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Unit II  

 Labour Cost Control : Direct and Indirect Labour, Steps Involved – treatment of 

Idle time, Holiday Pay, Overtime etc. in cost accounts, casual workers & out 

workers, Labour turnover, methods of wage payment, Incentive plans. 

OUTCOMES: 

1. Direct and Indirect Labour: 

 Direct Labour: This refers to the cost of labour directly involved in the production 

of goods or services. It includes wages and benefits for workers directly 

contributing to the production process. 

 Indirect Labour: This includes the cost of labour not directly involved in the 

production process, such as maintenance staff, supervisors, and support 

personnel. 

2. Treatment of Idle Time: 

 Idle time refers to periods when employees are not actively working but are still 

paid. Managing idle time is crucial to minimize its impact on labour costs. This can 

involve proper scheduling, task allocation, and efficient workflow management. 

3. Holiday Pay and Overtime: 

 Accounting for holiday pay and overtime is important in cost accounts. 

Businesses need to accurately track and allocate these costs to the relevant cost 

centres or projects. 

4. Casual Workers and Out Workers: 

 Casual workers and outsourced workers may have different cost structures 

compared to regular employees. Tracking and allocating costs associated with 

these workers are essential for accurate cost accounting. 

5. Labour Turnover: 

 Labour turnover, or employee turnover, measures the rate at which employees 

leave a company. High turnover can increase recruitment and training costs. 

Understanding the reasons for turnover and implementing strategies to reduce it 

can positively impact labour costs. 

6. Methods of Wage Payment: 

 Different methods of wage payment exist, including hourly wages, salary, 

commission, and piece-rate. Each method has implications for cost accounting, 

and choosing the appropriate method depends on the nature of the work and 

industry standards. 

7. Incentive Plans: 

 Incentive plans are designed to motivate employees to improve performance. 

These can include bonuses, profit-sharing, and other performance-based 

rewards. While these plans can enhance productivity, they also impact labour 

costs and need to be carefully managed. 
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 DIRECT AND INDIRECT LABOUR: 

 

 

 

Direct and indirect labor is classifications used in cost accounting to distinguish between the 

types of labor costs incurred by a business. Let's delve deeper into each category: 

 DIRECT LABOUR: 

 

 Definition: Direct labor refers to the cost of labor that can be easily and directly 

traced to the production of goods or services. 

 

 Nature: This category includes the wages and benefits of employees who are directly 

involved in the manufacturing or production process. These workers contribute to 

the creation of the final product or service. 

 Examples: For a manufacturing company, direct labor might include assembly line 

workers, machine operators, and other personnel directly engaged in the production 

activities. In a service-oriented business, direct labor could involve employees 

directly delivering the service. 

 

 Identification: The key characteristic of direct labor is that it can be easily assigned 

to a specific product, service, or production activity. The costs associated with direct 

labor are considered variable costs because they vary in direct proportion to the 

volume of production. 

 

 INDIRECT LABOUR: 

 

 Definition: Indirect labor refers to the cost of labor that cannot be easily or directly 

traced to a specific product or service. 
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 Nature: This category encompasses the wages and benefits of employees who are 

not directly involved in the production process. Indirect labor is necessary to support 

and facilitate the overall production environment but does not contribute directly to 

the creation of the final product or service. 

 Examples: Indirect labor may include supervisors, quality control personnel, 

maintenance staff, janitors, and other support staff who play essential roles in 

maintaining the production facility but do not directly handle the production tasks. 

 Identification: Indirect labor costs are considered overhead costs because they are 

incurred to maintain the production environment as a whole rather than to produce 

a specific unit of output. These costs are typically indirect, meaning they need to be 

allocated or apportioned among different products or departments based on some 

reasonable allocation method. 

 

 TREATMENT OF IDLE TIME: 

The treatment of idle time is an important aspect of labor cost management, and businesses 

implement various strategies to handle idle time effectively. Here are some common 

approaches: 

 

 EFFICIENT SCHEDULING: 

 Definition: Efficient scheduling involves carefully planning work shifts and tasks to 

ensure that employees are engaged in productive activities throughout their working 

hours. 

 

 Implementation: By analyzing historical data, understanding peak workloads, and 

incorporating flexibility in scheduling, businesses can reduce the occurrence of idle 

time. This ensures that employees are occupied with tasks during their scheduled 

hours. 

 

 TASK ALLOCATION AND CROSS-TRAINING: 

 

 Definition: Task allocation involves assigning employees to various tasks based on 

their skills and the current workload. Cross-training employees enables them to 

perform multiple roles within the organization. 

 

 Implementation: When one set of tasks is completed, employees can be seamlessly 

transitioned to other tasks, reducing the likelihood of idle time. Cross-training 

ensures that employees have the skills to contribute to different aspects of the 

business, making them more versatile. 
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 FLEXIBLE WORK ARRANGEMENTS: 

 Definition: Flexible work arrangements, such as staggered work hours or remote 

work options, can be implemented to align work schedules with actual work 

requirements. 

 Implementation: By allowing employees to work during peak demand periods and 

adjusting their hours during lower demand periods, businesses can better match 

labor supply with operational needs, minimizing idle time. 

 

 CONTINUOUS MONITORING AND ANALYSIS: 

 Definition: Regularly monitoring and analyzing work patterns, production processes, 

and employee productivity helps identify potential causes of idle time. 

 Implementation: Businesses can use data analytics and performance metrics to 

identify trends and areas where improvements can be made. Continuous monitoring 

allows for proactive adjustments to prevent or minimize idle time. 

 

 EMPLOYEE ENGAGEMENT AND MOTIVATION: 

 Definition: Keeping employees engaged and motivated can contribute to reducing 

idle time as motivated employees are more likely to stay focused on their tasks. 

 Implementation: Recognition programs, training opportunities, and a positive work 

environment can enhance employee satisfaction and motivation, leading to 

increased productivity and reduced idle time. 

 

 IMPLEMENTING COST CONTROL MEASURES: 

 Definition: Implementing cost control measures involve carefully managing labor 

costs during periods of low demand. 

 Implementation: This may involve temporary layoffs, furloughs, or other measures 

to adjust the workforce size during slow periods. This allows the business to align 

labor costs with actual production needs. 

 

 HOLIDAY PAY AND OVERTIME 

Holiday pay and overtime are crucial components in cost accounting, and accurately 

tracking and allocating these costs is essential for effective financial management. Here's an 

overview of each and the importance of their accounting: 

 

 HOLIDAY PAY: 

 

 Definition: Holiday pay refers to the additional compensation provided to employees 

for working on designated holidays or for taking time off during holidays. 
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 Importance of Accounting: 

o Cost Allocation: Holiday pay is an additional cost that needs to be allocated to 

specific cost centers or projects. Accurate accounting ensures that the cost of 

holidays is appropriately distributed among the relevant areas of the business. 

o Compliance: Depending on labor laws and company policies, businesses may be 

required to provide holiday pay. Proper accounting helps ensure compliance with 

legal and contractual obligations. 

 

 OVERTIME: 

 

 Definition: Overtime refers to the extra compensation paid to employees for working 

more than their standard or regular hours. 

 

 Importance of Accounting: 

 

o Cost Control: Overtime can significantly increase labor costs. Accounting for 

overtime allows businesses to monitor and control these costs effectively. 

o Project Budgeting: In projects with tight deadlines, overtime may be necessary. 

Proper accounting helps allocate the additional labor costs associated with overtime 

to specific projects, allowing for accurate budgeting. 

 

 IMPORTANCE OF ACCURATE TRACKING AND ALLOCATION: 

 

o Cost Control: Accurate tracking of holiday pay and overtime is essential for 

controlling labor costs. It provides insights into the financial impact of extra 

compensation and helps businesses make informed decisions to manage costs 

effectively. 

 

o Budgeting: Allocating holiday pay and overtime costs to specific cost centers or 

projects is crucial for accurate budgeting. It ensures that budgets reflect the true 

cost of labor, including any additional expenses associated with holidays and 

overtime. 

 

o Financial Reporting: Accurate accounting for holiday pay and overtime contributes 

to reliable financial reporting. It allows businesses to provide stakeholders, including 

investors and regulatory bodies, with transparent and accurate information about 

labor costs. 

 

 COMPLIANCE AND LEGAL CONSIDERATIONS: 

 

o Labor Laws: Different jurisdictions have specific regulations regarding holiday pay 

and overtime. Accurate accounting ensures compliance with these laws, reducing 

the risk of legal issues and penalties. 
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o Contractual Obligations: Employment contracts may include provisions for holiday 

pay and overtime. Proper accounting helps businesses fulfill their contractual 

obligations to employees. 

 

 CASUAL WORKERS AND OUT WORKERS: 

Casual workers and outsourced workers represent distinct categories of labor that can have 

different cost structures compared to regular employees. It's crucial for businesses to 

carefully track and allocate costs associated with these workers to ensure accurate cost 

accounting. Let's explore each category: 

 

 CASUAL WORKERS: 

 

 Definition: Casual workers, also known as temporary or part-time workers, are 

typically employed on a short-term basis. They may work irregular hours and do not 

have the same level of job security or benefits as regular full-time employees. 

 

 Cost Structures: 

o Hourly Wages: Casual workers are often paid on an hourly basis, and their wages 

may not include benefits such as health insurance, paid time off, or retirement 

contributions. 

o Flexibility: The cost structure for casual workers tends to be more flexible, as 

businesses can adjust the number of hours worked based on fluctuating demand. 

 

 Importance of Tracking and Allocating Costs: 

Accurate Costing: Tracking the costs associated with casual workers is crucial for accurately 

calculating the total cost of labor. This includes wages, any applicable benefits, and other 

related expenses. 

Budgeting: Allocating costs to specific projects or cost centers helps in budgeting and 

provides a clear understanding of the financial impact of employing casual workers. 

 

 OUTSOURCED WORKERS: 

 

 Definition: Outsourced workers are individuals or third-party companies hired to 

perform specific tasks or services on behalf of a business. This can include outsourcing 

tasks like customer service, IT support, or manufacturing processes. 
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 Cost Structures: 

o Contractual Agreements: Outsourced workers are typically engaged through 

contractual agreements, and their costs may include fixed fees, variable fees based 

on output, or a combination of both. 

o Specialized Services: Outsourcing may be cost-effective because it allows businesses 

to access specialized skills without the long-term commitments associated with 

hiring full-time employees. 

 

 Importance of Tracking and Allocating Costs: 

o Cost Transparency: Tracking and allocating costs associated with outsourcing 

provide transparency into the total cost of specific services. This is crucial for 

evaluating the overall cost-effectiveness of outsourcing arrangements. 

o Performance Evaluation: Allocating costs to specific projects or departments helps 

in evaluating the performance and efficiency of outsourced services. 

 

 Differentiation from Regular Employees: 

 

o Distinct Cost Structures: Casual workers and outsourced workers often have 

different cost structures compared to regular employees. Accurate tracking helps 

businesses differentiate and understand the unique financial implications of each 

type of employment. 

 

 LABOUR TURNOVER: 

 

 Definition: 

 

o Labour Turnover (Employee Turnover): This is a metric that measures the rate at 

which employees leave a company and are replaced by new hires. It is typically 

expressed as a percentage and is calculated by dividing the number of employees 

who leave during a specific period by the average number of employees during that 

period. 

 

 Impact on Labour Costs: 

 

o Recruitment and Training Costs: High labour turnover can significantly impact a 

company's recruitment and training costs. Constantly hiring and training new 

employees can be expensive in terms of time, resources, and direct costs associated 

with the recruitment process and on boarding. 
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 Understanding the Reasons for Turnover: 

 

o Exit Interviews: Conducting exit interviews with departing employees can provide 

valuable insights into the reasons behind their decision to leave. Understanding 

these reasons is crucial for implementing effective strategies to reduce turnover. 

 

 Strategies to Reduce Turnover and Minimize Labour Costs: 

 

o Improving Work Environment: Creating a positive work environment, fostering a 

healthy company culture, and addressing workplace issues can contribute to 

employee satisfaction and reduce turnover. 

o Competitive Compensation and Benefits: Offering competitive salaries and benefits 

helps attract and retain talent. Employees are more likely to stay with a company 

that provides fair and attractive compensation packages. 

o Career Development Opportunities: Providing opportunities for professional growth 

and advancement within the company can enhance employee engagement and 

loyalty. 

o Work-Life Balance: Supporting work-life balance through flexible work arrangements 

or family-friendly policies can improve job satisfaction and reduce the likelihood of 

employees seeking alternative employment. 

o Recognition and Appreciation: Recognizing and appreciating employees for their 

contributions fosters a positive work environment. Feeling valued can increase job 

satisfaction and commitment. 

o Communication and Feedback: Regular communication and feedback sessions help 

address concerns, clarify expectations, and create an open dialogue between 

employees and management. 

 

 Calculating Labour Turnover: 

 

o Formula: Labour Turnover Rate = (Number of Employees Who Left / Average 

Number of Employees) x 100 

o Example: If a company had 10 employees at the beginning of the year, 5 employees 

left during the year, and the average number of employees during the year was 12, 

the turnover rate would be (5 / 12) x 100 = 41.67%. 

 

 Continuous Monitoring and Adjustment: 

 

o Regular Analysis: Monitoring turnover rates over time and comparing them with 

industry benchmarks allows a company to identify trends and assess the 

effectiveness of retention strategies. 

o Adjustment of Strategies: If turnover rates remain high, it's essential to revisit and 

adjust retention strategies based on ongoing feedback and evaluation. 



VISION INSTITUTE OF TECHNOLOGY,  
                                         SUBJECT: COST ACCOUNTING   

UNIT 2: LABOUR COST CONTROL 

Page9  Faculty: ANKUR RAJPOOT 

 

 Methods of Wage Payment: 

 
1. Hourly Wages: 

 Definition: Employees are paid a fixed rate per hour worked. 

 Cost Accounting Implications: 

 Easily measurable and predictable labor costs. 

 Overtime may result in additional costs. 

 Common in industries with variable workloads or part-time positions. 

 

2. Salary: 

 

 Definition: Employees receive a fixed amount of money on a regular basis, usually 

monthly or annually. 

 Cost Accounting Implications: 

 Predictable and stable labor costs. 

 May be suitable for positions with consistent workloads. 

 Overtime may not be directly tied to salary. 

 

3. Commission: 

 

 Definition: Compensation is tied to sales or performance metrics. Employees earn a 

percentage of the sales they generate. 

 Cost Accounting Implications: 

 Variable costs directly linked to performance. 

 Can align employee interests with company goals. 

 May result in higher overall compensation during periods of high sales. 

 

4. Piece-Rate: 

 

 Definition: Employees are paid based on the number of units they produce or tasks 

they complete. 

 Cost Accounting Implications: 

 Directly tied to productivity and output. 

 May require careful tracking of individual performance. 

 Common in manufacturing or piecework-oriented industries. 

 

5. Bonuses and Incentives: 

 

 Definition: Additional payments provided for achieving specific goals or outstanding 

performance. 

 Cost Accounting Implications: 
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 Variable costs tied to employee performance. 

 Can motivate employees and improve overall productivity. 

 Important to define clear criteria for bonus eligibility. 

 

6. Profit-Sharing: 

 

 Definition: Employees receive a share of the company's profits, usually distributed 

annually. 

 Cost Accounting Implications: 

 Variable costs tied to overall company performance. 

 Aligns employee interests with the financial success of the company. 

 May result in higher overall compensation during profitable periods. 

 

7. Per Diem and Allowances: 

 

 Definition: Employees receive fixed daily allowances to cover expenses related to 

travel, meals, or other work-related costs. 

 Cost Accounting Implications: 

 Allows for better tracking of specific expenses. 

 Simplifies reimbursement processes. 

 Common in industries requiring frequent travel. 

 

8. Flexible Benefits and Cafeteria Plans: 

 

 Definition: Employees have the flexibility to choose benefits or compensation 

options from a set menu. 

 Cost Accounting Implications: 

 Variable costs based on individual choices. 

 Offers employees customization and flexibility. 

 Requires effective communication and administration. 

 

9. Deferred Compensation: 

 

 Definition: Portion of an employee's earnings is withheld and paid out at a later 

date, such as retirement. 

 Cost Accounting Implications: 

 Provides long-term financial planning for employees. 

 Requires consideration of future financial obligations. 
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 INCENTIVE PLANS: 

 

 Definition: Incentive plans are structured programs designed to motivate employees 

by rewarding them for achieving specific goals, objectives, or levels of performance. 

 

 Types of Incentive Plans: 

 Bonuses: Additional payments provided for achieving predetermined goals or 

outstanding performance. 

 Profit-Sharing: Employees receive a share of the company's profits, fostering a 

sense of ownership. 

 Commission: Compensation is tied to sales or performance metrics. 

 Stock Options: Employees are given the option to buy company stock at a 

predetermined price. 

 Recognition Programs: Non-monetary incentives, such as employee of the 

month awards or public recognition. 

 

 Impact on Labour Costs: 

 

 Variable Costs: Incentive plans introduce variable costs linked to employee 

performance. As performance improves, incentive costs increase. 

 Predictability: Depending on the structure of the incentive plan, labor costs may 

become less predictable than fixed salary or hourly wage arrangements. 

 

 Benefits of Incentive Plans: 

 

 Motivation: Incentive plans motivate employees to achieve higher levels of 

performance by linking rewards to specific outcomes. 

 Alignment with Goals: Aligns individual and team goals with organizational 

objectives, enhancing overall performance. 

 Competitive Advantage: Can attract and retain high-performing employees by 

offering competitive and performance-based compensation. 

 Employee Engagement: Recognizing and rewarding achievements fosters a 

positive work environment and enhances employee engagement. 

 

 Challenges and Considerations: 

 

 Cost Management: Incentive plans increase labor costs, and businesses need to 

carefully manage and budget for these additional expenses. 

 Fairness and Transparency: Incentive plans should be perceived as fair and 

transparent to maintain employee morale and prevent resentment. 

 Measurable Metrics: Clear and measurable performance metrics are essential to 

ensure that employees understand the criteria for earning incentives. 
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 Long-Term vs. Short-Term Goals: Balancing short-term performance goals with 

the long-term success of the organization is crucial. 

 Communication: Effective communication of incentive plans and expectations is 

necessary for employee understanding and participation. 

 

 

 Implementation: 

 

 Clear Objectives: Clearly define the objectives of the incentive plan and how 

performance will be measured. 

 Tailored to Roles: Different roles may require different types of incentives. Tailor 

plans to suit the nature of the work. 

 Regular Evaluation: Periodically review and evaluate the effectiveness of 

incentive plans. Make adjustments as needed to ensure alignment with 

organizational goals. 

 

 Examples of Incentive Plans: 

 

 Sales Commission: Sales representatives earn a percentage of the sales they 

generate. 

 Year-End Bonuses: Employees receive bonuses based on annual performance or 

achieving specific targets. 

 Profit-Sharing Programs: Employees receive a share of the company's profits 

distributed annually. 


