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Contract Costing

Every clause in a contract, regardless of whether it 
applies to economic or non-economic issues, can 

have cost implications.  

However, 

The importance of contract costing depends on the 
share of a company’s total costs expended on labor.
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Contract Costing

Some direct costs such as wages and benefits are 
easy to measure.

While

Some indirect costs resulting from contract 
provisions that address such topics as seniority, 

layoffs, grievances and arbitration procedures are 
more difficult to estimate.
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Contract Costing

More subtle and complex areas to measure are 
found in the relationship that exists between 

changes in labor costs and employee attitudes.  
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Labor Costs and Their
Components

Direct Pay

Hourly….Daily….Weekly….Monthly….Incentives….
Commissions….Allowances….Tools….Clothing….

Differentials….Profit Sharing….Premiums….

Benefits

Vacation….Holidays….Sick Leave….Funeral Leave..
Health Insurance….Pensions….Social Security….

Workers Comp…Unemployment Insurance….
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Benefits

The 1996 edition of Employee Benefits 
reported that the average payment for 

benefits was 42% of payroll in 1995.
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Benefits

Generally, employee benefits can be 
categorized into two broad groups:

 Time-not-worked benefits

 Security and health benefits
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Time-Not-Worked
Benefits

Vacation….Holidays….Sick and Funeral 

Leaves….Jury Duty…. Military 

Service….Reporting Pay..

Call-in and Call-back Pay….

Wash-up ….Clothes Changing 
Time….Time Spent on Union 

Business….
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Security and Health 
Benefits

Life, Medical, and Accident Ins.
Workers Compensation Ins.

Sick Leave  - Pensions 
Social Security

Unemployment Insurance

Guaranteed Annual Income             
Severance Pay Allowances
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Comparative Benefit Costs

While benefit costs represent an 
increasing cost factor in the U.S. economy 

it should be noted that they are 
considerably higher in many of the worlds 

industrial nations.
Japan 76%

Germany 71%
Italy 83%
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Data Utilized for Costing 
Contracts

The data used in the costing of labor 
contracts can be classified into three major 

categories:

 Demographic

 Accounting

 Financial
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Demographic Data

Supplies a breakdown and a 
statistical profile of the labor force in 

terms of such criteria as age, sex 
seniority, and marital status.
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Accounting Data

Provides payroll information on the 
work force regarding such specifics as 

direct pay, overtime, vacation, and 
holiday pay.
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Financial Data

Furnishes figures on projected 
revenues, output, product mix, and 

nonlabor costs.
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Information Sharing

It is suggested that the costing of 
contracts and the process of 

negotiation can be facilitated by a 
sharing if financial information 

between labor and management.

?????
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Methods for Costing Contracts

 Total annual cost of demands

 Annual cost of demands per 
employee.

 Cost of total demands as a
percentage of payroll.

 Cost of demands in cent-per-
hour
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Methods for Costing Contracts

A note of caution:

The total cost of settlements are not always 
reflected in labor cost paid out to bargaining 

unit members.

A frequently overlooked cost implication of new 
contract terms is the ripple effect it may cause 
on compensation for the company’s nonunion 

employees.
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Methods for Costing Contracts

Additionally it should be noted:

Relatively few labor relations experts 
have the perspective, information, or 

skills to provide a comprehensive 
assessment of the impact of a settlement 

offer on any given contract.
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Methods for Costing Contracts

Additionally it should be noted:

Proper contract costing requires a 
combined knowledge of accounting, 
finance, marketing, economics, and 

production.
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Elasticity of Demand

Firms often try to pass on increased contract 
cost to consumers as higher prices.

The extent to which an individual firm can do 
this depends on the elasticity of demand for its 

products.



















































































Features of Process Costing
• 1. Process costing is used by the industries where the goods 

are produced through the sequence of several processes. 
Process costing is suitable for industries like paint, oil refining, 
rubber, chemicals, sugar, paper, soap-making, textiles, etc. 
This method is also employed where it is not possible to 
ascertain the prime cost of specific order. 

• 2. Units of production are uniform and homogeneous. As a 
result, unit cost of each process is obtained by averaging the 
total cost of each process.

• 3. Costs are ascertained for each process at the end of the 
cost period.

• 4. Costs follow the production process, i.e., costs incurred in 
one process are transferred to the next process along with the 
output.



Features of Process Costing
• 5. The entire production activity is characterised by a number 

of stages of production, i.e., processes. Each process includes 
a number of operations. The boundaries of the process are 
determined by similarity of work performed, supervision and 
physical location of men and machines in the plant.

• 6. The products and processes are standardised. 
• 7. Production is in continuous flow and the output of Process I 

becomes the input of Process II and so on until the finished 
product is obtained. 

• 8. Total cost of the process is adjusted with normal losses, 
abnormal losses, abnormal gains and scrap of the process.



Advantages of Process Costing

• 1. Due to the simplicity of cost records, process costing 
involves less efforts and expenses on accounting. 

• 2. Production activity in process costing is standardised. 
Hence, managerial control and supervision becomes easier. 

• 3. It is convenient and easy to compute the cost of different 
processes as well as finished product at short intervals, say, 
daily, weekly or monthly.

• 4. In case of process costing, it is possible to allocate 
expenses to different processes on rational basis. This results 
into more accurate costing. 

• 5. In process costing, products and processes are 
standardised. Hence, it is easy to apply standard costing.



Limitations of Process Costing

• 1. Value of work-in-progress is computed on the basis of 
estimates which results in further inaccuracies. 

• 2. Once an error is committed in one process, it is carried over 
to the subsequent processes. 

• 3. Since process cost is the average cost, it may not be 
accurate for analysis, evaluation and control of the 
performance of various departments.

• 4. The cost obtained at the end of the accounting period is 
historical in nature and is of little use for effective managerial 
control. 

• 5. Process costing does not evaluate the efficiency of 
individual workers or supervisors.




































































































