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Understanding how manufacturing companies allocate overhead costs is essential for accurate
product costing and profitability analysis. Harris Fabrics, a prominent player in the textile industry,
employs a specific approach to overhead allocation by computing its plantwide predetermined
overhead rate annually, based on direct labor-hours. This method streamlines the costing process,
provides consistency across products, and helps in maintaining competitive pricing strategies. In
this comprehensive article, we will explore the concept of plantwide predetermined overhead rates,
the rationale behind using direct labor-hours as the basis, the calculation process, advantages,
potential drawbacks, and practical implications for Harris Fabrics and similar manufacturing firms.

What is a Plantwide Predetermined Overhead Rate?

Definition and Purpose

A plantwide predetermined overhead rate is a single overhead rate used across an entire
manufacturing plant to allocate manufacturing overhead costs to products or jobs. It is calculated
before the start of the accounting period and is based on estimated overhead costs and an activity
base, such as direct labor-hours, machine hours, or material costs.

The primary purpose of this rate is to simplify the overhead allocation process, especially when
multiple products are manufactured within a plant. By establishing a standard rate, companies can
efficiently assign overhead costs to products, facilitating job costing, inventory valuation, and
financial reporting.

Significance in Cost Management

Using a plantwide rate allows management to:

- Estimate product costs accurately for pricing decisions.

- Monitor overhead expenses effectively.

- Simplify the accounting process in environments with homogeneous production processes.
- Facilitate budgeting and variance analysis.

Why Harris Fabrics Uses Direct Labor-hours as the



Basis

Rationale Behind Choosing Direct Labor-hours

Harris Fabrics selects direct labor-hours as its activity base for several reasons:

- Historical Prevalence: Traditionally, direct labor-hours have been a common basis for overhead
allocation, especially in labor-intensive industries like textiles.

- Correlation with Overhead Costs: Overhead costs often vary with labor activities, making direct
labor-hours a logical driver.

- Simplicity and Ease of Measurement: Direct labor-hours are straightforward to measure and track,
reducing administrative complexity.

- Stability of Data: Labor-hours tend to be relatively stable and predictable, facilitating planning and
control.

Industry Context

In the textile manufacturing sector, labor is often a significant component of production costs. Since
many processes require skilled labor, and machine operation times are closely related to labor
effort, using direct labor-hours aligns well with the operational realities of Harris Fabrics.

Calculating the Plantwide Predetermined Overhead
Rate

Step-by-Step Process

The calculation involves estimating total overhead costs and total direct labor-hours for the
upcoming period. The general formula is:

\[
\text{Predetermined Overhead Rate} = \frac{\text{Estimated Total Overhead
Costs} }{\text{Estimated Total Direct Labor-hours}}

\]

Step 1: Estimate Overhead Costs

- Include all manufacturing overhead expenses such as factory rent, utilities, depreciation, indirect
materials, and indirect labor.

- Use historical data, budgets, and forecasts to arrive at an estimate.

Step 2: Estimate Direct Labor-hours
- Calculate the total expected direct labor-hours for the period based on production plans.

- This involves multiplying expected production units by labor-hours per unit.

Step 3: Calculate the Rate



- Divide the estimated overhead by estimated labor-hours to derive the plantwide rate.
Example Calculation:

Suppose Harris Fabrics estimates:
- Total overhead costs for the upcoming year: $2,000,000
- Total direct labor-hours: 100,000 hours

Then,

\[

\text{Predetermined Overhead Rate} = \frac{\$2,000,000}{100,000 \text{ hours}} = \$20 \text{
per labor-hour}

\]

Step 4: Apply the Rate
- During the year, multiply actual direct labor-hours incurred by this rate to assign overhead to jobs.

Implementation and Usage in Harris Fabrics

Applying the Overhead Rate

Once computed, the rate is used throughout the year to assign overhead costs to individual jobs or
products based on actual direct labor-hours incurred.

Job Costing Example:
- A particular fabric dyeing job requires 500 direct labor-hours.
- Overhead allocated = 500 hours x $20/hour = $10,000.

This method ensures that each job bears a fair share of overhead costs proportional to labor effort.

Periodic Review and Adjustment

Harris Fabrics performs an annual review to update its overhead rate, considering:
- Actual overhead incurred versus estimates.

- Changes in production processes.

- Variations in labor efficiency.

- Market conditions affecting costs.

Adjustments may lead to revisions in the predetermined rate for subsequent periods, ensuring
ongoing accuracy in cost allocation.

Advantages of Using the Plantwide Predetermined



Overhead Rate Based on Direct Labor-hours

e Simplicity: Easy to calculate and implement, especially in straightforward production
environments.

e Cost-effective: Reduces the administrative burden compared to multiple activity-based
costing methods.

» Consistency: Provides a standard basis for overhead allocation across all products.
¢ Predictability: Facilitates budgeting and planning with estimated overhead rates.

¢ Alignment with Labor-Intensive Operations: Particularly suited for industries where labor
is a significant cost driver.

Potential Drawbacks and Limitations

While the plantwide overhead rate based on direct labor-hours offers notable benefits, it also
presents certain limitations:

1. Inaccuracy for Diverse Products: Not suitable when products vary significantly in their
consumption of overhead resources, leading to cost distortion.

2. Oversimplification: May mask overhead costs that are driven by other activities such as
machine usage or setup times.

3. Potential for Cost Distortion: Overhead may be over-allocated to labor-intensive jobs and
under-allocated to machine-intensive ones.

4. Less Effective in Modern Manufacturing: In environments with automation and complex
processes, direct labor-hours may not correlate well with overhead consumption.

Practical Implications for Harris Fabrics

For Harris Fabrics, the use of a plantwide predetermined overhead rate based on direct labor-hours
simplifies their costing system, particularly if their production processes are relatively uniform and
labor-intensive. However, as the company grows or diversifies its product lines, it might need to
evaluate whether this approach continues to provide accurate cost information.

Key considerations include:



- Monitoring actual overhead costs versus estimated figures to identify variances.

- Considering activity-based costing (ABC) if product diversity increases.

- Ensuring labor-hour estimates align closely with actual production activities to prevent cost
distortions.

- Training management and staff on the importance of accurate data collection and cost control.

Conclusion

Harris Fabrics' decision to compute its plantwide predetermined overhead rate annually based on
direct labor-hours reflects a strategic approach rooted in simplicity, industry practices, and
operational efficiency. This method offers a straightforward way to allocate overhead costs, aiding in
product costing, pricing, and profitability analysis. However, it also requires careful estimation,
regular review, and potential adjustments to maintain accuracy.

As manufacturing environments evolve, Harris Fabrics and similar companies should remain vigilant
about the limitations of this approach. They should consider supplementing or replacing it with more
refined costing methods when product complexity, overhead costs, or industry standards demand
greater precision. Ultimately, selecting the appropriate overhead allocation method is crucial for
effective cost management, competitive positioning, and long-term profitability.

Keywords: Harris Fabrics, plantwide overhead rate, predetermined overhead rate, direct labor-
hours, overhead allocation, cost accounting, manufacturing costs, textile industry, cost management,
overhead estimation

Frequently Asked Questions

Why does Harris Fabrics compute its plantwide predetermined
overhead rate annually based on direct labor-hours?

Harris Fabrics uses an annual computation based on direct labor-hours to establish a consistent and
accurate overhead rate that aligns with production activity, ensuring overhead costs are allocated
appropriately across products.

What are the advantages of using a plantwide predetermined
overhead rate based on direct labor-hours?

This method simplifies overhead allocation, provides timely cost information, and helps in budgeting
and pricing decisions by linking overhead costs directly to labor activity.

How does Harris Fabrics determine the total estimated
overhead costs for the year?

The company estimates total overhead costs based on historical data, anticipated expenses, and
planned production levels, which are then divided by the estimated total direct labor-hours to



compute the rate.

What impact does using direct labor-hours as the allocation
base have on product costing accuracy?

Using direct labor-hours can improve accuracy when labor is a primary cost driver, but it may
misrepresent costs if other factors significantly influence overhead, leading to potential over- or
under-costing.

In what scenarios might Harris Fabrics need to revise its
predetermined overhead rate before the year-end?

Revisions are necessary if actual overhead costs or direct labor-hours deviate significantly from
estimates, to ensure more accurate product costing and financial reporting.

How does Harris Fabrics ensure that its overhead rate remains
relevant throughout the year?

While the rate is computed annually, the company monitors actual costs and labor-hours regularly,
and may adjust estimates or reapply rates if significant variances occur.

What are the potential drawbacks of relying solely on direct
labor-hours for overhead allocation?

This approach may oversimplify cost distribution, overlook other cost drivers like machine hours or
material costs, and lead to inaccurate product costing if labor isn't the primary overhead driver.

How does Harris Fabrics' approach align with modern activity-
based costing methods?

While traditional plantwide rates based on direct labor-hours are simpler, activity-based costing
offers more precise overhead allocation by considering multiple cost drivers, which Harris Fabrics
might adopt for better accuracy.

Additional Resources

Harris Fabrics Computes Its Plantwide Predetermined Overhead Rate Annually On The Basis Of
Direct Labor-hours

Harris Fabrics’ approach to calculating its plantwide predetermined overhead rate annually based
on direct labor-hours is a classic example of traditional costing methods used in manufacturing
environments. This method simplifies the allocation of manufacturing overhead to products by
establishing a single overhead rate at the beginning of each fiscal year, derived from estimated total
overhead costs and estimated total direct labor-hours. Such an approach has been favored for its
straightforwardness and ease of application, especially in companies with relatively homogeneous
production processes. However, it also presents certain limitations and considerations, especially in



complex or diverse production settings. This article explores the methodology, its implications,
advantages, disadvantages, and best practices in the context of Harris Fabrics’ annual overhead rate
computation.

Understanding Plantwide Predetermined Overhead
Rate

Definition and Concept

A plantwide predetermined overhead rate is a single rate used to allocate manufacturing overhead
costs to all products or jobs within a manufacturing plant. It is computed before the start of the
period, based on estimated figures, and is applied uniformly across all products during the period.
Harris Fabrics, in this case, calculates this rate annually based on the estimated total overhead costs
and estimated total direct labor-hours for the upcoming year.

Calculation Formula

The formula for the plantwide predetermined overhead rate is:

Predetermined Overhead Rate = Estimated Total Manufacturing Overhead / Estimated Total Direct
Labor-hours

By applying this rate to actual direct labor-hours incurred for each product or job, Harris Fabrics
can assign overhead costs systematically.

Annual Computation Process

Estimation Phase

At the start of each year, Harris Fabrics estimates:
- Total manufacturing overhead costs (including indirect materials, wages, depreciation, etc.)
- Total direct labor-hours required for all production

This estimation relies on historical data, budget forecasts, and managerial judgment. Accurate
estimates are crucial because they influence cost control, pricing, and profitability analysis.

Calculation and Implementation

Once estimates are established, Harris Fabrics calculates the overhead rate. Throughout the year,
this rate remains unchanged, and overhead is applied to products based on actual direct labor-hours



incurred.

Advantages of Annual Estimation

- Simplifies budgeting and planning
- Facilitates consistent overhead application
- Reduces administrative effort compared to more frequent recalculations

Features and Benefits

e Simplicity: Using a single plantwide rate reduces complexity in overhead allocation.

e Cost-Effective: Less administrative overhead because calculations are performed annually
rather than more frequently.

e Ease of Use: Suitable for small or homogeneous production environments where production
processes are similar.

¢ Alignment with Budgeting: Facilitates alignment with annual budgets and financial
planning.

Potential Drawbacks and Limitations

Overhead Allocation Inaccuracy

One primary concern with using a single plantwide rate based solely on direct labor-hours is that it
may not accurately reflect the actual consumption of overhead resources by different products,
especially if products are diverse.

Homogeneity Assumption

This method assumes that all products consume overhead in proportion to direct labor-hours, which
may not hold true in reality. For example:

- Some products might require more machine time or specialized setups.

- Diverse product lines can have varying overhead consumption patterns.



Potential for Cost Distortion

When overhead costs are allocated uniformly based on labor-hours, products that are less labor-
intensive but more overhead-intensive (e.g., complex machinery or setup costs) may be undercosted,
leading to inaccurate product costing and pricing decisions.

Impact of Changes During the Year

Since the rate is calculated annually based on estimates, changes in actual overhead costs or labor-
hours during the year can cause variances, requiring adjustments or supplementary costing
methods.

Implications for Harris Fabrics

Operational Considerations

- Harris Fabrics benefits from the simplicity of annual calculations, which reduces administrative
workload.

- The method works well if product lines are similar and overhead consumption patterns are
predictable.

- Accurate initial estimates are critical; otherwise, overhead costs may be significantly over- or
under-apportioned.

Cost Control and Decision-Making

- The use of a plantwide rate facilitates quick and straightforward cost estimates, aiding in pricing
strategies.

- However, managers should be cautious about relying solely on this method for detailed product
costing or profitability analysis, especially if product complexity varies.

Cost Distortion Risks

- Products that consume overhead differently from the average may be miscosted, potentially leading
Harris Fabrics to make suboptimal pricing, product mix, or process improvement decisions.

- For example, a high-overhead product might appear more profitable than it truly is if overhead is
underallocated.

Alternative Costing Approaches and Best Practices



Activity-Based Costing (ABC)

- ABC allocates overhead based on activities that drive costs, providing more accurate product
costing especially in complex manufacturing settings.

- Harris Fabrics could consider ABC if product diversity and overhead consumption patterns warrant
more precise allocation.

Multiple Predetermined Rates

- Instead of a single plantwide rate, Harris Fabrics might implement departmental or activity-based
rates, allocating overhead based on relevant cost drivers such as machine hours, setup hours, or
material handling.

Periodic Reassessment

- While annual calculation is efficient, Harris Fabrics should monitor actual overhead costs versus
estimates regularly.
- Variances should be analyzed, and adjustments made if significant discrepancies arise.

Conclusion

Harris Fabrics’ strategy of computing its plantwide predetermined overhead rate annually based on
direct labor-hours offers a straightforward, cost-effective means of allocating manufacturing
overhead costs. It aligns well with traditional manufacturing environments where products are
relatively homogeneous, and overhead costs are primarily driven by labor. This approach simplifies
budgeting, cost estimation, and financial reporting, making it an attractive choice for many
businesses.

However, the method’s reliance on estimates and the assumption that overhead consumption aligns
proportionally with direct labor-hours can lead to cost distortions in more complex production
settings. As Harris Fabrics grows or diversifies its product lines, it may need to explore more refined
costing methods like activity-based costing or departmental rates to improve accuracy.

Ultimately, the decision to use an annual plantwide predetermined overhead rate based on direct
labor-hours should be balanced against the company’s production complexity, cost accuracy needs,
and strategic goals. Proper management of estimates, regular variance analysis, and consideration
of alternative costing methods can help Harris Fabrics maintain cost integrity and support informed
decision-making.

Summary of Key Features

- Simplifies overhead allocation

- Cost-effective and easy to implement

- Suitable for homogeneous production environments



- Risks of cost distortion and inaccuracies
- Benefits from periodic review and potential method enhancements
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