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Understanding the Significance of Predetermined
Overhead Rates

In the realm of managerial accounting, the establishment of predetermined overhead rates is a
fundamental practice that ensures efficient budgeting, cost control, and pricing strategies. Cheney
Company's decision to set a predetermined variable overhead cost rate at $21.00 per direct labor
hour exemplifies a strategic approach to managing production costs. This article explores the
intricacies of this decision, its implications for the company's operations, and how it fits into broader
cost management practices.

What is a Predetermined Overhead Rate?

Definition and Purpose
A predetermined overhead rate is an estimated rate used to allocate manufacturing overhead costs to
products or jobs during a specific period, prior to actual costs being incurred. It simplifies cost
allocation by providing a consistent basis for assigning overhead expenses, enabling managers to
estimate product costs accurately and plan budgets effectively.

Types of Overhead Rates
Overhead rates can be classified into:

Predetermined Overhead Rate: Calculated before the period begins based on estimated
costs and activity levels.

Actual Overhead Rate: Calculated after the period based on actual incurred costs and activity
levels.

Predetermined rates are favored for their ability to facilitate timely decision-making and cost control.



Cheney Company's Choice of a Variable Overhead Rate

Why Focus on Variable Overhead?
Variable overhead includes costs that fluctuate directly with production activity, such as supplies,
utilities, and indirect labor. By establishing a rate for variable overhead, Cheney Company aims to
more accurately assign costs that vary with direct labor hours, leading to:

Improved cost accuracy per product or job.

Enhanced budgeting and forecasting capabilities.

Better insights into cost behavior and profitability.

Setting the Rate at $21.00 Per Direct Labor Hour
The chosen rate of $21.00 per direct labor hour reflects Cheney Company's estimate of the average
variable overhead costs incurred for each hour of direct labor. This estimate is based on historical
data, anticipated future costs, and managerial judgment.

Calculating and Applying the Overhead Rate

Step-by-Step Calculation
The process involves:

Estimating total variable overhead costs for the upcoming period.1.

Estimating total direct labor hours required for production.2.

Dividing the estimated total variable overhead by the estimated total direct labor hours to3.
determine the rate.

For Cheney Company, the formula simplifies to:
\[
\text{Predetermined Variable Overhead Rate} = \frac{\text{Estimated Total Variable Overhead
Costs}}{\text{Estimated Total Direct Labor Hours}} = \$21.00 \text{ per hour}
\]



Application in Cost Allocation
During production, Cheney Company applies overhead costs to jobs or products by multiplying the
actual direct labor hours incurred by the predetermined rate:
\[
\text{Applied Overhead} = \text{Direct Labor Hours} \times \$21.00
\]
This systematic application ensures consistent and timely cost allocation, aiding in job costing and
pricing decisions.

Implications of Using a Predetermined Overhead Rate

Advantages

Timely Cost Information: Enables managers to estimate costs quickly without waiting for
actual data.

Budgeting and Planning: Facilitates setting budgets and evaluating performance against
estimates.

Cost Control: Helps identify variances between estimated and actual costs for managerial
review.

Pricing Decisions: Supports setting competitive prices based on estimated costs.

Potential Challenges and Considerations
Despite its benefits, reliance on a predetermined rate can lead to inaccuracies if:

Estimated costs or activity levels are significantly off from actuals.

Overhead costs fluctuate unexpectedly due to external factors.

Changes in production processes or efficiency are not promptly reflected in estimates.

To mitigate these issues, Cheney Company should regularly review and adjust its estimates,
especially at the end of accounting periods.

Variance Analysis: Monitoring Overhead Costs



Understanding Variances
Variance analysis compares actual overhead costs and hours with estimated figures to assess
performance:

Variable Overhead Spending Variance: Difference between actual and budgeted variable
overhead at actual hours.

Variable Overhead Efficiency Variance: Difference due to the actual direct labor hours used
versus the standard hours allowed for actual production.

Significance for Cheney Company
Analyzing variances helps Cheney identify areas where costs exceeded expectations or where
efficiencies improved, enabling targeted corrective actions.

Strategic Considerations for Cheney Company

Aligning Overhead Rate with Business Goals
- Regularly review and update the predetermined rate to reflect changing cost structures.
- Use variance analysis findings to improve operational efficiency.
- Consider integrating activity-based costing (ABC) for more precise overhead allocation if complexity
increases.

Integrating Overhead Rate into Pricing and Profitability
Analysis
Accurate overhead allocation ensures that product pricing reflects true costs, supporting profitability
and market competitiveness.

Conclusion: The Broader Impact of Cheney Company’s
Overhead Rate Strategy

Cheney Company’s decision to establish a predetermined variable overhead cost rate at $21.00 per
direct labor hour is a strategic move that exemplifies sound managerial accounting principles. By
doing so, the company can more effectively plan, control, and evaluate its manufacturing costs,
ultimately leading to better decision-making and improved financial performance.

This approach also underscores the importance of regular review and adjustment of cost estimates to
accommodate changing operational realities. When combined with variance analysis and strategic



cost management practices, Cheney’s overhead rate setting forms a critical part of its overall cost
control and pricing strategy.

In today’s competitive manufacturing environment, accurate cost allocation and efficient overhead
management are vital. Cheney Company’s proactive stance in establishing and utilizing a
predetermined overhead rate positions it for sustained operational excellence and financial success.

---

Note: For further enhancement, Cheney Company should consider integrating advanced costing
techniques such as activity-based costing (ABC) for more refined overhead allocation, especially if
overhead costs become more complex or diverse.

Frequently Asked Questions

What is the significance of Cheney Company establishing a
predetermined variable overhead rate of $21.00 per direct
labor hour?
It allows Cheney Company to allocate variable manufacturing overhead costs consistently and
predictably based on direct labor hours, aiding in budgeting and cost control.

How does Cheney Company calculate its variable overhead
rate of $21.00 per direct labor hour?
The rate is determined by dividing the estimated total variable overhead costs by the estimated total
direct labor hours for the period.

What are the advantages of using a predetermined overhead
rate for Cheney Company?
It simplifies cost allocation, provides timely cost information for pricing and decision-making, and
helps in maintaining consistent overhead application throughout the period.

How can Cheney Company adjust its overhead rates if actual
costs differ significantly from estimates?
The company can analyze variances at the end of the period and adjust future predetermined rates
accordingly to improve accuracy in cost allocation.

In what ways does the predetermined rate of $21.00 per
direct labor hour impact Cheney Company's financial



statements?
It influences the cost of goods sold and inventory valuation, affecting gross profit and net income by
ensuring overhead costs are allocated systematically during the period.

Can Cheney Company modify its predetermined overhead rate
during the year? Why or why not?
While it is possible, changes are usually made only at the beginning of a new accounting period to
maintain consistency; mid-year adjustments can complicate cost tracking.

How does Cheney Company ensure the accuracy of its
variable overhead cost rate over time?
The company regularly reviews actual overhead costs versus estimated costs, updating the rate as
needed to reflect changes in operational expenses and activity levels.

Additional Resources
Cheney Company Established A Predetermined Variable Overhead Cost Rate At $21.00 Per Direct
Labor Hour

In the realm of managerial accounting and cost control, Cheney Company's decision to establish a
predetermined variable overhead cost rate at $21.00 per direct labor hour represents a strategic
approach to budgeting, cost estimation, and financial planning. This move is significant in
streamlining manufacturing processes, enabling the company to accurately allocate overhead costs,
and facilitating more effective decision-making. By setting a fixed overhead rate ahead of time,
Cheney Company aims to stabilize costs, improve cost control, and enhance the accuracy of product
costing. In this comprehensive review, we will examine the implications, advantages, challenges, and
best practices associated with this approach.

---

Understanding Predetermined Overhead Rates

Definition and Purpose

A predetermined overhead rate is a rate established before the accounting period begins, used to
apply manufacturing overhead costs to products or jobs. It is calculated by dividing estimated total
overhead costs by an estimated activity base, such as direct labor hours or machine hours. The
primary purpose of setting a predetermined rate is to facilitate timely and consistent application of
overhead costs during the period, especially when actual overhead costs are not yet fully known.



Calculation of the Rate

In Cheney Company's case, the predetermined variable overhead rate is set at $21.00 per direct labor
hour. The calculation involves:

- Estimating total variable overhead costs for the upcoming period.
- Estimating total direct labor hours for the same period.
- Dividing estimated overhead costs by estimated direct labor hours.

This rate becomes the benchmark for applying variable overhead costs to actual production as
operations proceed.

---

Features of Cheney Company’s Overhead Rate Strategy

- Fixed Application Rate: The rate of $21.00 per direct labor hour remains constant throughout the
period, providing consistency.

- Focus on Variable Overhead: The rate applies solely to variable overhead costs, excluding fixed
overhead, which are treated separately in cost accounting.

- Budgetary Control: The predetermined rate allows for comparison between applied overhead and
actual overhead incurred, aiding in variance analysis.

- Simplification of Cost Allocation: Using a standard rate simplifies calculations, especially when
production volumes fluctuate.

---

Advantages of Establishing a Predetermined Rate

1. Timely Cost Allocation
By applying a predetermined rate, Cheney Company can allocate overhead costs to products or jobs
instantly, without waiting for actual overhead data. This accelerates costing processes and financial
reporting.

2. Improved Budgeting and Forecasting
The fixed rate supports more accurate budgeting, as estimates are based on projected costs and
activity levels. This can help in setting sales targets, pricing strategies, and profit forecasts.



3. Enhanced Cost Control and Variance Analysis
With a standard rate, management can compare actual overhead incurred against applied overhead,
enabling detailed variance analysis. This helps identify inefficiencies, control costs, and improve
operational performance.

4. Simplification of Accounting Processes
Using a single rate reduces complexity in calculations, minimizes errors, and streamlines accounting
procedures, especially in high-volume manufacturing settings.

5. Facilitates Pricing Decisions
Accurate product costing supports competitive pricing strategies by ensuring overhead costs are
properly allocated, protecting profit margins.

---

Challenges and Limitations

1. Variance Risks
If actual overhead costs differ significantly from estimated costs, the difference manifests as
variances. These variances can distort product costs and profits, requiring careful analysis and
adjustments.

2. Estimation Accuracy
The effectiveness of the predetermined rate hinges on accurate estimates of overhead costs and
activity levels. Incorrect estimates lead to over- or under-applied overhead.

3. Overhead Fluctuations
Market conditions, supplier prices, or operational changes can cause overhead costs to fluctuate
unexpectedly, making the fixed rate less representative.

4. Ignoring Fixed Overhead Variability
Focusing solely on variable overhead may overlook the impact of fixed overhead costs, which can be
substantial and require separate management and control strategies.



5. Potential for Cost Distortion
Inaccurate application rates can lead to cost distortion, affecting product pricing, profitability analysis,
and strategic decisions.

---

Implementation at Cheney Company

Step-by-Step Process

- Estimate Overhead and Labor Hours: Before the period begins, Cheney estimates total variable
overhead and direct labor hours based on historical data, market forecasts, and production plans.

- Calculate the Rate: Divide estimated variable overhead by estimated direct labor hours to establish
the $21.00 rate.

- Apply the Rate: During production, multiply actual direct labor hours by the rate to determine
applied overhead.

- Monitor and Analyze Variances: After actual costs are incurred, compare actual overhead to applied
overhead to identify variances.

Monitoring and Adjustments
Regular review of actual vs. applied overhead helps Cheney refine estimates for future periods, adjust
the predetermined rate if necessary, and implement cost control measures.

---

Best Practices for Effective Use of Predetermined
Overhead Rates

- Accurate Estimation: Use robust data and historical trends to improve the accuracy of overhead and
labor hour estimates.

- Periodic Review: Adjust the predetermined rate periodically, especially if significant changes in costs
or production levels occur.

- Separate Fixed and Variable Overhead: Maintain clear distinctions between fixed and variable
overhead costs for better cost management.

- Variance Analysis: Regularly analyze variances to understand causes and implement corrective



actions.

- Integration with Budgeting: Incorporate the predetermined rate into broader budgeting, planning,
and performance measurement systems.

---

Conclusion

Cheney Company's decision to establish a predetermined variable overhead cost rate at $21.00 per
direct labor hour reflects a strategic move toward efficient, consistent, and proactive cost
management. While this approach offers numerous benefits—such as timely cost allocation, improved
budgeting, and simplified accounting—it also necessitates careful estimation, ongoing monitoring,
and variance analysis to mitigate potential drawbacks. When implemented effectively, a
predetermined overhead rate can serve as a powerful tool for supporting strategic decisions,
maintaining cost control, and enhancing overall operational efficiency. As Cheney Company continues
to refine its cost management practices, balancing estimation accuracy with flexibility will be key to
sustaining profitability and competitive advantage in a dynamic manufacturing environment.
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