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Topic:EstimatingCostofProductionAndProfiability

EstimatingCostofproductionandprofitabilityreferstoallcosts
involvedinacquiringgoodsandservicesrequiredasinputforproducing
aproduct.Thefourmajorcomponentsofcostofproductionand
profitabilityare–

♦ MaterialCost 

♦ LabourCost 

♦ CostofUtilities

♦ FactoryOverheadCost

 MarketingofProductsanditssaletoincreaseprofits

(i) Materialcost– Itincludes costofraw material,chemicals,
components,andotherinputsrequiredforproduction.Thesecostsmay
bedeterminedonthebasisoftheoreticalconsumptionnorms,industry
experience orspecifications provided by machinery suppliers. The
followingpointsmustbekeptinmindwhenestimatingthecostof
materialinputs–

(a)Thetotalrequirementofvariousmaterialsinputscanbeobtainedby
multiplyingRequirementperunitofoutputbyExpectedoutputduringthe
year

b)ThepriceofmaterialinputaredefinedintermsofCIF(cost,insurance
andfreight)

(c)Whiledetermining thepresentvalueofmaterialinputs,inflation
factormustbeignored.

(d)Theremaybeseasonalfluctuationsinthepricesofinputswhich
mustbeconsidered.

(ii)Labourcost–Itincludescostofallmanpoweremployed.Itisa
functionofnumberofemployeesandrateofremuneration.Manpower
includesthenumberofoperatorsforoperatingvariousservices,number
ofSupervisorsandAdministrativestaff.



Remunerationmaybecalculatedontherateprevailingintheindustry.It
mustincludebasicpay,dearnessallowance,conveyanceallowance,
travelconcession,providentfund contribution,medical,bonus etc.
Paymentrelatedtovacation,overtime,nightwork,workonholidays
mustalsobeincluded.

(iii)CostofUtilities–ItincludesCostofPower,WaterandFuel.The
requirementsforfuel,waterandpoweraredeterminedonthebasisof
normsspecifiedbycollaborators,consultantsetc.

TheCostofpowerincludesboughtoutpowerestimatedonthebasisof
chargesoftheconcernedelectricityboard.

♦ TheCostofwaterincludeschargespaidtolocalauthorities.

♦ Costoffuelconsistsofcostinvolvedinbuyingcoal,fire,wood,bio
gasetc.

(iv)Factoryoverhead cost– Itincludes expenses on repairs and
maintenance,rent,taxes,insuranceonfactoryassets.Itislowininitial
yearshighinlateryears.

(v)MarketingofproductsandItssalestoearnProfits-itincludessalesof
productsanditsmarketingintherightmarketingtosellittorightcustomersandto
earnprofits.

Estimates of sales ,production and
Profitiability.

Inordertodetermineprofitabilityofaprojectthefirsttasktobecarried
outistheforecastofsalesrevenue.Whileestimatingsalesrevenuethe
followingthingsmustbekeptinmind–

(i) Itisnotadvisabletoassumeahighcapacityutilizationofmachinery
levelinthefirstyearofoperationevenifthetechnologyissimpleand
companydoesnotfaceanytechnicalproblems.Duetoconstraintslike
rawmaterialshortage,limitedpower,marketingproblemsetc.

(iii)TheSellingPriceconsideredshouldbethepricerealizablebythe
company net of excise duty.It shallhowever include dealer̀s
commission.

(iv)The Selling Price used maybe the presentselling price.Itis



assumedthatchangeinsellingpricewillbematchedbychangeincost
ofproduction.Therefore,ifapartofproductionissaleableatcontrolled
price,sellthatpartatthecontrolledprice.

InordertomakeestimatesofSalesandProductionthefollowingdetails
mustbefurnishedforeachproductanduntilthemaximum capacity
utilizationoftheplant–

1.InstalledCapacity 
2.Numberofworkingdays
3.Numberofshifts
4.Estimatedproductionperday 
5.Estimatedannualproduction 
6.Estimatedoutputasapercentageofplantcapacity
7.Salesafteradjustingstocks
8.Valueofsales 

IftherearegoodsalesthenthecompanywillgetgoodProfits.


