p e c if ic a lly  to  each independent product or 

product group. Although 28 respondents .representing 21,2% o f the 

sample d id  not respond, 70,1% o f those who d id  respond indicated tha t 

i t  was th e ir  p rac tice  to  a lloca te  overhead s p e c if ic a lly  to  each 

product or product group.

The questionnaire requested those respondents who d id  not a lloca te  

overhead s p e c if ic a lly  to  each product or product group to ind icate 

whether a d is t in c t iv e  overhead pool account was maintained in  the 

general ledger. Schedule 22 reveals tha t o f  the 20 companies who did 

not a lloca te  overhead 14 or 70% kept a separate overhead account in 

the general ledger.

10. ACCOUNTING AND COSTING POLICIES

The survey established an fb je c tiv e  to determine whether there were 

documented accounting p o lic ies  e ithe r in it ia te d  from the parent 

company o r the loca l subsid iary. Questions were also designed in 

order to  assess the in fluence exerted by the overseas parent over the 

p o licy  and methods o f  absorption costing used in  the inventory



va lua tion  o f  the loca l subsid iary. There were f iv e  questions 

d irected  a t p o licy  and two covering the va lua tion  o f  inventory.

In  order to  demonstrate the s tructure and content o f  an accounting 

p o lic y , p a r t ic u la r ly  the sections dealing w ith overhead absorption, 

the accounting p o licy  o f  Rexnord Inc. has been included as Annexure 2.

Schedule 5 confirmed th a t 82 or 94,3% o f  the sample s ize o f  87 had 

documented accounting p o lic ie s  Including inventory va lua tion .

Of the f iv e  companies th a t indicated th a t they d id  not have documented 

p o lic ie s  two were companies in  which the United States shareholder 

held less than 50% but th is  does not necessarily imply th a t they were 

not in  a pos ition  to  influence the decision making process.

Schedule 6, which summarized the response to  the question whether the 

parent company had documented accounting p o lic ie s  Including Inventory 

va lua tion , presented v f r tu f l l ly  the same d is tr ib u t io n  to  the response 

de ta iled  on Schedule 5.

The re su lts  would suggest tha t there is  a standard p ractice whereby 

both the loca l South A frican  company and the United States parent have 

a w ritte n  p o licy  on Inventory valuation.



11. ASSESSMENT OF FOREIGN INFLUENCE.

Because o f  the d if fe re n t valuation philosophies between the South 

A frican  accounting standard and the United States tax  requirements an 

analysis o f  the responses on the fo llow ing  schedules provides evidence 

o f  the in fluence th a t the United States companies have ovet th e ir  

loca l operations.

As il lu s tra te d  on Schedule 11, by fa r  the m a jo rity  o f  companies, 7556 

o f  those respondents who answered the question, ind icated th a t the 

United States parent company ins is ted  th a t a l l  the elements o f cost 

i,.e . materia?, labour, d ire c t and in d ire c t overhead were Included in 

the va luation o f  Inventory. The only sector whose re su lts  were 

con tra ry  to  the o ve ra ll pattern was the Steel and A llie d  Products, 

where on ly oiie o f  the three who responded confirmed th a t the parent 

in s is te d  on inc lus ion  o f  a l l  cost elements. Bat th is  observation 

cannot be regarded as s ig n if ic a n t because o f the small number o f 

respondents.

Schedule 7 reveals th a t o f the 87 re tu rns , 83 responded to  the 

question whether the parent po licy  in  any way con trad ic ts  the local 

accounting p o lic y ; only 3 indicated th a t local accounting p o lic ie s  did 

not correspond w ith  th e ir  parent p o lic ie s . The reason was apparent 

in  tha t in  every case one o f the cost elements was excluded from the 

Inventory va lua tion . What Is however s ig n if ic a n t is  th a t only 10,8 % 

o f the respondents did not fo llo w  the parents' p o lic ie s  which is  an 

ind ica tio n  o f  the extent o f  the Influence exerted by the United States
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The questionnaire included an enquiry d irected  a t those companies who 

d id  not fo llo w  the parent company p o lic ie s  to  ind ica te  whether the 

necessary inform ation was supplied in  order fo r  the parent to  make the 

required adjustment.

I t  can be observed from Schedule 9 which summarizes the response to  

th is  question th a t 19 o f the va lid  re turns o f 87 d id  not provide an 

answer. A m a jo rity  o f  53 representing 60,9% confirmed th a t

a d d itiona l information would be supplied fo r  the parent to  make the 

necessary amendment. Only 15 respondents indicated th a t no fu rth e r 

in form ation was provided where the loca l operation d id  not fo llo w  the 

parent company p o lic ie s .

Schedule 8 presents the re su lts  to  a question posed on the issue o f 

lo ca l auditors having to  report on whether the loca l company complied 

w ith  the parent company's p o lic ie s . The question was included fo r  

the purpose o f evaluating the f id u c ia ry  duty th a t loca l management had 

fo r  ensuring th a t p o lic ie s  adopted by the fore ign parent were 

implemented in  the loca l company and to  determine whether a u d ito rs ’ 

re s p o n s ib ilit ie s  were extended beyond th e ir  s ta tu to ry  du ties.

The survey revealed th a t 58 respondents representing 66,7% o f the 

to ta l respondents required aud it confirm ation o f  compliance w ith 

parent y u lic ie s . With only one respondent providing no answer to  the 

question, the remaining 28 o f the sample s ize o f  87 were not required 

to  obta in  an aud it repo rt.



12. THE INFLUENCE OF SIZE AND NATURE ON THE CONTROL METHODS.

Certain descrip tive  inform ation was included in the questionnaire fo r  

the sole purpose o f  gathering s u ff ic ie n t  background not on ly to  be 

able to  c la s s ify  the various companies but also to  understand the 

nature o f th e ir  operating a c t iv i t ie s .  An analysis was undertaken 

comparing

the re la tio n sh ip  between the size o f  the operation and the 

contro l methods

the type o f manufacturing a c t iv i ty  w ith  the con tro l methods.

Control method describes the basis whereby the operation has been 

div ided  in to  d is t in c t  func tiona l areas tha t represents e ith e r  each 

process in  the manufacturing cycle o r, a lte rn a tiv e ly , a s tra te g ic  

manufacturing u n it.  The con tro l methods have been id e n tif ie d  as

Cost Centres 

Processing Departments 

P ro f it  Centres 

Investment Centres

The type or nature o f the manufacturing a c t iv i ty  describes the 

manufacturing procedure which could be categorized as
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Jobblng

Continuous Process 

Batch Process 

Non Manufacture

The non-manufacture a c t fy f ty  type has been in te rp re ted  by many o f  the 

respondents as a process where the product i t s e l f  may not be changed 

or converted. This a c t iv i ty  type therefore includes such Industry  

categories as Pharmaceutical and Medical, Chemical and O il where the 

process may merely be the te s tin g  and repacking o f  product fo r  re­

d is tr ib u tio n .

Schedule 3 presents the re su lts  o f  comparing the size o f  the operation 

measured by the value o f  the inventory, w ith  the contro l method.

Analysing the resu lts  there appeared to  be a d is t in c t  preference fo r  

cost centres since

50% o f small companies 

72% o f medium size companies 

86% o f large companies

used th is  method as a management control technique. The re su lts  

suggested th a t regardless o f the size o f the operation, there was a 

tendency among United States con tro lled  companies to  favour cost 

centres which im plies th a t size cannot be the determining fa c to r.

Schedule 4 presents the re su lts  to  the question whether there is  any 

co rre la tio n  between the type o f manufacturing a c t iv i ty  and the con tro l 

method.



These resu lts  revealed tha t there was once again a preference fo r  cost 

centres since

65% o f the jobbing process

76% o f the continuous process

71% o f  the batch process

41% o f the non manufacture repacking process

tra n s la tin g  in to  66% o f the 85 respondents used th is  method o f 

c o n tro l. Once again the re su lts  suggested th a t regardless o f  the 

type o f a c t iv i ty  there was a leaning among United States con tro lled  

companies towards cost centres, which once again im plies the type o f 

manufacturing a . ' i iv i t y  does not influence the se lection  o f  the control 

method.

The analysis by industry  category, de ta iled  on Schedule 2, o f  the type 

o f segregation used in  the manufacturing process does not reveal 

anything fu rth e r, other than in  the Paper and Packaging sector where 

the only respondent selected p r o f i t  centres. However, because o f the 

very small number o f  respondents, the v a l id ity  o f making any 

inferences from the re su lts  would be challenged as un re lia b le .

I t  could be concluded tha t the survey provided some evidence to  sub­

s ta n tia te  the opinion th a t the m a jo rity  o f  United States owned local 

operations, regardless o f s ize , type o f a c t iv i ty  or industry  category 

favour the cost centre approach. P ro f it  or investment centres in tro ­

duce the concept o f  tra n s fe r p r ic in g . Robert Eccles ^  acknowledges 

th a t ever since the idea o f tra n s fe r p ric in g  was formulated i t  has



given both corporate managers and academics nagging problems. He was 

opinion tha t most research done on resolving the problem o f tra n s fe r 

p r ic in g  has been o f  l i t t l e  use to  corporate managers. Because, 

quoting Robert Eccles ^  " i t  is  not always possib le  to  s a tis fy  both 

the contro l and the fa irness ob jective through the tra n s fe r p ric ing  

scheme alone", there is  a disadvantage in  adopting e ith e r  investment 

o r p r o f i t  centres.

Cost centres have the advantage th a t performance is  re s tr ic te d  to  the 

measurement o f actual achievement against predetermined goals.

13. SUMMARY

The resu lts  o f the survey appear to  be representative as the number of 

returned questionnaires were nearly h a lf  o f  the ta rg e t population and 

weighted according to  the AMCHAM company p ro f i le .

Even where the response ra te  was lower than the 87 returned question­

na ires, the sm aller sample did not change the p ro f i le  since the 

respondents were s t i l l  reasonably weighted in  re la t io n  to  the overa ll 

response. Furthermore, the ob jective o f the survey was not to 

provide s ta t is t ic a l ly  substantiated resu lts  but ra the r to  provide 

supportive evidence.



CHAPTER 10

ANALYSIS AND INTERPRETATION OF THE RESULTS OF THE SURVEY

1. INTRODUCTION

Having discussed the theore tica l concepts and genera lly accepted 

standards and having ascertained the actual p ractice  from the survey, 

the in te n tio n  o f  th is  chapter is  to  analyse and in te rp re t the resu lts  

and, wherever possib le , to  draw a comparison between actual practice 

w ith  the th e o re tica l concepts.

The in fluence exerted by the United States m u ltina tiona ls  w i l l  a lso be 

considered but on ly in  so fa r  as i t  can be judged from the response to  

c e rta in  questions included in  the questionnaire.

2. INVENTORY VALUATION

Since the object o f th is  research is  to  concentrate on the methods o f 

absorption costing the d ire c t m aterial and d ire c t labour cost elements 

are not re a lly  o f d ire c t in te re s t. However, the re su lts  summarized 

on Schedule 10 o f  the responses to  the question o f whether d ire c t 

labour was included in  the valuation o f Inventory revealed tha t 9 

companies, representing 11% o f  the va lid  responses, omitted the labour 

element.

The only conclusion tha t could be in te rp re ted  from th is  response was 

th a t ce rta in  in d u s tr ie s , evident from the survey resu lts ,as  P rin ting  

and Publish ing, Pharmaceutical and M edical, and Engineering, had 

become h ig h ly  automated requ iring  only supportive labour tha t had been 

c la s s ifie d  as in d ire c t labour and included as an overhead cost.
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The response to  the question (sunmarized on Schedule 10} on whether 

d ire c t overhead was included in  the inventory va luation as a d ire c t 

cost followed almost an iden tica l response pattern in  many o f the 

industry  categories to  the question on d ire c t labour. The reason 

suggested above fo r  certa in  industries excluding d ire c t  labour was 

fu rth e r supported by the inc lusion by one o f  the companies o f d ire c t 

overhead as a d ire c t cost in  the inventory valuation although there 

was no charge as a d ire c t cost in  the inventory va luation o f the 

d ire c t labour element.

There appears to  be a greater tendency to  omit in d ire c t overhead from 

the va lua tion  than d ire c t overhead. This is  p a r t ic u la r ly  evident in  

the Engineering, Steel and A llie d  Products sectors where h a lf  the 

companies in  the Engineering sector ind icated th a t they excluded 

in d ire c t overhead. A possible explanation may be the method o f 

segregating costs between d ire c t and in d ire c t cost centres, o r the 

d e fin it io n  applied w ith in  the company as to  what constitu tes a d ire c t 

and an in d ire c t overhead. Smaller companies may not have extensive 

support services Introduced by the la rg e r manufacturers because o f 

economies o f scale and co-ord ination o f the organisation. Unfor­

tuna te ly  the survey d id  not address th is  issue which may be an in ­

te re s tin g  top ic  to  pursue in a separate study.

Notwithstanding tha t ne ither the South A frican generally accepted 

accounting standard nor the requirements o f the Income Tax Act in s is t  

on the absorption o f both fixed  and variab le  overhead. Schedule 12 

ind icates tha t 74% include both fixed  and variab le  overhead in  the 

va luation o f Inventory fo r  tax purposes.



The tendency seems to be to  fo llo w  the requirements o f  the United 

States revenue department and not take advantage o f  the loopholes in 

loca l tax le g is la t io n  which has now adu^ted AC 108. Questioning a 

representative o f  one o f  the parent companies, i t  seems the reason may 

be in  the method o f  taxing m u ltina tiona l corporations in  the United

P ro fits  are taxed from a l l  sources 58 -  th a t is  from loca l and over­

seas operations, but allowance is  made fo r  the tax charges already 

paid in  other countries. Where a South A frican  operation omitted  

overhead in  the loca l re turn to  the tax a u th o r itie s , the tax charge 

would be reduced by the omission o f the overhead a t the curren t tax 

ra te . However, the United States parent would have to  include the 

overhead content in I ts  re tu rn  and be subject to  tax on th is  

adjustment. There appears to  be no advantage fo r  a United States 

subs id ia ry , e ith e r they pay the tax In the source country or in  the 

United States.

3. FIXED AND VARIABLE OVERHEAD

Because the fundamental d iffe rence  between the United States tax 

method and the South A frican accounting standard is  the treatment o f 

fixed  overhead, the re su lts  to  the enquiry whether overhead Is 

segregated between fixe d  and variab le  was p a r t ic u la r ly  important. 

However, because the outcome o f the survey confirmed tha t there was a 

near equal d is tr ib u tio n  between those companies who segregated and 

those who d id  not segregate fixe d  from variab le  overhead, both concepts 

appear to  have equal prevalence.



While the resu lts  may be described as p red ic tab le , i t  is  qu ite  

s ta r t l in g  to  consider how few manufacturing concerns probably cannot 

use marginal costln-; as a too l in  the p ric ing  po licy  because overhead 

has not been segregated between f ix e d  and variab le .

An observation on Schedule 15 was the approach in the Pharmaceutical 

and Medical Industry to  segregating overhead between f ix e d  and 

va riab le . The re s u lt revealed an equal d is tr ib u tio n  between 

segregation and not a llo ca tin g  expenditure between f ix e d  and va riab le . 

The only inference th a t can be made Is th a t there is  div ided opinion 

on the m erits o f marginal costing. Perhaps an In fluencing fa c to r in  

th is  industry Is  the h igh ly  p ro fita b le  margins rea lised which tends to 

suggest tha t there is  no, or very l i * t l e ,  need to  consider marginal 

con tribu tions.

The Steel and A llie d  Products secto r, which in  South A fr ica  is  In the 

pos ition  where productive capacity o u ts tr ip s  demand, operates in  a 

h igh ly  competitive environment. Marginal costing in  th is  Industry 

should be an important too l In p ric ing  p o licy . Although the sample 

from th is  sector was sm all, 3 o f the 4 respondents indicated th a t they 

segregated expenditure between fixe d  and variab le  costs. The re su lts  

in  the Engineering sector should also have revealed a s im ila r  pa tte rn . 

However on ly 6255 o f the respondents who answered th is  question 

segregated expenditure between fixe d  and variab le .

Local operations s t i l l  use very much a s im p lis t ic  approach in  the 

techniques applied to  cost accounting. The visual c la s s if ic a tio n  o f 

a llo ca tin g  expenditure between fixe d  and variab le has tra d it io n a l ly  

been the accountant's approach but as quantita tive  methods gain 

greater a cce p ta b ility  there may be a movement towards a more 

s c ie n t i f ic  method o f  c a lcu la tio n  in  the fu tu re .



- 8 6 -

4. METHODS OF RECOVERY

Because manufacturing expenditure in  d if fe re n t sectors could be 

sens itive  to  d if fe re n t measurement c r i te r ia  on which overhead should 

be absorbed in to  Inventory, an analysis o f the respondents as a whole 

which were representative o f a wide range o f in d u s tr ia l sectors may 

o ffe r  l i t t l e  co n tribu tion  to  the study. However, ce rta in  obser­

vations can be made from a review o f Schedule 14 o f ce rta in  o f the 

ind iv idua l industry  categories.

The Chemical and O il industry  is  a manufacturing process where labour 

is  a re la t iv e ly  low value comparable to  the raw m ate ria ls . Fishing 

and Food again is  a manufacturing process where labour is  on ly used to 

monitor the production cycle . Steel and A llie d  Products inva ria b ly  

involves the m e lting , extrus ion , forming or moulding o f metals where 

labour re la t iv e  to  raw m ateria l is  in s ig n if ic a n t. I t  is  under­

standable tha t in  these indus tries  m aterial quan tity  should be the 

measure by which overhead is  absorbed in to  inventory.

Those Industries which are more dependent on h igh ly  s k i l le d  labour in 

fo r  example the C loth ing, Footwear and Tex tiles  indus tries  or 

Engineering or Furn itu re  and Household Appliances or Pharmaceutical 

and Medical in dus tries  o r where the manufacturing cycle  fo llow s a 

jobbing p a tte rn , are more l ik e ly  to  apply d ire c t labour hours.



<y
' '  - T .

-  87 -

While there appears to  be a measure o f un ifo rm ity  w ith in  each industry 

category, no attempt has y e t been made to  c le a r ly  prescribe a sp e c ific  

basis fo r  a s p e c if ic  indus try  on which overhead w i l l  be absorbed in to  

inventory. W hils t prescrib ing  accounting methods in h ib its  innovation 

and development, the danger l ie s  In the untrained o r u n in itia te d  

adopting a method o f  recovery based on an element o f cost th a t bears 

no re la tio n sh ip  to  the overhead content and which is  contrary to  the 

p ractice  used by other s im ila r  in d u s tr ie s . The e ffe c t may be tha t 

inventory is  e ith e r under or over stated re la t iv e  to  other s im ila r 

companies w ith in  the same industry sector.

5. ACTIVITY LEVELS

The response to  th is  section o f  the survey was d isappointing, e ith e r 

suggesting th a t the leve l o f knowledge o f those completing the 

questionnaire was lim ite d , or tha t the question was not properly 

understood. Nevertheless the resu lts  summarized on Schedules 23 and 

24 are en lighten ing in  th a t 59% o f those who responded used budgeted 

level o f a c t iv i ty  in  the determination o f the f ix e d  ra te  w ith  50% 

using the same leve l to  determine the variab le  ra te . Rather 

surp ris ing  was th a t those using actual capacity v i r tu a l ly  equalled 

those using p ra c tic a l capacity. The resu lts  suggest th a t e ith e r the 

United States standards as determined by each company are not c le a rly  

defined or there is  a lack o f understanding w ith in  the loca l companies 

on concepts o f overhead absorption. While using budgeted leve l o f 

a c t iv i ty  is  an acceptable ta rg e t in  the computation o f both the fixed  

and va riab le , using actual a c t iv i ty  is  not regarded as a sa tis fa c to ry  

standard in  the determ ination o f  the fixed  ra te .



The United States standard specifies th a t Id le  f a c i l i t y  expenses 

should not be absorbed in to  inventory but treated as a period cost. 

By applying actua l a c t iv i ty  to  the expenditure recognised as fixed  

overhead is  a contravention o f the United States statement. This 

m etnotrof determining the fixe d  recovery ra te  would also contravene 

the requirements o f  the South A frican standard th a t has spec ified  tha t 

normal production is  the a c t iv i ty  leve l tha t can be achieved over a 

number o f  periods. The a c t iv i ty  leve l should not vary dram atical?/ 

from one period to  the next. Applying th is  lo g ic ,  fixe d  overhead 

should be absorbed in to  inventory on the basis o f e ith e r  budgeted 

leve l o f a c t iv i t y ,  which may vary from one period to  the next, or 

preferab ly p ra c tica l capacity, th a t on ly changes when there has been 

funoamental a lte ra tio n s  to  the capacity o f the f a c i l i t y .  The survey 

has revealed th a t p ra c tica l capacity is  gaining recogn ition  w ith  20$ 

o f those who responded ind ica ting  tha t th is  leve l o f  a c t iv i t y  was used 

in  the ca lcu la tio n  o f  the fixe d  overhead recovery ra te .

Another observation was th a t some 18% o f those who responded indicated 

tha t they used p ra c tica l capacity in  the ca lcu la tion  o f  the variab le

The ove ra ll re s u lts , w ith  the exception o f  those applying budgeted 

a c t iv i ty  fo r  both fixed  and variab le , could not be regarded as a 

re fle c t io n  o f  the sta te  o f  the a r t  because o f  some c o n flic t in g  

responses between th is  section and the question on whether expenditure 

was segregated between fixe d  and variab le .



V

The re s u lt to  the question on the choice o f expenditure type, 

presented on Schedule 18, tends to  va lida te  the re s u lt o f th is  

section. While 65% o f the overa ll responses who answered selected

budgeted expenditure, 59% used budgeted a c t iv i t y ,  repo rting  a mere 6% 

d iffe rence .

The one encouraging fa c to r was a t leas t an awareness o f p ractica l 

capacity even though i t  seems apparent th a t there is  some confusion on 

the co rrec t a p p lica tion .

Only one respondent used the maximum capacity to  compute the fix e d  and 

the variab le  overhead ra te . The re su lts  provide support fo r  my view 

th a t th is  leve l o f  a c t iv i ty  is  h igh ly  th e o re tica l and cannot be 

achieved in  the real world o f  production.

I t  should be emphasized th a t the comments made are based on the 

responses th a t were received and notwithstanding the reduced response 

ra te , the re su lts  could s t i l l  be regarded as representative o f  the 

overa ll ta rg e t population.

6. TYPE OF EXPENDITURE

Where the budget expense is used in  the computation i t  would be a 

lo g ica l conclusion to  assume tha t the computation is  only performed 

once a year. However, there were respondents who answered th a t the 

budget expense was used and the ca lcu la tio n  determined on a monthly



E ither the respondents were confused or the budget was updated con­

tinuous ly  much In the manner o f  a monthly fo recast. Nevertheless, 

the overa ll re su lts  o f the survey presented on Schedule 18 d id  reveal 

th a t budget expense was the most favoured approach corresponding to 

the question on frequency which favoured an annual c a lcu la tio n . The 

next most popular choice in  the type o f expenditure was the actual 

h is to r ic a l cos t. Again the re su lts  corresponded w ith  the frequency 

o f  a monthly review o f  the recovery ra te .

The tendency In  most Industry *<itiegories was to  favour a budgeted 

expense type. The lo g ic a l inference from th is  re s u lt is  tha t most 

manufacturing companies p refer th is  method so as to  measure expendi­

tu re  and e ff ic ie n c y  variances from th is  predetermined leve l o f 

expense.

7. FREQUENCY OF COMPUTJflG THE OVERHEAD RATE

The frequency o f the  ca lcu la tio n  is  dependant upon the choice o f both 

the expense type and the a c t iv i ty  le v e l.

The survey re s u lts , summarized on Schedule 17, revealed, considering 

the respondents as a whole, tha t an annual ca lcu la tio n  o f the rate was 

the most favoured p ra c tice . The re s u lt supports the find ings 

deta iled on Schedule 18 where the survey established th a t a m a jo rity  

o f  the respondents favoured the use o f budget expense in  the overhead 

ca lcu la tion . Further support was found in  the response to  the 

question covering the choice o f a c t iv i ty  leve ls in  the determination 

o f  the fix e d  and the variab le  overhead rate which also established 

tha t the respondents favoured budget leve l in  the overhead 

c a lcu la tion .



E ither the respondents were confused or the budget was updated con­

tinuously  much in  the manner o f a monthly fo recast. Nevertheless, 

the overa ll re su lts  o f  the survey presented on Schedule 18 d id  reveal 

tha t budget expense was the most favoured approach corresponding to 

the question on frequency which favoured an annual ca lcu la tio n . The 

next most popular choice in  the type o f  expenditure was the actual 

h is to r ic a l co s t. Again the re su lts  corresponded w ith  the frequency 

o f  a monthly review o f  the recovery ra te .

The tendency in  most indus try  categories was to  favour a budgeted 

expense type . The lo g ic a l inference from th is  re s u lt is  tha t cost 

manufacturing companies p re fe r th is  method so as to  measure expendi­

tu re  and e ff ic ie n c y  variances from th is  predetermined leve l o f

expense.

7. FREQUENCY OF COMPUTING THE OVERHEAD RATE

The frequency o f  the ca lcu la tio n  is  dependant upon the choice o f both

the expense type and the  a c t iv i ty  le v e l.

The survey re s u lts , summarized on Schedule 17, revealed, considering 

the respondents as a whole, th a t an annual ca lcu la tio n  o f the ra te  was 

the most favoured p rac tice . The re s u lt supports the find ings

deta iled  on Schedule 18 where the survey established th a t a m a jority  

o f  the respondents favoured the use o f budget expense in  the overhead 

ca lcu la tio n . Further support was found in  the response to the 

question covering the choice o f a c t iv i ty  leve ls In the determination 

o f the fixe d  and the variab le  overhead rate which also established 

th a t the respondents favoured budget leve l in  the overhead



The next most common practice was a monthly review o f recovery rates 

once again supported by the find ings  th a t actual h is to r ic a l expense 

and actual leve l o f a c t iv i ty  were the next most preferred combinations 

used in  the determination o f the overhead ra te .

A monthly recovery ra te  ca lcu la tion  would have the b ene fit o f  con­

tinuously  responding to  the e ffe c ts  o f  escalating p rices. The annual 

ca lcu la tion  has the unfortunate e ffe c t o f creating w ind fa ll p ro fits  

once new rates are applied to  inventory. During the course o f  the 

year variances are reported, inventory is  undervalued, manufacturing 

costs are under s ta ted, re su ltin g  in  lower s e llin g  prices and 

obviously pre jud ic ing  the concern,

8. ALLOCATION OF EXPENDITURE

The a llo ca tio n  o f  costs serves two purposes -

1. Enables management to  contro l expenditure a t the po in t where i t  

is  a c tu a lly  Incurred. Each manager or supervisor who has the 

a u th o rity  to  use resources can be held to  account and can be 

measured against pre-deterained o b je c tive s .59

2. Enables recovery rates to  be calculated by cost sentre or depart­

ment as opposed to  having a global (o r plant-w ide) ra te . The 

determ ination o f  d is t in c t  recovery rates by centre is  more

s ig n if ic a n t in  an environment where d if fe re n t products may have

d if fe re n t production processes and where the cost o f  o r :  process 

is  d if fe re n t to  the cost o f  another subsequent one.5®



Notwithstanding the importance o f a llo ca tin g  expenditure to  the area 

responsible fo r  i t s  disbursement, o f  the 54 respondents on ly 39 or 72% 

computed d if fe re n t recovery rates fo r  each centre. Although the 

re s u lts , d e ta ils  o f  which are shown on Schedule 20, shows an 

overwhelming m a jo rity  ca lcu la te  separate recovery ra tes , those th a t do 

not could be influenced by the process o f  production or may on ly  be 

producing one product negating the need fo r  d is t in c t  rates fo r  each 

centre. Unfortunately the survey d id  not request the respondents to 

q u a lify  th e ir  answers w ith  reasons fo r  th e ir  choices.

Robert G. E lle r  e t al maintain tha t one o f  the aims o f  a cost 

accounting system is  to  provide accurate product costing. I t  is  o f 

l i t t l e  use recording the "somewhat m ystify ing  pool o f costs ca lled  

overhead”  ^  as a d is t in c t  value from the other elements o f inventory. 

Their contention is  th a t "overhead costs should be associated w ith  the 

r ig h t  products fn the r ig h t  p roportions." 61

Recognizing the importance o f a llo ca tin g  overhead costs to  independent 

products or product groups, the survey attempted to  gauge che 

popu la rity  and importance o f  associating the overhead costs w ith  the 

r ig h t  products. Schedule 21 reveals th a t only 67 o f  the v a lid  

responses answered th is  question. The m a jority  o f those tha t 

responded indicated tha t overhead was s p e c if ic a lly  a llocated to  each 

independent product or product group. Those tha t d id  not adopt th is  

procedure -  14 o f the 20 - indicated th a t they maintained a d is ­

tin c t iv e  overhead pool account in  the general ledger separating the 

overhead expenditure from the other elements o f cost Included in  the 

inventory va luation.
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9. INFLUENCE EXERTED SY OVERSEAS PARENT OVER ACCOUNTING POLICIES

According to  the 1984 US Master Tax Guide "as a general ru le ,  a 

domestic corporation (one organized under the laws o f  one o f  the 

States o r o f the D is t r ic t  o f Columbia) is  taxed on i t s  worldwide 

income. No d is t in c t io n  is  made between Income from sources inside 

and income from sources outside the United S tates, except th a t U.S. 

tax on fo re ign  income may be reduced by the fo re ign  tax c re d it . "

Since there appears to  be a worldwide approach in  most o f  the states 

in  the United States o f America to  the source o f income fo r  tax 

purposes, i t  is  qu ite  understandable why 67,4% which is  the m a jo rity  

o f the population sample expect aud it confirm ation, espec ia lly  

inventory va lua tion , because a l l  i t s  fo re ign  operations must comply 

w ith  accounting conventions acceptable to  the revenue a u th o ritie s .

I f  the South A frican operation chooses not to  fo llo w  United States 

standards, the parent would be obliged to  amend the fin a n c ia l s ta te ­

ments so as to  re f le c t  generally accepted standards o f the United 

States revenue department. This was adequately substantiated from 

the responses to  the question on whether the loca l company had to 

supply the necessary information in order fo r  the parent to  make the 

required adjustment.

The re su lts  o f Schedule 5 substantiated th a t the m a jo rity  o f loca l 

companies had documented accounting p o lic ie s  includ ing inventory 

va lua tion  while  Schedule 6 provided evidence th a t a m a jo rity  o f  the 

overseas parents had documented accounting p o lic ie s . Schedule 7



confirmed tha t there was, in  the case o f a substantia l m a jo rity , no 

con trad ic tion  between the loca l and overseas accounting p o lic ie s . 

Since the South A frican standard d iffe re d  In i t s  approach to  fixed  

overhead from the United S tates’ p ra c tice , i t  can be In fe rred  th a t the 

loca l operations were Influenced by the p o lic ie s  o f  the overseas 

parent.

This assumption is  supported by the resu lts  summarized in  Schedule 11 

which revealed th a t 70,6% o f the respondents confirmed th a t the parent 

company Insisted upon the inc lus ion  o f  a l l  the cost elements In  the 

va lua tion  o f inventory fo r  management and f in a n c ia l accounting 

purposes. Schedule 12 provided evidence o f the a tt itu d e  towards the

va lua tion  o f Inventory fo r  tax purposes. A m a jo rity  o f  the

respondents opted fo r  f u l l  absorption, tha t is ,  Inc lus ive  o f  fixed  

overhead, which complies w ith  the United States approach rather than 

w ith  the South A frican accounting standard.
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1. ACCOUNTING STANDARDS

The In te rna tiona ] Accounting Standards Cormittee came in to  existence 

on 29 June 1973 fo llow ing  an agreement by the leading professional 

accounting bodies from A u s tra lia , Canada, France, Germany, Japan, 

Mexico, the Netherlands, the United Kingdom, Ire land and the United 

States o f America. The In te rna tiona l Accounting Standard {IAS 2)

described as the Valuation and Presentation o f  Inventories in  the 

Context o f  the H is to rfc a l Cost System was published in  October 1975. 

Notwithstanding th a t the United States is  a founder member supporting 

the ob jective  o f the standards committee to  accept the standards 

promulgated, the United States has not ye t updated i t s  accountfng 

standard published in  June 1953. I t  can be concluded th a t the United 

States standard on Inventory P ric ing Is  out o f  date tnd does not 

encompass a l l  the requirements o f  the In te rna tiona l standard.

South A fr ic a , as an associate member o f the In te rna tiona l Accounting 

Standards Committee, is  obliged to  consider the in te rna tiona l 

standards over and above any standards developed independently by 

constituen t members. Since the United Kingdom is  the la rgest 

Investor In South A fr ica  i t  would be qu ite  understandable tha t th e ir  

standards may have persuasive q u a lit ie s  on the standards Introduced in 

South A fr ica .



Although the South A frican  standard perm its, i t  does not enforce f u l l  

absorption, by fa r  the m a jo rity  o f United States owned undertakings in 

South A fr ic a , recover both fixed  and variab le  costs in to  inventory. 

While the United States is  able to  exert Influence over i t s  local 

companies, the question is  whether th is  in fluence is  l ik e ly  to  spread 

to  other local companies or even other m u ltin a tio n a ls . The United 

Kingdom statement does not regard inventories valued inc lus ive  o f 

variab le  overhead only as complying w ith  the standard. Should United 

Kingdom and other European m u ltina tiona ls  fo llo w  the concept o f f u l l  

absorption, there is  every like lih o o d  th a t they would influence th e ir  

loca l operations. I f  a l l  fo re ign  owned companies fo llowed id e n tica l 

concepts i t  would be only a matter o f  time before i t  became accepted 

p rac tice  in  South A fr ic a .

Research in to  loca l operations owned and con tro lled  by United Kingdom 

and German m ultina tiona ls  would make a valuable con tribu tion  to 

estab lish ing  the f u l l  impact o f overseas investment Influence over the 

p o lic ies  and methods o f  absorption costing used in  South A fr ica .

While the local companies remain subsid iaries o f  United States m u lt i­

na tiona ls , Influence w i l l  be exerted on them from abroad to  adopt 

fore ign accounting p o lic ie s . The question tha t needs to  be 

researched is whether they would re ta in  such p o lic ie s  including 

Inventory valuation i f  ownership o f the company were to  change to  

loca l shareholders.
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2. ACCOUNTING PRACTICE

As a re s u lt o f th is  survey the fo llow ing p ractice  has been established

in  loca l operations owned or con tro lled  by United States m u lt i­

na tiona ls .

1. A m a jo rity  o f  compfinies adopt f u l l  absorption costing fo r

management and financ ia l accounting purposes. I t  appeared tha t 

the s ize o f the operation, measured fo r  the purposes o f  th is  

study in  terms o f  the value o f inventory on hand, d id  not 

necessarily in fluence the po licy  and methods adopted f o r  the

recovery o f  overhead, since regardless o f  whether the company was

c la s s ifie d  as sm all, medium or la rge , the tendency was |to accept

fu l l  absorption costing.

2. A m a jo rity  o f  companies Include both fixed  and variab le  overhead 

in  the va lua tion  o f  inventory fo r  income tax reporting  purposes. 

This p ractice d id  not take advantage o f  the undefined:) requ ire ­

ments o f the South A frican Income Tax Act which has recently  

adopted the loca l accounting standard in  perm itting  the exclusion 

in  whole or in  part o f the fixed  overhead.

3. I t  was not possible from the resu lts  o f the survey to  estab lish 

whether or not there is  a tendency to  segregate overhead between 

f ix e d  and variab le  because there appeared to  be almost an equal 

d is tr ib u tio n  between the two options.



I t  was established tha t the v isua l c la s s if ic a t io n  method o f 

segregating fixe d  and variab le  overhead was the most popular 

technique.

The basis on which overhead should be absorbed in to  Inventory 

varied according to  the Industry sectors. The m a jo rity  o f the 

respondents selected a basis such as m ateria l quantity  or labour 

hours which elim inated possible d is to rt io n s  th a t could a rise  

where a fin a n c ia l re la tio n sh ip  was developed between the 

manufacturing expenditure and the other element o f cost. A 

m in o rity  o f  the respondents favoured the use o f  a u n it o f 

measurement in  the recovery o f  overhead th a t incorporated an 

element o f  monetary value which could f lu c tu a te  not only w ith  

changes in  a c t iv i ty  leve ls but also w ith  changes 1n the 

purchasing power o f money.

The aud iting  standard ^  tha t permitted overhead to  be recorded 

as a "percentage added to  work-in-progress and fin ished  goods" 

has been withdrawn and replaced w ith  the South A frican  generally 

accepted accounting p ractice No. AC108 which makes no provision 

fo r  th is  method o f  adding a percentage to  Inventory. Since i t  

could be construed tha t th is  technique is  not longer acceptable 

w ith  the withdrawal o f the former aud iting  standard and tha t 

there is  l i t t l e  support fo r  th is  method, except in  certa in  c i r ­

cumstances, 'consideration should be given to  amending the 

accounting standards to  define whether or not adding a percentage 

to  the monetary value o f Inventories is  an acceptable procedure.



6. I t  is  apparent from the re su lts  o f  survey tha t the budget leve l 

o f a c t iv i ty  was preferred in  the ca lcu la tion  o f both the fixed  

and the variab le  recovery ra tes.

7. The choice o f  the type o f  expense confirmed the preference fo r  

budgeted expenditure which supported the f in d in g  th a t budget 

leve l was the more favoured a c t iv i ty .

8. The survey established th a t the annual computation o f  the 

overhead rate was the most popular review frequency. On the 

assumption th a t the budget leve l o f  a c t iv i t y  and budget expendi­

tu re  are revised on an annual basis, i t  would be lo g ica l to 

review the recovery ra te  using these two elements on an annual

9. I t  was established th a t expenditure was a lloca ted  to  control 

areas and th a t the m a jo rity  o f those companies calculated 

d if fe re n t recovery rates fo r  each contro l area and d id  not favour 

determining a p lan t wide recovery ra te .

10. The survey established th a t a m a jo rity  o f companies a llocated 

overhead s p e c if ic a lly  to  each independent product or product 

group. A m a jo rity  o f companies who chose not to  a lloca te  

overhead to  each product or product group maintained a 

d is t in c t iv e  overhead pool account in  the general leug-jr.

The fo llow ing  statements provide an ind ica tion  o f  the Influence tha t

United States m u ltina tiona ls  have over the po lic ie s  and methods o f

absorption costing adopted by the loca l operation :



1. An overwhelming m ajo rity  o f the pa rtic ip a n ts  in  the survey 

admitted th a t the overseas parent ins is ted  on the inclusion o f 

a l l  the elements o f  covt.

2. There was adequate evidence tha t the United States parent and the 

loca l operation had introduced documented accounting p o lic ie s  

including inventory valuation.

3. Though both the parent and the loca l operation had documented 

accounting p o lic ie s , in  general i t  can be. concluded from the 

response o f the m a jo rity  o f the respondents to  the survey, th a t 

there was no c o n f lic t  between the parent and loca l accounting

4. Where the loca l operation e lects not to  adopt the p o lic ie s  

advocated by the United States parent, 1' t  was established tha t 

supplementary inform ation may have to  be provided fo r  the parent 

to  make the required amendment.

5. I t  can be concluded from the response o f the m a jo rity  o f those 

companies who partic ipa ted  in  the survey th a t the local auditors 

are obliged to  report to  the parent company confirm ing compliance 

w ith  parent p o lic ie s .

Many o f  these find ings  were an tic ipa ted . However, the re su lts  o f  th is  

survey should provide valuable em pirical evidence o f accounting 

p ractice  but on ly in  those companies in  which United States 

corporations have a substantia l in te re s t.



3 . SUMMARY

The o rig in a l aims developed In the In troductory chapter have been 

achieved concluding tha t there are d ifferences between the very old 

standard o f Inventory accounting s t i l l  in  existence in  the United 

States and the South A frican  standard which is  more representative o f 

actual p ractice . This however has not prevented United States 

m u ltina tiona l operations adopting more appropriate p ra c tica l methods. 

I t  was also concluded th a t the United States m u ltina tiona ls  exercised 

th e ir  influence over the p o licy  and methods o f  absorption costing used 

by th e ir  South A frican  operations.



SUPPORTING SCHEDULES PROVIDING 

DETAILED RESULTS OF THE SURVEY
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• ANALYSIS BY INDUSTRY CATEGORY

POPULATION
SMALL
EEFT

LARGE
gM T er

INVENTORY 
VALUE NOT

Beverages S Hotels 1

THAN RIH THAN R10M THAN R10M 

I  0 0

DISCLOSED

0

B uild ing & Construction 5 1 2 0 2

Chemicals & O ils 12 1 7 0 4

C loth ing, Footwear 
6 Textiles 2 0 2 0 0

Electronics 7 1 3 I 2

Engineering 15 2 9 1 3

Fishing & Food 5 0 3 1 1

Furn itu re , Household 
Appliances 2 0 2 0 0

Motor 3 0 2 0 1

Paper & Packaging 1 0 0 0 .1

Pharmaceutical & P td ica l 21 3 10 3 5

P rin tin g  & Publishing 2 0 2 0 0

Steel & A llie d  Products 4 0 1 0 3

Tobacco 8 Hatch 0 0 0 0 0

Transportation o 0 0 0 0

Trading & Stores 2 0 2 0 0

Other Categories .5 _1 _3 _1 _0

87 48 7 22

-- ^  A .  ... -^ fc ,









• COMPANIES HAVING DOCUMENTED ACCOUNTING 
POLICIES INCLUDING INVENTORY VALUATION

ANALYSIS BY 
INDUSTRY CATEGORY

Beverages & Hotels

Bu ild ing  & Construction

Chemicals & O ils

C loth ing, Footwear 
& Tex tiles

E lectronics

Engineering

Fishing & Food

Furn itu re , Household 
Appliances

Paper 6 Packaging 

Pharmaceutical & Medical 

P rin tin g  S Publishing 

Steel & A llie d  Products 

Tobacco & Match 

Transportation 

Trading & Stores 

Other Categories

POPULATION
SAMPLE

1

5

12

AFFIRMATIVE
RESPONSES

A
82

%

100

100

91,7

100

100

93,3

100

100

100

95,2

100



QUESTION 3.2 -  COMPANIES WHOSE PARENT HAS DOCUMENTED ACCOUNTING 
_____________________ POLICIES INCLUDING INVENTORY VALUATION

ANALYSIS BY 
INDUSTRY CATEGORY

Beverages & Hotels

B u ild ing  & Construction

Chemicals & O ils

C lo th ing , Footwear 
& Tex tiles

E lectronics

Engineering

Fishing & Food

F urn itu re , Household 
Appliances

Paper & Packaging 

Pharmaceutical & Medical 

Pointing 6 Publishing 

Steel & A llie d  Products 

Tobacco & Match 

Transportation 

Trading & Stores 

Other Categories

POPULATION
SAMPLE

1

21

2

AFFIRMATIVE
RESPONSES

- i
87

21

2

_4
82

100

83,3

100

100

86,7

100

100

100

100

100

100

100

• w t» ■I. k M f  J i  ill # 1 , 1 # I



QUESTION 3.3 -  C(^PANIES WHOSE PARENT POLICIES CONTRADICT LOCAL ACCOUNTING . 
______________ POLICIES OR LOCAL GENERALLY ACCEPTED ACCOUNTING PRACTICE

ANALYSIS BY POPULATION NEGATIVE * POSITIVE *  NO
INDUSTRY CATEGORY SAMPLE RESPONSE *  RESPONSE *  RESPONSE

100

1 14,3

13,3 1 6,7

20

Beverages & Hotels 1 0 - 1

B u ild ing  & 
Construction 5 5 100 0

Chemicals & O ils 12 11 91,7 1

C lo th ing , Footwear 
& Textiles 2 2 100 0

Electronics 7 6 85,7 0

Engineering 15 12 80 2

Fishing & Food 5 4 80 1

Furn itu re ,
Household
Appliances 2 2 100 0

Motor 3 2 66,7 0

Paper & Packaging 1 1 100 0

Pharmaceutical 
& Medical 21 17 81 3

P rin tin g  & 
Publishing 2 2 100 0

A llie d  Products 4 3 75 1

Tobacco & Match 0 0 - 0

Transportation 0 0 - 0

Trading & Stores 2 2 200 0

Other Categories A .5 100 -0
87 74 85,1 9



k-

QUESTION 3.4 -  CW1PANIES WHOSE LOCAL AUDITORS HAVE TO REPORT ON

ANALYSIS BY POPULATION AFFIRMATIVE: % NEGATIVE NO
INDUSTRY CATEGORY SAMPLE RESPONSE RESPONSE * RESPON:

Beverages & Hotels 1 0 - 1 100 0

Building & 
.s truction 5 2 40 2 40 1

Chemicals & O ils 12 8 66,7 4 33,3 0

C lothing, Footwear 
& T extiles 2 2 100 0 - 0

Electronics 7 4 57,1 3 42,9 0

Engineering 15 12 80 3 20 o

Fishing & Food 5 5 100 0 - 0

Furnituro,
Household
Appliances 2 1 50 1 50 0

Motor 3 2 66,7 1 33,3 0

Paper & Packaging 1 1 100 0 - 0

Pharmaceutical 
& Medical 21 12 57,1 9 42,9 0

P rin ting  & 
Publishing 2 1 50 1 50 0

A llie d  Products 4 4 100 0 _ 0

Tobacco & Match 0 0 - 0 - 0

Transportation 0 0 - 0 - 0

Trading & Stores 2 1 50 1 50 0

Other Categories J i .1 60 J . 40 A
87 58 66,7 28 32,2 1
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SCHEDULE 9

QUESTION 3.5 -  COMPANIES WHO DO NOT FOLLOW PARENT COMPANY POLICIES 
BUT SUPPLY THE NECESSARY INFORMATION IN ORDER FOR THE 

___________________ PARENT TO MAKE THE REQUIRED ADJUSTMENT_______

ANALYSIS BY 
INDUSTRY CATEGORY

POPULATION
SAMPLE

POSITIVE „  
RESPONSE *

NEGATIVE
RESPONSE

,  NO 
*  RESPONSE *  jJ

Beverages & Hotels 1 1 100 0 0
- Pi

B uild ing & 
Construction 5 3 60 1 20 1 1

Chemicals & O ils 12 7 58,3 4 33,3 1 8,4

C loth ing, Footwear 
& Tex tiles 2 2 100 0 0 -

E lectronics 7 5 73,4 0 2 28,6

Engineering 15 9 GO 3 20 3 20

Fishing & Food 5 4 80 0 1 20

Furn iture,
Household
Appliances 2 1 SO 0 1 50

Motor 3 2 66,7 1 33,3 0 -

Paper & Packaging 1 1 100 0 0 -

Pharmaceutical 
fi Medical 21 10 47,6 4 19,1 7 33,3

P rin ting  & 
Publishing 2 1 50 1 50

Steel &
A llie d  Products 4 4 100 0 0 -

Tobacco & Match 0 0 - 0 0 -

Transportation 0 0 - 0 0 -

Trading & Stores 2 1 50 I 50 0 -

Other Categories _5 40 20 _2 40
87 60,9 17,2 19 21,9  ;

h
H





QUESTION 4.2 -  COMPANIES WHOSE PARENT COMPANY INSISTS 
ON INCLUDING ALL THE COST ELEMENTS

ANALYSIS BY 
INDUSTRY CATEGORY

POPULATION
SAMPLE

POSITIVE
RESPONSE: %

NEGATIVE
RESPONSE

,  m
*  RESPONSE %

Beverages & Hotels 1 0 - 1 100 0 -

Build ing  & 
Construction 5 2 40 3 60 0 -

Chemicals & O ils 12 8 66,7 4 33,3 0 .

C loth ing, Footwear 
& Textiles 2 2 100 0 0 -

E lectronics 7 5 71,4 0 2 28,6

Engineering 15 10 66,7 4 26,7 1 6,6

Fishing & Food 5 3 60 2 40 0 -

Furn itu re ,
Household
Appliances 2 2 100 0 0

Motor 3 2 66,7 o I 33,3

Paper S Packaging 1 1 100 o 0 -

Pharmaceutical 
& Medical 21 19 90,5 2 9,5 0

P rin tin g  & 
Publishing 2 i 50 1 50 0 -

A llfe d  Products 4 1 25 2 50 1 25

Other Categories _4 80 _1 20 _0 -
60 70,6 20 23,5 5 5,9



QU
ES

TIO
N 

4.
3 

- 
TH

E 
TR

EA
TM

EN
T 

OF 
OV

ER
HE

AD
 

IN 
TI

.E

f& r * *  < *



QUESTION 4.1 -  THE TREATMENT OF OVERHEAD IN THE VALUATION 
OF INVENTORY FOR MANAGEMENT AND FINANCIAL 
REPORTING PURPOSES

INCLUSIVE , EXCLUSIVE NO RESPONSE
STOCK LEVEL TOTAL OF OF TO

OVERHEAD OVERHEAD OVERHEAD QUESTION

I .  Less than RIM

No. 10 5 4 1
COL % 15% 10% 44% 25%
RON % 50% 40% 10%

2. Less than R10M

No. 48 40 5 3
COL % 74% 77% 56% 75%
ROW X 84% 10% 6%

3. More than RlOK

No. 7 7
COL % 11% 13%
ROW X 100%

TOTAL 65 52 g 4

ROW % 80% 14% 6%

Its * *



SCHEDULE 14

QUESTION 5.1 -  BASIS ON WHICH OVERHEAD IS RECOVERED

INDUSTRY CATEGORY MATERIAL MATERIAL 
QUANTITY VALUE

MACHINE
j \ o m _

LABOUR
HOURS

LABOUR
value

TOTAL

B uild ing and 
Construction 2 3

Chemicals and O il 7 1 9

C loth ing, Footwear 
and T extiles 2 2

Electronics 1 1 1 3

Engineering 1 10 1 13

Fishing and Food 3 4

F urn itu re , Household 
Appliances 2

Motor 1

Paper & Packaging 1 2

Pharmaceutical & 
Medical 1 14 17

P rin ting
Publishing 1 1

Steel & A llie d  
Products 2 3

2 2 4

17 5 9 30 3

Percentage 26,5 7,8 14,1 46,9 4,7



SCHEDULE 15
QUESTION 5.2 -  COMPANIES SEGREGATING OVERHEAD 

BETWEEN FIXED AND VARIABLE

ANALYSIS BY 
INDUSTRY CATEGORY

POPULATION
SAMPLE

POSITIVE
RESPONSE 5 NEGATIVE

RESPONSE
*  NO
*  RESPONSE *

Beverages & Hotels 1 0 0 - 1 100

B uild ing 8 
Construction 5 2 40 1 20 2 40

Chemicals & O ils 12 3 25 8 66,7 1 8,3

C loth ing, Footwear 
& T extiles 2 0 - 2 100 0 .

Electronics 7 1 14,3 2 28,6 4 57,1

Engineering 15 8 53,3 5 33,3 2 13,3

Fishing R Food 5 0 4 80 1

Furn itu re ,
Household
Appliances 2 2 100 0 0

Motor 3 2 65,7 0 - 1 33,3

Paper & Packaging 1 0 - 1 100 0 -

Pharmaceutical 
& Medical 21 9 42,9 9 42.9 3 14,3

P rin tin g  & 
Publ ishing 2 0 . 1 50 1 5U

Steel &
A llie d  Products 4 3 75 0 . 1 25

Other Categories _5 J . 20 _3 60 _ i 20
85 31 36,5 36 42,4 18 21,1
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SCHEDULE 19

QUESTION 6.2 -  COMPANIES THAT ALLOCATE EXPENDITURE 
______________ TO THE VARIOUS CONTROL AREAS

ANALYSIS BY 
INDUSTRY CATEGORY

SAMPLE
SIZE

POSITIVE
RESPONSE. X NEGATIVE

RESPONSE' *  !
NO

1ESP0NSE %

Beverages S Hotels 1 0 0 1 100

Building & 
Construction 5 2 40 I 20 2 40

Chemicals & O ils 11 9 81,8 2 18,2 0

Clothing, Footwear 
& Textiles 2 0 2 100 0

Electronics 6 2 33,3 1 16,7 3 50

Engineering 14 12 85,8 1 7,1 7,

Fishing & Food 4 4 100 0 0

Furniture,
Household
Appliances 2 2 100 0 0

Motor 3 2 66,7 0 I 33,

Paper 6 Packaging 1 1 100 0 0

Pharmaceutical 
& Medical 16 15 93,8 1 6,2 0

P rin ting 4 
Publishing 1 0 1 100 0

A llie d  Products 4 3 75 0 1

Other Categories _3 J? 66,7 33,3 _g
73 54 74 10 13,7 9 12,



V

QUESTION 6.2 -  COMPANIES DETERMINING DIFFERENT RECOVERY RATES 
  _________FOR EACH CONTROL AREA________________________

ANALYSIS 6Y 
INDUSTRY CATEGORY

SAMPLE
SIZE

POSITIVE ,  
RESPONSE *

NEGATIVE
RESPONSE %

Beverages 4 Hotels 0 0 0

Build ing 6 
Construction 2 2 100 0

Chemicals & O ils 9 4 44,4 5 55,6

C loth ing, Footwear 
8 Textiles 0 0 0

Electronics 2 2 100 0

Engineering 12 9 75 3 25

Fishing 4 Food 4 3 75 1 25

Furn iture,
Household
Appliances 2 1 50 !  ■ 50

Motor 2 2 100 0

Paper 4 Packaging 1 1 100 0

Pharmaceutical 
4 Medical 15 11 73,3 4 26,7

P rin tin g  4 
Publishing 0 0 0

Steel &
A llie d  Products 3 3 100 0

Other Categories _2 _1 50 _1 50
54 72,2 15 27,8

SCHEDULE 20
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• COMPANIES ALLOCATING OVERHEAD SPECIFICALLY TO EACH 
INDEPENDENT PRODUCT OR PRODUCT GROUP

ANALYSIS BY 
INDUSTRY CATEGORY

POPULATION
SAMPLE

POSITIVE
RESPONSE: * NEGATIVE

RESPONSE
-  NO 
*  RESPONSE %

Beverages & Hotels I 0 1 100

Build ing & 
Construction 5 3 60 0 2 40

Chemicals 8 O ils 12 7 58,3 4 33,3 1 8,3

C lothing, Footwear 
8 T extiles 2 2 100 0 0

Electronics 7 2 28,6 1 14,3 4 57,1

Engineering IS 8 53,3 5 33,3 2 13,3

Fishing 8 Food 5 3 60 1 20 1 20

Furn iture,
Household
Appliances 2 2 100 0 0

Motor 3 2 66,7 0 1 33,3

Paper 8 Packaging 1 1 100 0 0

Pharmaceutical 
& Medical 21 14 66,7 4 19,0 3 14,3

P rin ting  8 
Publishing 2 0 1 50 1 50

Steel 6
A llie d  Products 4 2 50 I 25 1 25

Other Categories _s _1 20 _3 60 _1 20
85 55,3 20 23,5 18 21,2



SCHEDULE 22

QUESTION 6.3 - COMPANIES NOT ALLOCATING OVERHEAD TO SPECIFIC PRODUCTS OR PRODUCT 
___________ GROUPS BUT MAINTAINING A DISTINCTIVE OVERHEAD POOL IN GENERAL LEDGER

ANALYSIS BY SAMPLE POSITIVE ,  NEGATIVE „  NO
INDUSTRY CATEGORY SIZE RESPONSE *  RESPONSE *  RESPOt

Beverages & Hotels 0 0 0 0

B u ild ing  &
Construction 0 0 0 0

Chemicals 6 O ils 4 1 25 3 75 0

C lo th ing , Footwear
& Tex tiles  0 0 0 0

E lectron ics 1 0  I  100 0

Engineering 5 3 60 0 2

Fishing 6 Food 1 1 100 0 0

Furn itu re ,
Household
Appliances 0 0 0 0

Motor 0 0 0 0-

Paper & Packaging 0 0 0 0

Pharmaceutical
& Medical 4 4 100 0 0

P rin tin g  &
Publishing 1 1 100 0 0

Steel &
A llie d  Products 1 1 100 0 0

Other Categories _3 _3 100 _0 _0
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ANNEXURES



ANNEXURE 1

R e m o ld  Rexnord Inc.
C I I I I H t R  ACCOUNTING POLICY

Number:

SUBJECT: INVENTORY VALUATION

Date of last revision: 7-31-73

This Accounting Policy sets forth the guidelines to be consistently 
employed by ell Rexnord locations in valuing inventory. Divisions and subsidiaries based outside of the United States may make appro­
priate modifications to comply with legal and tax requirements to 
which they are subject. Modifications to this policy require the written approval of rhe Corporate Controller's office.

It is the policy of Rexnord to value inventory at each location at 
the lower of cost (determined on a first-in, first-out basis) or net realizable value. Other Accounting Policies and Standard Practice 
Instructions that affect the valuation of inventory are:

3-1 General Inventory and-Cost Accounting Controls 
3-2 Standard Cost 3-3 Job Order Cost - 3-4 Periodic and Cyclic Inventory Verification and 

Book Reconciliation A-23 Inventory Obsolescence, Surplus, Disposition and Related Accounting Policy
Unit Product Cost - Excluded From Inventory
All elements of cost associated with the manufacturing activities 
ere to be considered in determining unit product cost to be used 
in valuing inventories except for:

1. Costs of idle or excess productive capacity.2. Costs that are abnormal, non-recurring and preclude their
ascribability to units on hand.

3. Manufacturing Over/Under Absorbed Expenses*
4. Excess Material Costs*
5. Manufacturing Labor Variance*6. Obsolescence Expense7. Other Manufacturing Expenses (Including customer complaints,warranties, allowances, inventory taking, etc.)
8. Estimating and Erection Not Charged to the Job

♦Except for that part which is capitalizable into the inventory via the FIFO adjustment.____________  •

Written By:
G. R. Loebel

Approved By:



ANNEXURE t

Remold Rexnord Inc.
MHliiSB ACCOUNTING POLICY

Number:

Date; 7-̂5 -78
*>BJECT: INVENTORY VALtfATION Page _i__<>1_i—

Engineering, selling, general end administrative expenses are to be excluded from inventory valuation, except for that portion of such 
expense that may be clearly related to production at 1 thus constitute 
a part of inventory cost. Costs of the following functions are to be excluded froa inventory valuation:

1. Shipping Expenses and Other Distribution Expenses
2. Selling, Marketing and Advertising Expenses

(including Salesmen's Commissions)3. Division/Subsidiary Management Expense4. Corporate Administrative Charge
5. General and Administrative Departments including

Purchasing, Accounts Payable, Cost Accounting,General Accounting, Payroll Accounting, Credit,Industrial Relations, Public Relations, Legal,
Data Processing* end Personnel*

6. Research, Experimental and Development Engineering
7. xoyalty Intone and -xpenae8. Interest9. Government imposed (Federal and State) Income Taxes 

•Portion not applicable to manufacturing
Unit Product Cost - Included in Inventory
Total Inventory costs include those manufacturing activities, 
processes, functions and operations that combine materials.and services to produce a product. The major components to be included 
in inventory values are:

Material
Direct material (Purchased materials - raw and finished) and 
supplies (if supplies are in the general ledger inventory account) are to be valued at the normal purchase price pre­vailing during the period of purchases without deduction for 
cash discount., plus incoming transportation costs, if any, 
assuming normal loc-size quantities from regular source of 
supply.

Direct manufacturing and engineering labor (related to custom 
designed equipment) is to be valued at the normal cost and at 
the hours required at reasonable attainable levels of produc­
tion efficiency priced at the hourly (actual, standard or 
average) rates for the skills ordinarily required for the operation. The elements of labor to be included in inventory 
valuation either by the inclusion in the direct labor rate or 
overhead race are as follows:

Labor



Rexnord Inc. 
ACCOUNTING POLICY

SUBJECT: INVENTORY VALUATION Page_3 of 6

1. Basic Compensation (including Cost of Living if applicable)
2. Overtime Pay and Shift Differential
3. Vacation and Holiday Pay
4. Sick leave Pay
5. Payroll Taxes6. Payments to Supplemental Unemployment Benefits 
Overhead
Manufacturing and engineering overhead rates should be based upon the extent to which the various products use or consume 
the resources and facilities. Overhead rates should be applied to an appropriate activity base such as direct manu­facturing labor and engineering hours, direct manufacturing labor and engineering dollars, machine hours, material dol­
lars, material quantity, or a combination thereof. Either a standard or actual burden rate method may be used depending 
upon the cost system in use. Regardless of which system is used, the indirect production or engineering costs used in 
the computation of inventoriable costs must be in accordance 
with the "full absorption" method of inventory costing. The following guidelines should be used in the development of 
these rates'.
1. Overhead rates must be mvtewed and updated at least 

annually.
2. Separate overhead rates should be established for each 

major factory department.
3. The activity level should reflect current conditions and lend itself to volume analysis and determination 

of the practical or normal capacity of the department 
or facility.

4. normal capacity should represent the activity levels 
experienced during periods of average or normal manu­
facturing volume. Normal manufacturing volume can be based upon historical experience representing produc­
tion averages of three to five years. Normal expec­tancy levels approached from a theoretical capacity 
approach should be based upon ordinary scheduled work 
periods with appropriate allowances for vacations, 
holidays, work stoppages for inventory taking, rest periods, machine breakdown, idle time, etc.

5. The facts reasoning and calculations to obtain normal capacity should be well documented and be readily available for review by the government, internal and 
independent auditors.



AHUEXURE I

Hannon# ftexnord Inc.
i / J I I I H  ACCOUNTING POLICY

IBJECT; INVENTORY VALUATION Paga __of_6_

Planned op̂ ĉ .clone for the year should consider limited expansion or contraction necessary to accom­
modate short-term cyclical or seasonal demands.
A separate fixed overhead rate should be related to the "normal" capacity, while the variable rate should 
be based on anticipated activity. Where a particular 
cost contains both fixed and variable elements, these elements should be segregated Into a fixed and variable 
classification for the application of the practical 
capacity concept.
Indirect Production Costs include oil Costs which are incident to and necessary for production or manufac­turing other than direct production costs and include 
the following:
a. Material Handling, Receiving and Stores,including stockrooms
b. Production Control, Production Planning,

Scheduling and Expediting
c. Personnel (portion that is applicable toManufacturing)
d. Maintenance .e. Tool Design and Tool Room
f. Inspection and Quality Control
g. Timekeepingh. First Aidi. Time Study, Methods and Industrial Engineering 
j. Plant Engineeringk. Subcontracting
1. Manufacturing Management (Factory or Plant Manager, Superintendent, Foreman, etc.) m. Product Tooling (includes tooling for standard 

and non-standard products and vendor tooling) n. Salaries and Shop Bonuses of Departmental 
Supervision and Clerical Personnelo. Group Life, Medical Insurance, Pension, and Other 
Fringe Benefits for all manufacturing department 
personnelp. Small Tools and Equipment Not Capitalizable 
and Abrasives 

q. Shop and Office Supplies and Other Miscellaneous Shop Supplies 
r. Oxygen, Propane, Gas, Electric, Lubrating Oil, 

and Other Manufacturing Fuels s. Maintenance and Repairs of Buildings, Grounds and 
Equipment, and '.placement or Repair of Jigs, 
Fixtures and Dies t. Depreciation, Insurance, Property Taxes, and 
Rentals of Buildings and Equipment



'  T W a r  4a,

BexnanS S exnord  Inc.
S / f l l l l i f l  ACCOUNTING POLICY

INVENTORY VALUATION Page J> o1_6_

u. Utilities (Telephone, Telegraph, Electric and Gas), Janitorial, Security, Heat 
v. Workmen's Compensationv. State and Local Taxes (Property and Inventory)attributed to assets necessary for manufacturing 
x. Data Processing relating to the manufacturing function

In valuing inventory at the lower of < 
value, certain inventory adjustments t

FIFO Valuation Reserve
The FIFO valuation reserve is a reserve established for every 
location that uses other than actual cost in valuing their inventory. Locations using average cost, standard cost, 
current standard cost, etc. even in part of their inventory, should calculate the difference between the inventory value 
and the actual cost valuation based upon a first-in, first- 
out flow of inventory cost.
The FIFO calculation should take into consideration the 
over or understatement of the elements of the inventory (material, labor and overhead). The calculation can be based upon Variance Analysis Based on Turnover, Variance 
Analysis Based Upon Month Usage on Hand, Sampled FIFO 
Analysis, or a Detailed FIFO Analysis. Once an approach to the calculation is developed, this approach should be 
consistently applied during the interim periods, as well as year end. The Location Controller should inform the 
Corporate Manager - Costs and Inventories of the approach that is utilized in the calculation of the FIFO adjustment.
Each entity will be required to record FIFO inventory adjust­
ments at the end of each quarter. Adjustments of less than U.S. $25,000 do not have to be recorded, however, the calculation 
must be submitted regardless of the amount.
The balance sheet classification of the FIFO adjustment 
will be an inventory valuation reserve reported in M-2 - 
Inventories - Reserve for Inventory Adjustment. In the 
general ledger of the location, a separate valuation account number should be established to ensure that this adjustment 
does not get co-mingled with other valuation reserves, such 
as obsolescence, surplus or shortage reserves.
On the Direct Cost and Absorption Division's typed profit 
and lor.s statements, the FIFO adjustment should be reported 
in the line Inventory Cost Adjustments. The net FIFO adjust­ment is footnoted on these statements. In Schedule N-l, the FIFO adjustment should be reported in Cost of Sales.



ANNEXURE 1

Rexnord Rexnord In t.
i l l l l S B E S  ACCOUNTING POLICY

INVENTORY VALUATION Page 6 o f  6

The FIFO adjustments will be reported on <?-4. Attached to a 
copy of Q-4 should be the basic calculations that support the 
FIFO adjustment. The original should be retained by the loca­tion as permanent workpapers. This information should be sent 
directly to the Corporate Manager - Costs and Inventories.
Obsolete and Surplus Valuation Reserve
For the accounting treatment of obsolete and surplus inventory i 
see SPI A-23.
Net Realizable Value Reserves
This valuation reserve is used when changes in costs or selling prices indicate a potential loss in the utility value of inven­
tory. In all cases where a significant net realizable value reserve is thought to be required, the Corporate Manager - Costs 
and Inventories should be informed before tbe establishment of this reserve.
Other Inventory Reserves
Other inventory reserves (loss, standard revisions, etc.) may.be 
established at the locations provided they meet the following criteria:
1. Are based upon known facts which are documented by 

past history.
2. Are established in a separate inventory reserve 

account, which is usually closed out at year end.
3. The Corporate Manager - Costs and Inventories has 

been informed of this reserve.
Chanfte in Accounting Method
Any change in the method of valuing inventory items ie considered 
an accounting change, including a change in the cost accounting 
system, different treatment, of any material item used in the cost accounting system, or a method or classification. A change in 
accounting method does not include:
1. Corrections of mathematical or posting errors.
2. Treatment resulting from a change in the underlying facts 

unless it has been consistently treated over a period of time, and then it would be considered a change in method.
The Director of Taxes and the Corporate Manager - Costs and 
Inventories oust approve all. changes in accounting methods 
bzfore they are implemented.
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This Accounting Policy summarises the guidelines to be followed by all 
Strategic Business Units (SBO'eJ regarding the calcule'' 
of coet-volune-proflt relationships.

«-------7 —  vWritten By: / - V  Approved By:___

I. General Comment

The interrelationship of cost and volume and their impact on profit 
is complex, particularly in a cost competitive, multiple product 
line environment. Many critical business decisions such as pricing, 
are the result of the exercise of judgement by management after 
evaluation of certain facts. The controllership function, with the 
aid of production, sales, marketing and other departments, can 
provide statements, statistics, analyses and other data regarding 
coet-volume-profit relationshipe that will help management in the 
exercise of that judgement.

Therefore, management has determined that identification of costa 
between those which are fixed and those which are variable in 
fundamental in understanding profitability and has requested -hat 
each SBO make this identification consistent with the facts and 
circumstances at their operation and report such costs along with 
contributed margin and breakeven point to Corporate on a quarterly 
bade. A form has been designed for this purpose (See Exhibit A).

II. Effective Date for Reporting
Reporting of breakeven data becomes effective with the first quarter 
of 1986F. Comparative prior year-to-date amounts will be reported

Initially, breakeven data will be due on the 15th work day of the 
month following a quarter end. The form should be sent to the 
attention of the manager of financial planning.
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TV. Who Must Report
Only SBO'e are required to report breakeven date. It is not 
necessary for each operation within an SBU to report this 
information to Corporate, the BBO controller should aecueulate the 
information from within the division, summarise and report to 
Corporate on a single form.

V. Distinguishing Between Direct (Variable) Costs aid Fixed Costs 
A basic requirement in coet-volume-profit analysis is the 
classification of all costs as either fixed or variable. There is 
no rule which says that in all eases, certain types of costs are 
fixed while others are variable. Some costs"may be classified 
either way depending upon their behavior under the circumstances. 
Other costs are of the mixed type and are called semi-variable or 
step ccets.

Because of the varying behavior of costs from locations to location, 
Remord will not dictate which costs are to be classified as fixed 
vs. variable. Bather, that determination will be left op to each 
division. However, certain guidelines haw been included with this 
policy lAich may be helpful (See Exhibit B).

VI. Consistency of Cost Classification
Once the determination is made that a particular coi.s is either 
fixed or variable, that classification should be handled 
consistently in all future reporting. Should it become 
necessary to reclassify a particular cost, prior year analyses 
should be restated so as not to distort breakeven trends.

VII. Ccets Included (Excluded) Pros Cobt-Volume-Prof11 analysis
fhe 680 cost-volume-profit analysis is intended primarily to 
track cost and profit relationships from an operating 
viewpoint. Therefore, certain ’non-operating" expenses which 
are reported on the Profit and Loss Statement (N-1) will be 
excluded free the breakeven analysis. Costs and expenses which 
are included (or excluded) from the cost-volume-profit analysis 
are as follows«
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Costs and Exsenses on K-1 IHCLDDHD in Cost-Volune-profit:

Cost of Seles
Bugineerlug, Selling, General t Admin.
Royalties Earned
P /L on Diep. of Capital Assets
Purchase Discounts Earned
Goodwill Amortisation
Minority Interest
Bpiity in Earnings of Affiliates
Foreign Currency Adjustments
Plant Relocation Expense
Misc. Income (Expense)
Corporate Charge

Costs and Expense* on H-1 EXCLUDED from Cost-Volume-Profit:

Interest Earned*
Interest Kzpense
Dividend Income
Product Line Diecontiauanee
Income Tax Provision

* Interest income/expense as a result of "operating"
receivables/payables (i.e. long-term receivables/payables)
should be included.

VIII. Breakeven on Sales vs. Breakeven on Production
For the sake of simplicity, breakeven reporting is based on the
breakeven point in sales dollars as opposed to a computation based
on production during the period. The sales and production
approaches will yield similar results in periods of stable inventory
levels. In periods Where SBC Inventory levels change dramatically.
6BO management may want to report cost-volume-profit information on
a production basis, however, this is not required.

IX. Breakeven Brand Reconciliation
From time-to-tiBe, the SBD may report a significant change in their
breakeven point. BBO management should provide an explanation (i.e.
product mix. volume, etc.) of major changes when they occur.

X. Appendix
A. Exhibit A - Form fc-13
B. Exhibit B - Guidelines

Ferm No. 104
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EXHIBIT B

DietlnqulBhinq Between Fixed and Variable Costs

The following list shows e sample of costs according to their usual 
classification. This, however, may vary free location to location 
and is intended as a guide only.

MANOFACTURIHG COSTS:

Variable Fixed
Raw Material 

Packaging

Supervision 
Indirect Labor Depreciation1 
Supplies 
Property Taxes

Utilities

6BLLIHG AND ADMINISTRATIVE COSTS:

Variable

Sales Salaries2 
Sales Commission 
Advertising

Officers' Salaries 
Sales Salaries 
Office Salaries 
Delivery Expense 
Advertising* 
Depreciation 
Insurance 
Property Taxes

Office Supplies

• Legal Expense 
Repairs 
Utilities 
Travel Expense 
Gifts and Donations 
Interest Expense

\  Osually fixed if depreciation in based on time. 
2 May be either fixed or variable.
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means cceplete > it Is a sample only. The final 
a cost depends to a large extent on its behavior 1

range of planned activity.

production (of
goods or services)

proportional to the amount of production. For example, if 
the amount of production Is twice as great for this period 
as for the previous one, the variable cost should be about

the incurring of a variable cost or

Fixed costs must be considered within the range of the existing 
plant capacity. For example, a plant capable of producing 1,000 
units will have certain fixed costs whether the production is 
100 units or 1;000 units. However, if the plant capacity were 
increased to 1,500 units by adding buildings or machinery, fixed

For a given range of activity, fixed costs have these

in total regardless of
the volume of production (of

expense Increases with the passage of

The amount of a fixed cost is not basically changed without 
a significant, permanent change in the division's potential 
to produce goods or services.

* -  -d jSU. i_ uWa
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EXHIBIT B (c o n t ’ d . )

The chareeterietics of fixed and variable costs can be summarised e

Variable Production Varies directly 
with production

Remains constant

Remains constant

Varies inversely 
with production

Seal-Variable Costs
In some cases where the range of activity changes substantially 
during the year (because of seasonal factors, for example), 
certain costs which normally are fixed will vary or be semi- 
variable depending on production. In these cases, it may b». 
desirable to differentiate these expenses into two parts —  
fixed and variable.

i achieve this split. These

1. Rough estimate
2. High - Low differential
3. Regression Analysis
The selection of method will depend upon the importance of the 
cost and the degree of accuracy desired. In many cases, the 
rough estimate or high-low differential method would yield 
acceptable results.

ACTi062S004P
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JOHNSON & JOHNSON INTERNATIONAL 

MASTER CLASSIFICATION 

OF COST ACCOUNTS

OVERHEAD ACCOUNTS

Indirect Production Costs (Overhead or Burden) - expenses which are 
related to or caused by the act of converting raw materials 
into semi-finished or finished products. These costs can be 
classified as:

Variable - costs which vary directly with production 
volume. These costs, for the most part, may be 
considered as "out of pocket expenses." Examples 
are - indirect labor, operating supplies, etc.

Fixed - costs which do not vary proportionately 
with production volume. These costs are functions 
of time rather than of operations and are incurred 
to be in a position to produce rather than by the 
act of producing. Examples are - rent, property 
taxes, insurance, depreciation, production 
supervisor's earnings, etc.

Semi-Variable - expenses which contain amounts of both 
variable ancf-fixed costs, and expenses that tend to 
vary seasonally. Examples are - employee related costs, 
utilities, etc.

Accounts which are included in the Overhead Expense Category 
are described in the following pages.

IAM
REV. 1/15/01
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ABSORPTION COSTING 
QUESTIONNAIRE

INSTRUCTIONS

A. Where the question provides a choice o f answers, please 
se lect ONLY ONE b.y t ic k in g  the appropriate ONE.

B. Where the question requires e ith e r  a YES or a NO answer, 
please t ic k  the one o f your choice.

1. INTRODUCTION

Please complete the fo llow ing  section I f  you would l ik e  a 
sumnary o f  the research re su lts  :

NAME OF COMPANY :.... ......................................................................

POSTAL ADDRESS : ....................................................................

TELEPHONE :.... ..............................
NAME OF PERSON 
COMPLETING THIS
QUESTIONNAIRE :.... .................................................... ................

POSITION IN
ORGANISATION :.... ......................................................................

2. COMPANY PARTICULARS

2.1. In which industry category does your Company operate ? 

Beverages & Hotels 

Build ing 6 Construction 
Chemicals & O ils 

C lothing, Footwear & Textiles  
E lectronics 
Engineering 
Fishing & Food
Furniture & Household Appliances

Paper & Packaging 
Pharmaceutical 6 Medical 
P rin ting  & Publishing 
Steel 8 A ll ie d  Products 
Tobacco & Match 
Transportation 
Trading 6 Stores 
Other

per002/PER3Q3
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2 .2 . TYPE OF ACTIVITY :

JOBBING
CONTINUOUS PROCESS 
BATCH PROCESS 
NON-MANUFACTURE 
(e .g . Wholesale, D is tribu tion  

o r R e ta il)

2.3 . IS THIS ACTIVITY SEGREGATED INTO

COST CENTRES 
PROCESSING DEPARTMENTS 
PROFIT CENTRES 
INVESTMENT CENTRES 
NOT SEGREGATED AT ALL 

IF SEGREGATED, HOW MANY ALLOCATED 
AREAS ARE THERE

2.4. PARENT PARTICULARS :

NAME OF ULTIMATE PARENT : .

COUNTRY IN WHICH ULTIMATE 
PARENT IS REGISTERED : .

PERCENTAGE OF SHAREHOLDING 
HELD BY ULTIMATE PARENT *. .

2.5. COMPANY STATISTICS

ANNUAL TURNOVER :.. ...................

NET INVENTORY VALUE : ...........................

ANNUAL AMOUNT OF
EXPENDITURE CLASSIFIED
AS OVERHEAD :.. ...........................

ANNUAL AVERAGE INVENTORY
TURN :   (TIMES)

3 /
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POLICIES

3.1 . DOES COMPANY HAVE DOCUMENTED ACCOUNTING 
POLICIES INCLUDING INVENTORY VALUATION? I YESM

3.2 . DOES PARENT HAVE DOCUMENTED ACCOUNTING 
POLICIES INCLUDING INVENTORY VALUATION? 1 YES | NO |

3 .3 . DO PARENT POLICIES IN ANY WAY CONTRADICT 
LOCAL ACCOUNTING POLICIES OR LOCAL 
GENERAL ACCEPTED ACCOUNTING PRACTICE? I YES H

3.4 . DO LOCAL AUDITORS HAVE TO REPORT ON WHETHER 
LOCAL COMPANY COMPLIES WITH PARENT POLICIES? I YES 1 "°l

3.5 . WHERE LOCAL COMPANY CHOOSES NOT TO FOLLOW 
PARENT COMPANY POLICIES, DOES THE COMPANY 
HAVE TO SUPPLY THE NECESSARY INFORMATION IN 
ORDER FOR THE PARENT TO MAKE THE REQUIRED 
ADJUSTMENTS? | yes 1 N0I

INVENTORY VALUATION

4.1 . INDICATE WHICH OF THE FOLLOWING COST ELEMENTS 
ARE INCLUDED IN THE VALUATION OF INVENTORY FOR 
MANAGEMENT & FINANCIAL REPORTING PURPOSES :

DIRECT MATERIALS I YES 11101
DIRECT LABOUR | yes 1 ™ 1
DIRECT OVERHEAD BE
INDIRECT OVERHEAD | yes H

4.2 . DOES THE PARENT COMPANY INSIST ON INCLUDING ALL--------- ,---------=------
THE COST ELEMENTS LISTED IN 4.1.? YES NO

4 /
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4.3 . WHICH OF THE FOLLOWING INDICATES THE TREATMENT 
OF OVERHEAD IN THE VALUATION OF INVENTORY FOR TAX 
PURPOSES?

INCLUSIVE OF FIXED AND VARIABLE OVERHEAD 

INCLUDES ONLY VARIABLE OVERHEAD 

EXCLUDES OVERHEAD 

OTHER (Specify)

NOTE QUESTIONS 5 TO 7 SHOULD ONLY BE ANSWERED IF INVENTORY 
WUATION FOR MANAGEMENT & FINANCIAL REPORTING INCLUDES OVERHEAD

5. BASIS OF OVERHEAD

6.1 . ON WHAT BASIS IS OVERHEAD RECOVERED?

MATERIAL QUANTITY 

MATERIAL VALUE 

MACHINE HOURS 

LABOUR HOURS 

LABOUR VALUE 

OTHER (Please specify)

5 .2 . IS OVERHEAD SEGREGATED BETWEEN FIXED AND VARIABLE ,---- ,-----
EXPENSES IN YOUR OVERHEAD RECOVERY RATE |YES| NO

5 / ....
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5 .2 . (Cent)

I f  the answer is  YES -

HOW IS FIXED AND VARIABLE DETERMINED

VISUAL CLASSIFICATION 
GRAPHIC REPRESENTATION 
LINEAR REGRESSION 
LEAST SQUARES METHOD 
HIGH LOW CALCULATION 
OTHER (Please specify)

5 .3 . HOW OFTEN ARE THE CALCULATIONS PERFORMED?

MONTHLY
QUARTERLY
BI-ANNUALLY
ANNUALLY
PERIODICALLY
SPORADICALLY

6. BASIS OF EXPENDITURE

6.1. WHICH TYPE OF EXPENSE IS USED IN THE CALCULATION 
OF OVERHEAD EXPENDITURE?

BUDGET EXPENSES 
ACTUAL HISTORICAL EXPENSES 
CONTINUOUS UPDATED/ROLLING FORECAST 
OTHER (Please specify)

per002/PER303
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6.2 , IS EXPENDITURE ALLOCATED TO THE AREAS OR CENTRES 
REFERRED TO IN 2.3.?

IF THE ANSWER IS YES,

ARE DIFFERENT RECOVERY RATES DETERMINED FOR EACH 
COST CENTRE?

IF THE ANSWER IS NO,

IS A GLOBAL RECOVERY RATE USED | YES j NC)|

6 .3 . IS OVERHEAD ALLOCATED SPECIFICALLY TO EACH INDEPENDENT,-,-r
- PRODUCT OR PRODUCT GROUPS | YES j NO |

IF THE ANSWER IS NO,

IS A DISTINCTIVE OVERHEAD POOL ACCOUNT MAINTAINED
IN THE GENERAL LEDGER SEPARATELY FROM THE OTHER-------------- ,---------,------ -----------------
COST ELEMENTS? YES | NO |

7. ACTIVITY LEVELS

7.1 . WHAT ACTIVITY LEVEL IS USED IN THE DETERMINATION 
OF THE FIXED RATE?

BUDGETED LEVEL I
ACTUAL LEVEL 
MAXIMUM CAPACITY 
PRACTICAL CAPACITY
OTHER (Please specify) '

7 / . . . .
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7.2 . WHAT ACTIVITY LEVEL IS USED IN THE DETERMINATION OF 
THE VARIABLE RATE?

BUDGETED LEVELS 
ACTUAL LEVELS - 
MAXIMUM CAPACITY 
PRACTICAL CAPACITY 
OTHER (Please specify)

per002/PER303
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