IDENTIFY THE APPROPRIATE WAY(S) To Dispose OF UNDER-
ORrR OvVerALLOCATED OVERHEAD CosTs.A.(1) PRORATION

IDeNTIFY THE APPrOPRIATE WAY(S) To Dispose OF UNDER- OrR OVERALLOCATED OVERHEAD CosTs.A.(1) PRORATION IS
A CRUCIAL ASPECT OF MANAGERIAL ACCOUNTING THAT ENSURES ACCURATE PRODUCT COSTING AND FINANCIAL REPORTING.
OVERHEAD COSTS, WHICH INCLUDE INDIRECT EXPENSES SUCH AS UTILITIES, RENT, AND DEPRECIATION, ARE ALLOCATED TO
PRODUCTS OR SERVICES BASED ON PREDETERMINED RATES. HOWEVER, THESE ALLOCATIONS OFTEN RESULT IN UNDER- OR
OVERALLOCATED OVERHEAD, NECESSITATING PROPER DISPOSAL METHODS TO REFLECT TRUE COSTS ACCURATELY. AMONG THE
VARIOUS TECHNIQUES, PRORATION STANDS OUT AS A COMPREHENSIVE APPROACH TO ADJUSTING THESE VARIANCES, ENSURING
THAT FINANCIAL STATEMENTS AND COST ANALYSES ARE RELIABLE. THIS ARTICLE EXPLORES THE CONCEPT OF PRORATION IN
DETAIL, DISCUSSING ITS SIGNIFICANCE, APPLICATION, AND STEPS TO EFFECTIVELY DISPOSE OF UNDER- OR OVERALLOCATED
OVERHEAD COSTS.

UNDERSTANDING UNDER- OR OVERALLOCATED OVERHEAD COSTS

WHAT ARe OVERHEAD CosTS?

OVERHEAD COSTS REFER TO EXPENSES THAT ARE NOT DIRECTLY TRACEABLE TO A SPECIFIC PRODUCT OR SERVICE BUT ARE
ESSENTIAL FOR OVERALL OPERATIONS. THESE INCLUDE:

o UTILITIES

e RENT AND PROPERTY TAXES

SALARIES OF SUPERVISORY STAFF
o DEPRECIATION OF EQUIPMENT AND FACILITIES

e MAINTENANCE AND SUPPLIES

OVERHEAD ALLOCATION AND V ARIANCES

IN STANDARD COSTING SYSTEMS, OVERHEAD IS ALLOCATED TO PRODUCTS USING PREDETERMINED RATES BASED ON ESTIMATED
ACTIVITY LEVELS. WHEN ACTUAL OVERHEAD COSTS ARE INCURRED, DISCREPANCIES OFTEN EMERGE!:

¢ UNDERALLOCATED OVERHEAD: W/HEN ACTUAL OVERHEAD EXCEEDS ALLOCATED OVERHEAD, LEADING TO UNDERESTIMATED
PRODUCT COSTS.

® OVERALLOCATED OVERHEAD: W/HEN ACTUAL OVERHEAD IS LESS THAN ALLOCATED, RESULTING IN OVERSTATED
PRODUCT COSTS.

ACCURATE DISPOSAL OF THESE VARIANCES IS VITAL FOR CORRECT PROFITABILITY ANALYSIS AND DECISION-MAKING.

WHY Is DisposAL oF UNDER- OR OVERALLOCATED OVERHEAD IMPORTANT?

PROPERLY DISPOSING OF VARIANCES ENSURES:



FINANCIAL STATEMENTS ACCURATELY REFLECT THE TRUE COSTS AND PROFITABILITY.

e COST CONTROL MEASURES ARE BASED ON RELIABLE DATA.

PRICING DECISIONS ARE GROUNDED IN PRECISE COST INFORMATION.

e COMPLIANCE WITH ACCOUNTING STANDARDS AND BEST PRACTICES.

INCORRECT HANDLING CAN LEAD TO DISTORTED FINANCIAL REPORTS, MISINFORMED STRATEGIC DECISIONS, AND POTENTIAL
COMPLIANCE ISSUES.

MeTHoDS To Dispose oF UNDER- oR OVERALLOCATED OVERHEAD CoOSTS

V ARIOUS METHODS EXIST FOR ADJUSTING THESE VARIANCES, INCLUDING:

1. PRORATION

PRORATION INVOLVES DISTRIBUTING THE UNDER- OR OVERALLOCATED OVERHEAD PROPORTIONALLY AMONG WORK-IN-PROCESS
(\WIP), FINISHED GOODS, AND COST OF Goobs SoLD (COGS). THIS APPROACH REFLECTS THE ACTUAL USAGE OF OVERHEAD
ACROSS DIFFERENT INVENTORY ACCOUNTS, LEADING TO MORE ACCURATE COST REPORTING.

2. WrRITE-OFr To COGS

IN THIS METHOD, THE ENTIRE VARIANCE IS DIRECTLY TRANSFERRED TO COGS. IT’s SIMPLE AND QUICK BUT MAY DISTORT GROSS
PROFIT MARGINS IF THE VARIANCE IS SIGNIFICANT.

3. ADJUSTING ONLY THE COGS

SIMILAR TO THE WRITE-OFF METHOD, BUT ONLY ADJUSTS COGS WITHOUT AFFECTING INVENTORY ACCOUNTS, SUITABLE WHEN
VARIANCES ARE MINOR.

4. ProrRATION VS. WRITE-OFF: WHEN To UsSe WHICH?

| METHOD | SUITABILITY | IMPACT ON FINANCIAL STATEMENTS | COMPLEXITY |

| PRORATION | WHEN ACCURATE PRODUCT COSTING IS NEEDED | BALANCED ADJUSTMENT ACROSS INVENTORY AND COGS |
MODERATE |

| WRITE-OFF | WHEN VARIANCES ARE IMMATERIAL | DIRECT IMPACT oN COGS | SiMpLE |

AMONG THESE, PRORATION IS OFTEN PREFERRED FOR ITS ACCURACY AND FAIRNESS IN DISTRIBUTING COSTS.

DETAILED STEPS FOR APPLYING PRORATION

IMPLEMENTING PRORATION INVOLVES A SYSTEMATIC PROCESS:



STep 1: DETERMINE THE V ARIANCE

CALCULATE THE DIFFERENCE BETWEEN ACTUAL OVERHEAD INCURRED AND THE OVERHEAD ALLOCATED:
® |F ACTUAL > ALLOCATED, THEN OVERALLOCATED OVERHEAD EXISTS.

e |F ACTUAL < ALLOCATED, THEN UNDERALLOCATED OVERHEAD EXISTS.

STEP 2: IDENTIFY THE TOTAL OVERHEAD FOR PRORATION

ESTABLISH THE TOTAL OVERHEAD COSTS TO BE ALLOCATED, WHICH INCLUDES THE VARIANCE AMOUNT.

STEP 3: CALCULATE THE PROPORTION FOR EACH INVENTORY ACCOUNT

DISTRIBUTE THE VARIANCE PROPORTIONALLY BASED ON THE OVERHEAD APPLIED TO:
® \X/ORK-IN-PROCESS INVENTORY
¢ FINISHED GOODS INVENTORY

e COST OF GOODS SOLD

THE FORMULA FOR EACH ACCOUNT:

\[
\TexT{PrOPORTION} = \FRAC{\TEXT{OVERHEAD ALLOCATED TO THE ACCOUNT} I\ TEXT{TOTAL OVERHEAD ALLOCATED}}
\TiMes \TexT{V ARIANCE}

\]

STepP 4: ApJusT THE CoST ACCOUNTS

ADD OR SUBTRACT THE CALCULATED AMOUNTS TO THE RESPECTIVE INVENTORY AND COGS ACCOUNTS:
e FOR OVERALLOCATED OVERHEAD, SUBTRACT FROM THE ACCOUNTS.

® FOR UNDERALLOCATED OVERHEAD, ADD TO THE ACCOUNTS.

STeP 5: RECORD THE ADJUSTMENTS IN FINANCIAL STATEMENTS

MAKE JOURNAL ENTRIES TO REFLECT THE PRORATION ADJUSTMENT, ENSURING THE BALANCES ARE ACCURATE IN THE FINANCIAL
RECORDS.

ADVANTAGES OF PRORATION

IMPLEMENTING PRORATION OFFERS SEVERAL BENEFITS:
¢ MORE ACCURATE PRODUCT COSTING, LEADING TO BETTER PRICING STRATEGIES.

® FAIR DISTRIBUTION OF COSTS ACROSS INVENTORY AND COGS/ AVOIDING DISTORTION.



® ENHANCED FINANCIAL REPORTING ACCURACY.

e ALIGNMENT WITH GENERALLY ACCEPTED ACCOUNTING PRINCIPLES (GAAP)

PoTeNTIAL CHALLENGES AND CONSIDERATIONS

\WHILE PRORATION IS EFFECTIVE, IT REQUIRES:
® DETAILED RECORD-KEEPING AND DATA ANALYSIS.
e CALCULATIONS THAT CAN BE COMPLEX IN LARGE ORGANIZATIONS.

e TIMELY UPDATES TO REFLECT ACTUAL OVERHEAD COSTS.

ORGANIZATIONS MUST WEIGH THESE FACTORS AGAINST THE BENEFITS TO DETERMINE THE SUITABILITY OF PRORATION.

CoNcCLUSION

PROPER DISPOSAL OF UNDER- OR OVERALLOCATED OVERHEAD COSTS IS ESSENTIAL FOR ACCURATE FINANCIAL AND MANAGERIAL
REPORTING. AMONG THE VARIOUS METHODS, PRORATION STANDS OUT AS A BALANCED AND FAIR APPROACH, DISTRIBUTING
VARIANCES PROPORTIONALLY AMONG INVENTORY AND COST OF GOODS SOLD ACCOUNTS. BY FOLLOWING SYSTEMATIC STEPS
TO IMPLEMENT PRORATION, COMPANIES CAN ENSURE THEIR COSTING REFLECTS TRUE EXPENSES, AIDING IN MORE INFORMED
DECISION-MAKING AND COMPLIANCE WITH ACCOUNTING STANDARDS. ULTIMATELY/ ADOPTING THE APPROPRIATE DISPOSAL
METHOD, WITH PRORATION AS A KEY OPTION, ENHANCES THE INTEGRITY OF FINANCIAL DATA AND SUPPORTS EFFECTIVE
MANAGERIAL CONTROL OVER OVERHEAD EXPENSES.

FREQUENTLY AskeD QUESTIONS

\W/HAT IS PRORATION IN THE CONTEXT OF DISPOSING OF UNDER- OR OVERALLOCATED
OVERHEAD COSTS?

PRORATION IS THE PROCESS OF ALLOCATING UNDER- OR OVERALLOCATED OVERHEAD COSTS PROPORTIONALLY AMONG WORK-
IN"PROGRESS, FINISHED GOODS, AND COST OF GOODS SOLD BASED ON THEIR RESPECTIVE BALANCES.

\¥/HEN SHOULD PRORATION BE USED TO DISPOSE OF UNDER- OR OVERALLOCATED
OVERHEAD COSTS?

PRORATION IS TYPICALLY USED WHEN THE AMOUNT OF UNDER- OR OVERALLOCATED OVERHEAD IS MATERIAL, AND IT PROVIDES
A MORE ACCURATE REFLECTION OF COSTS ACROSS ALL INVENTORY AND COST OF GOODS SOLD ACCOUNTS.

How DOES PRORATION DIFFER FROM OTHER METHODS OF DISPOSING OF OVERHEAD
V ARIANCES?

UNLIKE WRITING OFF THE ENTIRE VARIANCE TO COST OF GOODS SOLD OR ALLOCATING IT SOLELY TO W ORK~IN-PROGRESS,
PRORATION DISTRIBUTES THE VARIANCE AMONG ALL RELATED ACCOUNTS PROPORTIONALLY, LEADING TO MORE PRECISE COST
ALLOCATION.



\WHAT ARE THE STEPS INVOLVED IN PERFORMING PRORATION OF UNDER- OR
OVERALLOCATED OVERHEAD COSTS?

THE STEPS INCLUDE CALCULATING THE TOTAL OVERHEAD VARIANCE, DETERMINING THE PROPORTION OF EACH ACCOUNT (\X/|P,
FINISHED GOODS, COGS), AND THEN ALLOCATING THE VARIANCE PROPORTIONALLY TO THESE ACCOUNTS.

CAN PRORATION BE APPLIED TO BOTH UNDERALLOCATED AND OVERALLOCATED
OVERHEAD COSTS?

YES, PRORATION CAN BE USED TO ALLOCATE BOTH UNDERALLOCATED AND OVERALLOCATED OVERHEAD COSTS AMONG
INVENTORY AND EXPENSE ACCOUNTS BASED ON THEIR RELATIVE BALANCES.

\WHAT ARE THE ADVANTAGES OF USING PRORATION TO DISPOSE OF OVERHEAD
VARIANCES?

PRORATION PROVIDES A MORE ACCURATE ALLOCATION OF COSTS ACROSS ALL RELATED ACCOUNTS, REDUCING DISTORTION IN
FINANCIAL STATEMENTS AND BETTER MATCHING COSTS WITH REVENUES.

ARE THERE ANY DISADVANTAGES OR LIMITATIONS TO USING PRORATION FOR OVERHEAD
COST DISPOSAL?

YES, PRORATION CAN BE MORE COMPLEX AND TIME-CONSUMING TO CALCULATE COMPARED TO DIRECT WRITE-OFFS, AND IT MAY
REQUIRE DETAILED ACCOUNT BALANCES, MAKING IT LESS PRACTICAL FOR SMALL OR SIMPLE OPERATIONS.

IS PRORATION THE PREFERRED METHOD UNDER GENERALLY ACCEPTED ACCOUNTING
PrinciPLES (GAAP)?

GAAP GENERALLY PERMITS PRORATION WHEN THE VARIANCE IS MATERIAL, AS IT PROVIDES A MORE ACCURATE REFLECTION OF
COSTS, BUT THE CHOICE DEPENDS ON COMPANY POLICIES AND THE MATERIALITY OF THE VARIANCE.

How DOES PRORATION IMPACT THE ACCURACY OF FINANCIAL STATEMENTS?

PRORATION ENHANCES ACCURACY BY ALLOCATING OVERHEAD VARIANCES PROPORTIONALLY, ENSURING THAT COSTS ARE
MATCHED MORE PRECISELY WITH THE RELATED REVENUES AND INVENTORY VALUES.

W/HAT SHOULD A COMPANY CONSIDER BEFORE APPLYING PRORATION FOR OVERHEAD
COST DISPOSAL?

THE COMPANY SHOULD CONSIDER THE MATERIALITY OF THE VARIANCE, THE COMPLEXITY OF CALCULATIONS, THE AVAILABILITY
OF DETAILED ACCOUNT BALANCES, AND WHETHER PRORATION ALIGNS WITH ITS ACCOUNTING POLICIES AND STANDARDS.

ADDITIONAL RESOURCES

IDENTIFY THE APPROPRIATE W AY(S) To Dispose OF UNDER- Or OVERALLOCATED OVERHEAD COSTS: PRORATION

IN MANAGERIAL ACCOUNTING, ACCURATELY ALLOCATING OVERHEAD COSTS IS CRUCIAL FOR ENSURING THE FINANCIAL
STATEMENTS REFLECT THE TRUE COST STRUCTURE OF A BUSINESS. ONE COMMON CHALLENGE FACED BY ACCOUNTANTS AND
COST MANAGERS IS DEALING WITH UNDER~ OR OVERALLOCATED OVERHEAD COSTS—SITUATIONS WHERE THE ACTUAL
OVERHEAD INCURRED DOES NOT MATCH THE AMOUNT APPLIED TO PRODUCTS OR SERVICES DURING A PERIOD. AMONG THE
VARIOUS METHODS TO ADDRESS THIS DISCREPANCY, PRORATION HAS GAINED RECOGNITION AS A PRACTICAL AND
THEORETICALLY SOUND APPROACH. THIS ARTICLE EXPLORES THE CONCEPT OF PRORATION IN DEPTH, EXAMINING ITS
METHODOLOGY, ADVANTAGES, LIMITATIONS, AND THE CIRCUMSTANCES UNDER WHICH IT IS THE MOST APPROPRIATE DISPOSAL



TECHNIQUE FOR UNDER- OR OVERALLOCATED OVERHEAD COSTS.

UNDERSTANDING OVERALLOCATED AND UNDERALLOCATED OVERHEAD COSTS

BEFORE DELVING INTO PRORATION, IT IS ESSENTIAL TO UNDERSTAND WHAT CONSTITUTES OVERALLOCATED AND
UNDERALLOCATED OVERHEAD.

DeriNITIONs AND CAUSES

- OVERALLOCATED OVERHEAD: OCCURS WHEN THE OVERHEAD COSTS APPLIED TO PRODUCTS OR SERVICES DURING A PERIOD
EXCEED THE ACTUAL OVERHEAD INCURRED. THIS TYPICALLY RESULTS IN HIGHER REPORTED COSTS AND LOWER PROFITS THAN
REALITY.

- UNDERALLOCATED OVERHEAD: HAPPENS WHEN THE APPLIED OVERHEAD IS LESS THAN THE ACTUAL OVERHEAD INCURRED,
LEADING TO UNDERSTATED COSTS AND POTENTIALLY INFLATED PROFITS.

CAUSES OF DISCREPANCIES:

- VARIABILITY IN ACTUAL OVERHEAD COSTS VERSUS ESTIMATES USED FOR APPLICATION
- CHANGES IN PRODUCTION VOLUME OR EFFICIENCY

- ERRORS IN ESTIMATING PREDETERMINED OVERHEAD RATES

- FLUCTUATIONS IN INDIRECT COSTS

IMPACT ON FINANCIAL REPORTING

MISALLOCATIONS DISTORT COST INFORMATION, AFFECTING PRICING DECISIONS, PROFITABILITY ANALYSIS, AND INVENTORY
VALUATION. CORRECTLY ADJUSTING FOR THESE DISCREPANCIES ENSURES MORE ACCURATE FINANCIAL STATEMENTS AND BETTER
MANAGERIAL INSIGHTS.

METHODS FOR DISPOSING OF UNDER- OR OVERALLOCATED OVERHEAD COSTS

SEVERAL METHODS EXIST TO ADJUST FOR OVERHEAD VARIANCES:

- CLosING To CosT oF Goops SoLp (COGS)

- CLOSING To ProbucTION ACCOUNTS (W ork-IN-PROCESS, FiNiSHED GOoDS)

- PRORATION (PROPORTIONAL ALLOCATION AMONG COGS, WP, AnD FiNisHED Goops)
- WRITING OFF AS AN EXPENSE IN THE PERIOD

AMONG THESE, PRORATION IS OFTEN VIEWED AS THE MOST EQUITABLE AND REPRESENTATIVE APPROACH, ESPECIALLY \WHEN
VARIANCES ARE SIGNIFICANT.



ProrRATION: THE CONCEPT AND METHODOLOGY

\WHAT |Is PRORATION?

PRORATION INVOLVES DISTRIBUTING THE OVER- OR UNDERALLOCATED OVERHEAD AMONG VARIOUS ACCOUNTS—NAMELY,
W ork-IN-Process (WIP), FinisHeD Goobs, anb CosT oF Goobps SoLp (COGS)—BASED ON THEIR RELATIVE BALANCES OR
COSTS. THIS METHOD RECOGNIZES THAT OVERHEAD COSTS ARE INDIRECTLY LINKED TO MULTIPLE STAGES OF PRODUCTION AND
SALES, MAKING A PROPORTIONAL ALLOCATION ACROSS THESE ACCOUNTS MORE ACCURATE THAN SIMPLY CLOSING VARIANCES
To COGS.

WHY CHOOSE PRORATION?

- REFLECTS THE TRUE COST DISTRIBUTION: SINCE OVERHEAD IMPACTS ALL PRODUCTION STAGES, ALLOCATING VARIANCES
PROPORTIONALLY PROVIDES A MORE REALISTIC PICTURE.

- AVOIDS DISTORTING PROFIT MARGINS: BY DISTRIBUTING VARIANCES ACROSS W IP, FG, AND COGS, PRORATION PREVENTS
THE SKEWING OF PROFITS THAT CAN OCCUR WHEN VARIANCES ARE CLOSED SOLELY To COGS.

- PROVIDES BETTER MANAGERIAL INSIGHTS: MANAGERS CAN MORE ACCURATELY IDENTIFY COST BEHAVIOR AND PROFITABILITY
AT DIFFERENT PRODUCTION STAGES.

STEP-BY-STEP PRORATION PROCESS

1. CALCULATE THE TOTAL OVERHEAD VARIANCE:

- OVERALLOCATED: APPLIED OVERHEAD > ACTUAL OVERHEAD
- UNDERALLOCATED: APPLIED OVERHEAD < ACTUAL OVERHEAD

2. DETERMINE THE TOTAL AMOUNT TO BE ALLOCATED:

- FOR OVERALLOCATED OVERHEAD: SUBTRACT ACTUAL OVERHEAD FROM APPLIED OVERHEAD
- FOR UNDERALLOCATED OVERHEAD: SUBTRACT APPLIED OVERHEAD FROM ACTUAL OVERHEAD

3. IDENTIFY THE BASES FOR PRORATION:

- THESE BASES ARE TYPICALLY THE ENDING BALANCES OR COSTS IN W/IP, FINISHED Goobs, anD COGS
- ALTERNATIVELY, SOME COMPANIES ALLOCATE BASED ON THE PROPORTION OF OVERHEAD APPLIED TO EACH ACCOUNT

4. CALCULATE THE PROPORTION OF TOTAL COSTS ATTRIBUTABLE TO EACH ACCOUNT:

- For exaMPLE, IF WIP HAS $200,000, FG HAs $300,000, anp COGS Has $500,000, THe ToTAL Is $1,000,000
- ProporTIONS: WIP = 20%, FG = 309%, COGS = 50%

5. ALLOCATE THE VARIANCE PROPORTIONALLY:

- DISTRIBUTE THE TOTAL VARIANCE AMONG W IP, FG, AND COGS BASED ON THEIR PROPORTIONS
- ADJUST THE BALANCES OF EACH ACCOUNT ACCORDINGLY

6. UPDATE THE FINANCIAL STATEMENTS:

- REFLECT THE ADJUSTED COSTS IN THE RESPECTIVE ACCOUNTS, LEADING TO MORE ACCURATE COST AND PROFIT REPORTING



ADVANTAGES OF PRORATION

- FAIR DISTRIBUTION: |T RECOGNIZES THAT OVERHEAD VARIANCES IMPACT MULTIPLE ACCOUNTS, DISTRIBUTING COSTS
PROPORTIONALLY.

- ENHANCED ACCURACY: PROVIDES A MORE PRECISE REFLECTION OF COSTS ASSOCIATED WITH PRODUCTION AND SALES.

- BETTER DECISION-MAKING: MANAGERS GAIN INSIGHTS INTO HOW OVERHEAD COSTS ARE SPREAD ACROSS DIFFERENT STAGES,
AIDING BUDGETING AND CONTROL.

- COMPLIANCE WITH ACCOUNTING PRINCIPLES: ALIGNS WITH THE MATCHING PRINCIPLE BY ALLOCATING COSTS TO THE PERIODS
AND SEGMENTS THEY RELATE TO.

LiIMITATIONS AND CHALLENGES OF PRORATION

W/HILE PRORATION OFFERS MANY BENEFITS, IT IS NOT WITHOUT LIMITATIONS:

- COMPLEXITYZ THE PROCESS INVOLVES CALCULATIONS AND ALLOCATIONS THAT CAN BE MORE COMPLICATED THAN SIMPLY
CLOSING VARIANCES TO COGS.

- DATA DEPENDENCE: ACCURATE PRORATION REQUIRES DETAILED AND RELIABLE ACCOUNT BALANCES AND COST DATA.

- POTENTIAL FOR SUBJECTIVE JUDGMENT: DECIDING WHICH BASES TO USE FOR ALLOCATION (E.G., PROPORTION OF OVERHEAD
APPLIED, ENDING BALANCES, OR OTHER MEASURES) CAN INTRODUCE BIAS.

- TIMING CONSIDERATIONS: PRORATION IS TYPICALLY PERFORMED AT PERIOD-END, WHICH MAY DELAY FINANCIAL REPORTING OR
ADJUSTMENTS.

\WHEN |s PRORATION MoST APPROPRIATE?

PRORATION IS PARTICULARLY SUITABLE UNDER CIRCUMSTANCES SUCH AS:

- \WHEN OVERHEAD VARIANCES ARE MATERIAL AND COULD SIGNIFICANTLY DISTORT COST AND PROFIT FIGURES.
- \WHEN OVERHEAD COSTS ARE SHARED ACROSS MULTIPLE PRODUCTION AND INVENTORY ACCOUNTS.

- DURING PERIODS OF SUBSTANTIAL FLUCTUATION IN OVERHEAD COSTS OR PRODUCTION VOLUMES.

- FOR COMPANIES SEEKING MORE ACCURATE INVENTORY VALUATION AND COST CONTROL MEASURES.

CONVERSELY, IN CASES WHERE VARIANCES ARE MINOR OR WHEN SIMPLICITY IS PREFERRED, CLOSING VARIANCES DIRECTLY TO
COGS MAY SUFFICE.



PRORATION IN PRACTICE: AN ILLUSTRATIVE EXAMPLE

CONSIDER A MANUFACTURING COMPANY WITH THE FOLLOWING DATA!:

- ACTUAL OVERHEAD INCURRED: $ 150,000
- APPLIED OVERHEAD BASED ON PREDETERMINED RATE: $ 170,000
- OVERALLOCATED OVERHEAD: $20,000

THE ENDING BALANCES ARE:

- WIP invenTORY: $50,000
- FiNisHED Goobs INVENTORY: $70,000
- COGS: $150,000

PROPORTIONALLY, THE TOTAL CosTs ARe $50,000 + $70,000 + $150,000 = $270,000. THE PROPORTIONS ARE:

- WIP: 18.52%
-FG: 25.93%
- COGS: 65.55%

THe $20,000 OVERALLOCATED OVERHEAD IS ALLOCATED AS:

- WIP: $20,000 x 18.529% ~ $3,704 (To BE SUBTRACTED OR ADDED ACCORDINGLY)
- FG:$20,000 x 25.93% =~ $5,186
- COGS: $20,000 X 65.556% ~ $11,110

ADJUSTMENTS ARE MADE TO EACH ACCOUNT, LEADING TO A MORE ACCURATE REFLECTION OF COSTS AND PROFITS.

ConcrusioN:; THeE CASE FOR PRORATION

IN THE LANDSCAPE OF MANAGERIAL AND FINANCIAL ACCOUNTING, SELECTING AN APPROPRIATE METHOD TO DISPOSE OF UNDER-
OR OVERALLOCATED OVERHEAD COSTS IS VITAL. PRORATION STANDS OUT AS AN EQUITABLE AND ACCURATE APPROACH THAT
RECOGNIZES THE MULTIFACETED IMPACT OF OVERHEAD VARIANCES ACROSS DIFFERENT PRODUCTION AND INVENTORY ACCOUNTS.
ALTHOUGH IT INVOLVES MORE DETAILED CALCULATIONS AND DATA MANAGEMENT, THE BENEFITS OF IMPROVED COST ACCURACY
AND FINANCIAL REPORTING TRANSPARENCY MAKE PRORATION AN INVALUABLE TECHNIQUE, PARTICULARLY IN COMPLEX
MANUFACTURING ENVIRONMENTS WITH SIGNIFICANT OVERHEAD FLUCTUATIONS.

ULTIMATELY/ THE DECISION TO EMPLOY PRORATION SHOULD CONSIDER THE MATERIALITY OF VARIANCES, THE COMPLEXITY OF
OPERATIONS, AND THE COMPANY'S COMMITMENT TO PRECISE COST MANAGEMENT. \W/HEN APPLIED CORRECTLY, PRORATION
ENHANCES MANAGERIAL INSIGHTS, SUPPORTS BETTER DECISION-MAKING, AND ENSURES COMPLIANCE WITH SOUND ACCOUNTING
PRINCIPLES—™MAKING IT A CORNERSTONE METHOD FOR DISPOSING OF UNDER~ OR OVERALLOCATED OVERHEAD COSTS.
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